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• PRO C E E DIN G S 

(Transcript follows in sequence from 

Volume 29.) 

Thereupon, 

WILLIAM E. AVERA 

was cal as a witness, having been previously duly 

sworn, was examined and testified as follows: 

* * * 

CHAIRMAN BRISE: Commissioner Brown. 

• 
COMMISSIONER BROWN: Thank you. I just have 

three questions that are yes or no, not you 

don't need to go into as much detail as you just 

did. But thank you, again, your testimony 

here today. 

The appraisal for the Hendry/McDaniel s 

was there an appraisal performed based on the 

agriculture use and not the proposed use? 

THE WITNESS: I'm not aware no, I'm not 

aware of any specific appraisal absent the use. 

COMMISSIONER BROWN: The intended use, not 

• 


the 


THE WITNESS: The intended use. 


COMMISSIONER BROWN: Not the agriculture use? 


THE WITNESS: Right. And I say "specific" 


· s~~t... e....... ...o~r __ u_n_t.;:.y_...I
L-___..;;b..;;e;..;c;..;a;..,u;..,s;;..e.;..,....;;,t.;.h..;;e..;;,r;..,e;.......l.... h... i~n...f ...m~a...t~i...o_n_f_o;;..r H_e_n_d_r..;;y:...-C_o_
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• 25~___________ 

overall, agricultural land that I'm aware of, but 

not -- I'm not aware of an appraisal for just the 

land. 

COMMISSIONER BROWN: Okay. Exhibit 609 was 

based on a use value rather than a market value, 

the appraisal? 

THE WITNESS: Yes. 

COMMISSIONER BROWN: I was wondering if the 

seller or FPL performed an appraisal based on 

actual market value rather than use? 

THE WITNESS: Not to my knowledge. 

COMMISSIONER BROWN: Okay. And you know 

there's various types of appraisals that can 

evaluate the fair market value of a piece of land? 

THE WITNESS: Yes. 

COMMISSIONER BROWN: Okay. We talked a lot 

about the McDaniel site and not -- a great deal 

today you talked a lot about the Fort Drum s 

I was wondering if this Commission goes ahead and 

puts both the primary and the alternate site in 

rate base and then Florida Power & Light decides 

not to -- just to go ahead with McDaniel but not 

Fort Drum, what plans do you have for that Fort 

Drum site? 

T~H_E____ ______ __ __w_o_u_l_d__~WI~T_N~E~S~S~:~~M~y~e~x~p~e~c~t~a~t~i_o_n i s t_h_a_t w_e 
PREMIER REPORTING 

(850) 894-0828 
premier-reporting. com 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

4390 

• use it in the not-too-distant future. And this 

is -- the gist of my testimony is that there's so 

many critical factors right now that what I 

couldn't tell you is exactly when. Now, if we 

were to not use the site, then it would be sold 

and the gain on that facility would accrue to the 

customers. 

• 

But our present plan is that it will be used, 

and likely as the third unit that we build after 

the first two at Hendry, Hendry County or 

McDaniel. But this will depend on analysis that 

we take to the Commission and say, you know, this 

is the best at this time. But that's our 

expectation at this point. 

COMMISSIONER BROWN: Okay. And real 

what -- I'm sorry, wasn't a yes or no 

question -- but I just wanted to make sure 

during your resource planning meetings that 

various alternatives have been discussed regarding 

use of that Fort Drum site and what FPL would do 

if it just sits idle with it or if it plans to 

move forward. 

• 
THE WITNESS: I know that there's been a lot 

of discussion on that with re to the McDaniel 

L-______~s_i~t~e~.__A~n~d~u~p~t~o~~n~o~w~,~n~o~t~~a~s~m~u-c_h__b_e__c_a_u_s_e__w_e________~ 
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• 


• 


• 


haven't gotten into the zoning process at the Fort 

Drum site. 

When that begins and the level of difficulty 

with that arises, then we'll start making the 

decisions. Well, if we cannot get the zoning or 

land use, then what are the options? And if we 

don't get it, do we sell it then, which is the 

type of discussion that we've had with respect to 

McDaniel, we just haven't gotten to the Fort Drum 

yet. 

COMMISSIONER BROWN: Okay. Thank you. 

CHAIRMAN BRISE: Commissioner Graham. 

COMMISSIONER GRAHAM: Thank you, 

Mr. Chairman. 

Mr. Silva, I'm still a little confused on 

I heard you during your testimony for the past 

seems like three hours -

CHAIRMAN BRISE: That's about right. 

COMMISSIONER GRAHAM: You keep referring back 

to your group. Now, are these -- is this a group 

of direct reports or do you I guess what I'm 

trying to understand is how do things corne across 

your desk and leave your desk? Does senior 

management corne to you and say we need something 

in North Florida and then you take it from there 
~-------------------P-R~E-M~I~E-R~R~E~P~O~R~T~I~N~G-----------------------
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• or how does the process get started? 

THE WITNESS: I'll explain as briefly as I 

can. 

COMMISSIONER GRAHAM: Thank you. 

THE WITNESS: My group is called Resource 

Assessment and Planning. And we take the forecast 

produced by Dr. Morley, we look at inputs from the 

people that are operating current plant, current 

generating plants, as to how much capacity those 

plants are expected to have in the future because 

they become older and the capacity may decline and 

• 

so forth. 


So then we make a determination given the 

rise in load and given the possible decline in the 

generation of existing units, when is it that we 

will have sufficient need to call for a new unit, 

or for that matter for -- we also take into 

consideration increases in demand site management. 

So you have growing load offset by some growth in 

DSM, and then you have declining power plant 

generation. At some point, we recognize we need 

generation at this point in time. 

• 
In the case of Port Everglades, modernization 

was 2016. We share that with a number of 

L-______~____________________~~__________________~______~departments in the company. And that's our job. 
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• 


• 


• 


So we are not asked by management to look at that, 

that's routinely what we do. 

So we then engage power generation, 

engineering and construction, project development, 

real-estate, finance and accounting. It's an 

ad hoc group that we put together. 

And we manage through a process that 

typically lasts four to five months where we start 

looking they start developing alternatives. 

And those alternatives could be different types of 

technology at different s We look for the 

transmission group as part of that because 

transmission could be a major cost component. And 

so gradually the alternatives get put together. 

In the past we look at existing sites as well 

as greenfield sites, and we analyze the cost 

effectiveness of those to meet that need from a 

perspective of cumulative present value revenue 

requirement. But we also vet all of the 

assumptions, the capital costs of the 

technologies, the operating characteristics like 

heat rate and how those translate into an effect 

on the customer. 

We go through, as s team is together, two 

~_______o_r t~h_r_e~e__ ___ __ ____ ~__ r_o_u_n_d~s o_f f_i_n_a_l_l_'_z_i_n~g~t_h_e a s_s_u_m~p_t_i_o_n_s~,______ 
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• updating everything. And then we ourselves will 

write a recommendation, again, trying to figure 

out the most innovative and cost effective way to 

serve the load, and we take that to management. 

And then the process in essence begins over again 

with additional questions from them because they 

want to drive us to, again, even more ficiency. 

• 

And it's only after that round is over that 

there's a decision that says Port Everglades is 

the best alternative to proceed and you should go 

ahead and purchase these sites because that will 

put us in a good position to serve the customer in 

the next round and the subsequent round. 

COMMISSIONER GRAHAM: Now, the dialogue back 

and forth with management, is that you that 

creates that dialogue or how does that happen? 

THE WITNESS: I would say that I initiate 

And then after that, I lose control. 

COMMISSIONER GRAHAM: All right. That's it. 

Thank you. 

CHAIRMAN BRISE: Commissioner Edgar. 

COMMISSIONER EDGAR: Thank you, Mr. Chairman. 

• 
Very briefly. 

Mr. Silva, how many counties does FPL operate 

L-__________________~____~____________________~__________~in in Florida, for your service territory? 
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• 1 THE WITNESS: You mean where we have a 

2 generating plant or where we serve? 

3 COMMISSIONER EDGAR: Where you serve? 

4 THE WITNESS: Oh, gosh, I don't think that I 

5 could tell you how many. 

6 COMMISSIONER EDGAR: And I was asking because 

7 I couldn't remember either. 


8 
 THE WITNESS: I know that the service area is 

9 about half the state. 


10 
 COMMISSIONER EDGAR: And do you know when the 

11 last time was that a geographi area was added 

• 
12 to your ce territory? 

13 THE WITNESS: No, I don't. I know that we 

14 have recently or are about to add a large 

15 wholesale , the rest of Lee County load, and 

16 we are, of course, in discussions to acquire some 

17 service territory. But, no, I don't remember 

18 when. 


19 
 COMMISSIONER EDGAR: Okay. That's fine. 

20 Thank you. 


21 
 CHAIRMAN BRISE: Redirect. 


22 
 MR. GUYTON: I promise I won't take as long 

as cross. I will try to keep this short. 

24 REDIRECT EXAMINATION 

• 	 25~________________~~~~~~~~__________________~ 
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• BY MR. GUYTON: 

Q Mr. Silva, you were asked by counsel for the 

Office of Public Counsel about your late-filed 

Deposition Exhibit 4, which is part of the package 

that's been identified as Exhibit 599. 

A Yes. 

Q And you were specifically asked about the 

page in there that referred to agricultural market 

values for Hendry County. 

Do you recall that? 

• 
A Yes. 

Q Okay. Is FPL's intended use for the Hendry 

County site or the McDaniel site agricultural? 

A No, it's not for -- it's for power 

generation. 

Q Would it be appropriate to compare the value 

and use of a power plant site with agricultural value? 

A Not on 

MR. MOYLE: I'm going to object to the form 

of the question. I think it's overbroad, vague, 

and ambiguous. 

• 
For what purposes? For land assessment 

purposes would be one. I mean, it's unclear just 

kind of what without knowing for what end 

point. 
~----~~--------------------------------------------------~PREMIER REPORTING 
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• 


• 


• 


CHAIRMAN BRISE: Okay. Mr. Guyton, if you 


could specify. 


MR. GUYTON: Okay. 


BY MR. GUYTON: 


Q To your knowledge, is there a difference in 

land value in Hendry County for power plant site versus 

agricultural use? 

A In my mind there is. The value for a power 

plant site includes a number of characterist that 

are not reflected or needed for agricultural use. 

Q You were asked about Exhibit 613 and 


specifically page 3565 of that exhibit. 


A Is there another description for that? 

Q It's been identified as -- it's staff POD 50, 

Exhibit 3, it's one of the confidential documents. 

A I have it. What page did you say? 

Q 3565. 

A Yes, I'm there. 

Q All right. And the stamp that's in the upper 

right-hand corner of that page -

A The stamp says, "Draft"? 

Q Yes. 

And is that an accurate depiction of this 

entire document, this presentation that you were asked 

L- about? 
----------------------~ 
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• 


• 


• 


A Yes. 

Q Commissioner Balbis asked you about any 

analyses that had been performed and submitted before 

the Commission in this case showing the reasonableness 

of the cost. 

00 you recall that question? 

A Yes. 

Q Are those types of analyses contained in any 

of the exhibits that you've been asked to review today? 

A Yes. 

Q And which of the exhibits that you've been 

asked to review today are -- or do include such 

analyses? 

A Well, at least in my view, the - 

MR. MOYLE: Mr. Chairman, I just -- I know we 

had this conversation earlier and I got overruled 

but, you know, just for the record, I want to 

object to this question where now he's saying, 

okay, here is all the specifics relative to 

building the record on these two sites. Thank 

you. 

CHAIRMAN BRISE: Thank you. 


You may pose your question again. 


MR. GUYTON: It would require me to lead, but 


it will move us a little bit farther along if I 
~------~~~--~~~~~~~~~----------~------~ PREMIER REPORTING 
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• can refer to two speci c exhibits to ask the -

BY MR. GUYTON: 

Q Mr. Silva, do Exhibits 610 and 613 contain 

such economic analyses? 

A Yes. Exhibit 610 -- 610 contains an 

evaluation of the various alternatives for obtaining 

water, indicating that the alternat chosen or 

selected by FPL, which is to obtain the additional 

water parcels, would save between 60 and $80 million 

compared to the alternatives. 

Q Are there similar analyses in 613? 

• 
A Yes. 


Q Okay. 


A Those are included as well. 

Q Okay. 

A There's site valuation overviews. 

Q Thank you, Mr. Silva. 

In response to a question by Mr. Moyle, you 

noted that the zoning in McDaniel was not an added cost 

to FPL. Would you explain that answer? 

• 

A The purchase price of $40 million includes, 

as indicated in the appraisal that was made it 

includes the zoning and land use modification that 

would be the responsibility of the seller. It also 

L-________ includes, from the perspective
~__________ of land mineral 

~__________~__ --------------~------~
rights 
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• 


• 


• 


where there's an interest obtaining a waiver from the 

holder of those mineral rights so they will no longer 

have the right to come into the property. And, 

although it's not the necessarily the selected 

alternative, that it would have adequate water on the 

site itself. 

So those three items that are referred to as 

extraordinary assumptions in the appraisal are all 

included in the purchase price that FPL committed to 

pay for that property. 

Q Earlier this morning you gave a rule of thumb 

about transmission costs. Do you recall that rule of 

thumb? 

A Yes, I do. 


Q What was that rule of thumb? 


A It was a multiple of what it is. It's 


$1 million per mile as a rule of thumb, not 

100 million. 

Q Thank you, sir. 

You were asked about the use of acreage on 

the McDaniel site that might be available for solar. 

Do you recall that line of inquiry? 

A Yes. 


Q What function, if any, other than use for 


~_s~o~l_a~r~,__ ~~_'~g~h~t~t~h_a_t~p~r~o~p~e=r=t~y~h~a~v~e~?~~______________________ 
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• 
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A The property is setting aside or planning to 

set aside 927 acres that would provide sufficient 

panther habitat units to make up for what is required 

for building three combined cycle units. 

So the valuation is -- we need like 1,670 

panther habitat units. And the latest price for 

purchasing credits is $950 per panther habitat unit, so 

's quite a valuable asset to have sufficient land to 

mitigate that within the property itself. So that's 

927 acres. 

The solar is intended to use up to 

1,500 acres. And most of the balance is either for the 

three combined cycle units or some wetland mitigation 

that would required and would be required of almost 

any site. 

MR. GUYTON: That is all the redirect that we 

have for Mr. Silva. I won't ask him to be excused 

just yet. 

CHAIRMAN BRISE: Thank you. Let's work 

through our exhibits. 

FPL. 

MR. GUYTON: We move Exhibit 410. 

CHAIRMAN BRISE: Okay. 410, seeing no 

objections, we'll move 410 into the record. 

(Exhibit No. 410 received in evidence.) 
L-----------~--------P-R-E-M~I-E-R~R~E~P-O~R~T~I~N~G--------------~------~ 
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• CHAIRMAN BRISE: Staff. 


MR. HARRIS: Staff would move Exhibits 122, 


599, 	 600, 601, and 602. 

CHAIRMAN BRISE: Okay. Any objections? 

MR. MOYLE: FIPUG objects on the grounds 

stated earlier. And I think we can just reference 

back to argument and discussion we had in the 

ruling which overruled me on those documents. 

CHAIRMAN BRISE: Sure. 

• 
MR. MOYLE: And on one of the documents, I 

think ' s the excerpt from the ten-year s 

plan, it's the document - 

CHAIRMAN BRISE: Which exhibit number? 

MR. 	 MOYLE: I think it's -- I think was 

marked as 600. 

MR. HARRIS: 600. 

MR. MOYLE: 600. It's the projection of 

• 

generation. But the -- I mean, it's a part of it. 

I think we've had a number of parts it. Just 

for optional completeness, I think it would be 

either appropriate to introduce the whole ten-year 

site plan or if we're able to take official notice 

of , take off notice of the entire ten-year 

site plan so we have the whole document to work 

________________~________ ~~__________________L- with as compared to ~________ 	 ~piecemeal pages. 
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• 


• 


• 


CHAIRMAN BRISE: Okay. Mr. Guyton. 

MR. GUYTON: We would be happy the 

Commission to take official recognition of the 

document if there's no objection of the parties. 

CHAIRMAN BRISE: All right. Any objections 

to taking offi recognition of the ten-year 

site plan? 

MR. SAPORITO: I have no objection so long as 

FPL counsel provides me a copy of that document. 

MR. REHWINKEL: Mr. Chairman, I don't have 

any problem with going into the record. I'm 

just not sure that offi recognition -- I would 

hate for there to be a cited precedent for 

official recognition of a document like this a 

year from now in another hearing. So I'm fine 

with it going in the record, I just don't like 

that as a basis for it. 

CHAIRMAN BRISE: Understood. 

MR. GUYTON: I understand that. I was just 

simply trying to reduce the reduction of rain 

forest. 

MR. HARRIS: Mr. Chairman, I think staff 

could relatively easily get copies of the ten-year 

site plan and have them made. We're going to be 

here for a long time tonight, and I think that 
~--------------------~--------~~~----------------------~PREMIER REPORTING 
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• 
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that would be suf ient time for us to get them. 

I can work on that and them out to the 

parties. 

So if you want to, we could either -- I don't 

think it would be appropriate to replace 600 since 

that was actually a deposition exhibit. But if 

it's the will of the Commission, we could mark it 

as another exhibit, I'll go ahead and make it and 

hand out. It shouldn't take that long. 

CHAIRMAN BRISE: Okay. So we will deal with 

600 as is. And if we need to deal with the 

ten-year site plan 

MR. HARRIS: I think that would be 

Mr. Moyle, I think that would be the easiest thing 

to do. 

MR. MOYLE: Yeah, I think that that would be 

fine. Thank you. And thank you, f. 

MR. HARRIS: So staff would request an 

additional exhibit, which would be the complete 

ten-year s plan. 

CHAIRMAN BRISE: Okay. So exhibits 599 

through 602 will be moved into the record. 

(Exhibit Nos. 122 and 599 through 602 

received in evidence.} 

~__________~M~R~.~H~A~R~R~I~S~:~~A~n~d~t~h~e~n~i~f~w_e~~c~o~u~l~d~a_s_s_i_g~n__a____~ 
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• new exhibit to whatever is the end, which would be 

617, we would move that as the complete ten-year 

site plan. 

COMMISSIONER BROWN: Okay. 

(Exhibit No. 617 was marked for 

identification.) 

MR. GUYTON: I'm sorry, I missed your exhibit 

numbers, Mr. Chair. 

CHAIRMAN BRISE: Sure. 599 to 602, which 

• 

would be staff's original exhibits. 


MR. GUYTON: No objection. 


CHAIRMAN BRISE: Okay. Those will be moved 


into the record. 

OPC. 

MR. REHWINKLE: Yes, Mr. Chairman. And I 

want to commend Mr. Harris on what he did with 

that deposition, he did a job, and that was 

a well-done effort to get record right. 

The public counsel would move 603, 604, 606, 

608 through 614. In other words, we're not moving 

605 or 607. 

CHAIRMAN BRISE: Okay. Is there are there 

• 

any objections? 


MR. GUYTON: If I could have just a moment. 


CHAIRMAN BRISE: Sure. 

~-------------------P~R-E-M~I~E~R--R~E~P~O~R~T~I~N~G~------------------~ 
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• MR. GUYTON: We have no objections. 

CHAIRMAN BRISE: Okay. So we will move 603, 

604, 606, 608 through 614 into the record. 

(Exhibit Nos. 603, 604, 606, 608 through 614 

received in evidence.) 

CHAIRMAN BRISE: Okay. 615 and 616 were not 

allowed and so therefore should we vacate those? 

• 

MR. HARRIS: They have been marked and 

identified, so I would we would just show that 

they're not moved into the record as opposed to 

reassigning the numbers, so I would leave them 

aside. 

CHAIRMAN BRISE: Perfect. So we would not 

move 	 those into the record. 

And 617 would be 

MR. HARRIS: The 2012 ten-year site plan 

complete. 

CHAIRMAN BRISE: Okay. The 2012 ten-year 

site plan, any objections to that? 

(No response.) 

CHAIRMAN BRISE: Okay. Seeing none, 617 

• 
moved into the record. 

(Exhibit No. 617 received in evidence.) 

CHAIRMAN BRISE: Okay. Mr. Guyton. 

MR. GUYTON: Now I would ask you and thank 
~-------------------P-R~E-M~I~E-R--R~E~P~O~R~T~I~N~G----~-----------------
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you for the prompt, Mr. Chair -- I would ask 

Mr. Silva, if he could be excused. 

CHAIRMAN BRISE: All right, Mr. Iva, you 

may be excused. Safe travels to you. 

THE WITNESS: Thank you, Mr. Chairman. Thank 

you, Commissioners. 

CHAIRMAN BRISE: Thank you. You can stick 

around with us until about midnight if you would 

like. 

MR. MOYLE: Mr. Chairman, just a bit of a 

procedural issue. But I want to understand it and 

I think it's appropriate to have the conversation 

on the record. And I know we're corning up on our 

break. 

But with respect to the confidential 

documents, I mean, there's been testimony on them 

and things like that, I'm not sure I understand 

what the plan is with respect to being able to 

have these to brief them, if we need to 

them, and would appreciate having an 

understanding. You know, I have notes on the ones 

I made and things 1 that. 

CHAIRMAN BRISE: Sure. 


MR. MOYLE: So how -- what's plans for 


~____________~____________________________________________-Jhandling those? 
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• 


• 


• 


CHAIRMAN BRISE: Sure. It is my 

understanding that the ones that were used, the 

parties have the ability to take those. And you 

can use those for your s and so forth. The 

ones that were not will be taken back. And 

the Commissioners' own will be returned as well. 

MR. MOYLE: Okay. Thank you. 


CHAIRMAN BRISE: Okay. 


MR. GUYTON: And also understanding that 


their use in br is to be treated as 

confidential as well. 

CHAIRMAN BRISE: Confidential, yeah. 

MR. SAPORITO: Mr. Chairman, just so the 

record is perfectly c , I have not retained any 

confidential documents from FPL in this 

proceeding. 

CHAIRMAN BRISE: Understood. 

MR. LAVIA: One follow-up question, 

Mr. Chairman. Is there a duty to return these at 

the close of the hearing or to destroy them? 

MR. YOUNG: I think at prehearing 

conference, it was discussed the parties will 

return it back to the source. 

MR. LITCHFIELD: I bel that's set out in 

the confidentiality agreement. And, yes, you 
~------~~~--~--------~~~----------~~~~~--------~ PREMIER REPORTING 

(850) 894-0828 
premier-reporting. com 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

4409 

• 
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would return them to us. 

MR. REHWINKEL: I've asked for a copy of 

that, Mr. Litchfield, and I haven't gotten yet. 

I signed it, but I want a -- I need a copy. 

MR. LITCHFIELD: A copy of the 

confident ty agreement? 

MR. REHWINKEL: Confidentiality agreement, 

yes, sir. 

MR. LITCHFIELD: Okay. We'll get that to you 

at the break. 

MR. REHWINKLE: Mr. Chairman, it probably 

would be appropriate to collect all this before 

we proceed in the hearing, "this" meaning these 

confidential documents. These are the witnesses', 

and I think the Commissioners' 

CHAIRMAN BRISE: Right. 

MR. REHWINKEL: -- and the staff's need to be 

collected and returned before we lose track of 

these documents. 

CHAIRMAN BRISE: Right. So that would be 

appropriate if we can collect these documents as 

we are moving into the break. 

MR. YOUNG: Yes. 

MR. LITCHFIELD: And could we an 

indication as to which counsel intends to keep a 
~--------------------P-R-E-M-I-E-R--R~E-P-O-R-T~I-N~G--------------~~----~ 
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set through briefing? That would be he to us 

record-keeping purposes. 

CHAIRMAN BRISE: Sure. 

All right. We're going to take a 1 

break. We'll start at 3:15, because 's going to 

a long haul. 

(Whereupon, a recess was taken.) 

CHAIRMAN BRISE: Good afternoon. All right. 

We're going to resume at this time, reconvene. 

FPL. 

MR. GUYTON: Florida Power & ght ls 

Dr. Avera back to the stand. I bel he's 


previously been sworn. 


CHAIRMAN BRISE: Yes, he has. 


Thereupon, 


WILLIAM E. AVERA 


was called as a witness, having been previously duly 


sworn, was examined and testif as lows: 


DIRECT EXAMINATION 

BY MR. GUYTON: 

Q Dr. Avera, would you please state your name 

and business address. 

A William E. Avera, 39078 Red , Austin, TX 

78751. 

Q And have you prepared and caused to be filed 
~----~~-----------P~R-E-M-I~E-R~R~E~P~O-R~T~I~N~G--------------------~ 
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96 pages of rebuttal testimony in this proceeding? 

A Yes. 

Q And do you have any changes or corrections to 

your prefiled rebuttal testimony? 

A I have one small correction. 


Q Uh-huh. 


A On Exhibit 33. And that exhibit is entitled 


" to Direct Testimony." It should read: 


"Rebuttal Testimony." 


Q Okay. If I were to ask you the same 


questions today as are contained in your prefiled 


rebuttal testimony, would your answers be the same? 


A Yes. 

MR. GUYTON: Mr. Chairman, we ask that 

Dr. Avera's rebuttal testimony be inserted 

the as though read. 

CHAIRMAN BRISE: Okay. At this time, we will 

insert Dr. Avera's rebuttal testimony into the 

record as though read, seeing no objections. 

(Whereupon, prefiled testimony inserted.) 

L---------------------P-R-E-M-I-E-R--RE--P~O~R-T~I~N~G~--------------------~ 
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• 1 I. INTRODllCTION 

2 

3 Q. .Please state your name and business address. 


4 A. William Avera, 3907 Red River, Austin. 78751. 


5 Q. Did you previously submit direct testimony in this proceeding? 


6 A. Yes. I did. 


7 Q. What is the purpose of your rebuttal testimony in this case'! 


8 A. My rebuttal testimony responds to the testimony of J. Randal [ Woolridge, Daniel 


9 J. LaVvi:on, Kevin W. O'Donnell submitted 011 behalf of the Office of Public 


10 Counsel 

• 
Michael P. Gorman, 011 behalf of Federal Executive Agencies, 

II and Richard A. Baudino. on behalf of South Florida Hospital and Healthcare 

12 Associati.on concerning the appropriate fair rate return on equity ("ROE") and 

13 capital structure for Florida Power & Light Company (HFPL" or "the Company"), 

14 and Steve W. Chriss on behalf of the Honda Retail Federation concerning FPL's 

15 equity performance incentive. Collectively, I to these intervenor witnesses 

16 in my rebuttal testimony as i'Opposing Witnesses." 

17 Q. How is your rebuttal testimony organized? 

18 A. The testimony of the Opposing Witnesses obscure reality by ignoring obvious 

19 facts and divel1ing attention to the weeds of academic finance and speculative 

20 regulatory policy. My rebuttal testimony begins by presenting the five simple 

facts that demonstrate how the crippling of financial strength proposed by 

the Opposing Witnesses '.vould harm customers. I then rebut all of the 

21 

• 3 
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• 1 flawed reasoning, data distortiuns, and arithmetic mistakes of the 

2 Opposing Witnesses in subsequent sections ofmy testimony, 

.... 
..) Q. Are you sponsoring any exh.ibits in tbis case? 

4 A. Yes, I am sponsoring Exhibit" WEA-19 through Wl:;;"\~33, which are attached to 

5 my rebuttal testimony. 

6 • WEA-19, Expected Earnings Approach 

7 • WEA-20, Allowed ROE 

8 • WEA-21, Revised DCI~ Analysis - Woolridge Historical Gro\\1:h 

9 • \VEA-22, Revised OCF Analysis - Woolridge Projected EPS Growth 

10 • WEA-23, Revised DCl" Analysis ~- Gorman ConsHUl1 Growth 

II • WEA-24, Revised DC!~' Analysis - Baudino Constant Growth 

• 12 • WEA-25, br+sv Grov.1h Rate .... Average Return 

13 • WEA-26, Gorman Annual Growth Outlook - Revised 

14 • WEA-27, Revised DCF Analysis - Gom1an Multi-Stage 

15 • W£A-28, Revised CAPM Current Bond Yields 

""'·\:1",,,, CAPM - Projected Bond YieJds 

17 • WEA·30, Corrected Baudino CAPM 

18 • WEA-31, Corrected Gonnan Risk Premium 

19 • WEA~32, Flotation Cost Adjustment 

20 • Endnotes to Rebuttal Testimony of William Avera 

21 

16 
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• II. SUMMARY OF CONCLUSIONS 

2 

... 
-) Q . What are your principal conclusions regarding the financial testimony you 

4 are rebutting? 

5 A. .My rebuttal \\<i1l show that the recommendations of the Opposing Witnesses 

6 ignore economic reality. Their extreme recommendations would deviate sharply 

7 lYom a history of supportive regulatory policy by the Florida Public Service 

8 Commission C"FPSC" or Commission") and shake the confidence of the 

9 investment community in FPL The radical reduction in FPVs financial strength 

• 
10 that is impJied by the recommendations of Opposing Witnesses would make 

11 capital less available and more expensive for FPL. FPL's traditional financial 

12 strength. supported by the FPSc, has protected FPL's customers through 

13 hurricanes and financial crises. FPL's customers pay lower bills and have more 

14 secure electric service due to FPL'sfinancial strength. 

15 The Opposing Witnesses' ROE recommendations fall far below what FPL 

16 is currently authorized to earn by the FPSC. They also advocate imposing a 

17 regulatory capital structure that will not permit FPL to preserve its financial 

18 integrity. To support such a dramatic reduction in FPL's financial strength, the 

19 Opposing Witnesses oiler only speculations and co~iectures as to how investors 

20 and bond rating agencies might react to an abrupt change in FPL's financial 

21 profile. They ignore evidence recent historical experience, and base this 

22 radical departure from FPSC regulatory philosophy on arcane academic theory 

".... and distorted interpretations of financial data. The Opposing Witnesses also _~i 

• 5 
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• 1 ignore evidence that incorporating an adjustment to recognize FPL's superior 

2 performance in the allowed ROE is an accepted regulatory practice that follows 

3 free market principles. 

4 Q. Please sumfnarize your specific findings regarding the capital structure and 

5 ROE recommendations of the Opposing Witnesses. 

6 A. The capital structure and ROE recommendations of the Opposing Witnesses are 

7 flawed and should be rejected. It is important to note that the similarity and 

8 consistency of their recommendations is not due to any convergence based on 

9 sound reaSm1lDl'5, but instead reflects a common aim of reducing the Company's 

• 
10 revenues a shared wiHingness to ignore the realities faced by the Company, 

11 the requirement*'; of real-world investors, and the broader long-term implications 

12 for FPL's customers. My rebuttal testimony demonstrates that: 

13 • The conclusions of the Opposing Witnesses regarding FPL '5 capital 

14 structure ignore the spL'Cific circumstances faced by the Company and 

15 financial market realities; 

• Adopting the recommendations of Opposing Witnesses would undennine 

17 investor confIdence, impair FPL's financial. integrity and ability to attract 

18 capital, and erode the Company's credit standing, which \\,rould ultimately 

19 lead to higher costs for customers; 

20 With respect to OpPQsing Witnesses' ROE I cundude that: 

:21 • The recommendations of Opposing Witnesses are inadequate to 

investors in f'PL when evaluated against the earnings 

23 ."'''' .... ""t'''rl for the proxy utilities that they .....,;0..:>....."'. to be comparable; 

• 6 
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• • FPL must be granted an opportunity to earn a relurn that is competitive 

-') with other utilities, allowed ROEs for the companies that Opposing 

.)"' Witnesses consider to be comparable in risk also demonstrate that their . 

4 recommendations are too low to be credible; 

5 • Cost of equity estimates tor the Non-Utility Proxy Group presented in my 

6 direct testimony provide an important benchmark that is consistent with 

7 financial theory, how investors operate, and the guidelines underlying a 

8 fair ROE. Consistent with expected earnings and allowed ROEs for other 

• 

9 utilities, this benchmark demonstrates that Opposing Witnesses' ROE 

10 recommendations are far too low; 

11 , In applying quantitative methods to estimate the cost of equity, Opposing 

12 Witnesses incorporated data that does not reflect investors' expectations 

13 and failed to exclude illogical results, which imparts a downward bias to 

1.4 their conclusions; 

15 , Many of the quantitative methods relied on by Opposing Witnesses are 

16 applied using data that violate the principles of their own methods, and 

17 contain computational en'ors and omissions that bias their results 

18 downward; 

19 • FPL is unable to offer a return similar to that available from other 

20 opportunities of comparable risk, investors will become unwilling to 

supply the capital on reasonable terms, and investors will be denied an 

opportunity to earn thto:ir opportunity cost of capital; and 

21 
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• • The illi1ure of these witnesses to consider the impact of t1otation costs 

2 contradicts past determinations of the FPSC Statl the findings of the 

., 
financial literature, and the economic requirements underlying a fair rate " 

4 of return on equity. 

5 In short, once the downward bias inherent in the analyses of the Opposing 

6 Witnesses is corrected and properly supplemented, the resu.lts demonstrate that 

7 their recomnlcndations are far too low to be considered credible, and would deny 

8 FPL the opportunity to adequately compensate .."n""t,'.....'" and maintain its financial 

9 integrity and access to capital on reasonable terms. Considered along with tlle 

• 
10 evidence presented in my direct testimony. my evaluation confirms the 

11 reasonableness ufthe 11.5% ROE and the 59.62% common equity ratio requested 

12 by FPL. 

13 

4 In setting the ROE in this case, the FPSC has an opportunity to show that it 

15 recognizes the importance financial strength and it will reward superior 

16 pertbnnance by a utility. A constructive outcome will confirm that the FPSC has 

17 returned to the regulatory policy of supportive regulation and that the investors 

18 should not expect that the 10% ROE in the last case signals a change in the 

19 regulatory climate in Florida. By allowing an ROE and capital structure in this 

20 case that retleets capital market realities and FPL's unique tinanciaL chaUenges 

while providhlg a justified ROE adder for superior performance, the FPSC will 

reassure investors that regulation in Florida has returned to its tradition of fairness 

and innovation . 

21 
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• 2 HI. THE FACTS 

3 


4 Q. What are the five facts ignored by the Opposing Witnesses? 


5 A. The five obvious facts not addressed or disputed by the Opposing Witness are: 


6 1. FPL's customers benefit from their utility's financial strength. 

7 2. Because FPL's current credit ratings and investor expectations are based 

8 on current levels of earnings and the Company's actual capital structure, a 

9 radical reduction in earnings and increase in debt leverage would 

10 undermine credit ratings and investor confidence. 

• 
11 3. In 2010, when the FPSC departed from its long precedent of support for 

l2 FPL:s financial strength, investors and bond rating agencies reacted 

13 swiftly and negatively. 

14 4. The subsequent Settlement Agreement that allowed FPL to earn an ROE 

15 of 11 % and maintain its prudent use of debt restored investor confidence 

16 and insulated FPL's credit standing from further erosion. 

17 5. Adjusting earnings to reflect utility performance is an inherent part of 

18 regulatory oversight and protects utility customers. 

19 Taken together, these l~lcts support FPL's requested 11.5% ROE and capital 

20 structure. If the FPSC were to foHow the recommendations of Opposing 

21 Witnesses by radically reducing FPL's ROE and increasing the debt component of 

22 the Company's regulatory structure, the clear evidence from recent history 

23 demonstrates that FPL's financial standing would sutTer. FPL's customers and 

• 9 
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• Florida would forgo the advantages of a strong utility with the financial 

2 wherewithal to invest in infrastructure and react to crises, both natural and 

3 financial. 

4 Q. What is the evidence for Fact It that FPL's cllstomers benefit from their 

5 utility's financial strength? 

6 A. As explained in my direct testimony and that of rYfr. Dewhufst,FPL has protected 

7 customers from the adverse consequences of devastating storms in recent years. 

8 When hurricanes obliterated vast parts of South Florida, FPL has been able to 

9 marshal resources to restore power due to its financial strength. When tlnancial 

• 
10 stOlIDS raged through the global economy, FPL was able to access capital markets 

11 on reasonable terms. FPL'g low cost of debt and the ability to negotiate from a 

12 position of financial strength have s..wed customers moncy. The low cost of deht 

13 achieved by FPUs tinancial strength will continue to moderate the electric rates 

14 paid by customers tor years to come, Those who arc considering starting 

15 businesses or moving existing operations to South Florida can be confident that 

16 electric service is secure and economical, and that FPL will be able to maintain 

17 quality service through all stomlS, whether natural or man~made, The Opposing 

18 Witnesses have pl'csented no evidence to counter the benefits that customers 

19 receive from '8 financial strength. 

20 Q. What is the e\'idence for Fact 2, that a radical reduction in earnings and tl 

21 radical increase in debt would undermine bond rating and investor 

confidence? 

• 10 
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• A. As documented by Mr. De\vhurst, FPL has a bond rating in the lower single-A 

2 range. FPL is no longer among the most highly rated utilities due to the 

3 dO'\o11grade that followed the outcome of the last rate case, but the Company's 

4 financial strength is above average. FPL enjoys access to capita) on more 

5 reasonable terms than most utilities, which as explained above, is a good thing for 

6 customers and the economy, The current credit ratings and investor confidence 

7 are based on FPL's ability to earn an ] 1 % ROE under the Settlement Agreement. 

8 and an expectation that the Company's prudent capital structure will be 

9 maintained, It is not credible for the Opposing Witnesses to speculate that tl1e 

• 
10 investment community would ignore any dramatic reduction in allmvcd earnings 

11 and the addition of more debt to FPL's regulatory capital structure, I This is 

12 particularly hue when our economy andfinanc.ial markets are bufleted daily by 

13 concems about excess debt around the globe. 

14 Q. Is the sensitivity of investors to lower returns borne out by Fact 3, that 

15 investors and the rating agencies reacted swiftly and negatively to evidence of 

16 waning regulatory support? 

17 A. Yes, FPL's recent experience confirms that investors react decisively to changes 

18 in financial prospects caused by adverse regulatory decisions.1. The reaction to the 

19 FPSCs initial decision in FPL's last rate case is clear evidence that disappointing 

regulatory decisions have immediate consequences. As explained in my 

testimony and that Mr. Dewhurst, investors and bond rating agencies reacted 

22 

21 

within weeks to what they viewed as a·dranlatic shift in FPSC's traditional policy 

of regulat(H),' support. The Value Line Investment Survey ("Value Line") 

• 
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• 1 infornlcd investors that "FPL was hit by a harsh rate order," and noting that the 

2 decision "came as a shock," Value Line cut the Company's Financial Strength 

3 rating and Safety tank:' Had the negative impact of that decision not been 

4 mitigated by the Settlement Agreement, FPL would have cuntinued to suffer a 

5 loss of investor confidence that vvould have harmed customers. BlIt despite this 

6 clear evidence, the Opposing Witnesses are now proposing ROEs and capital 

7 structures in this case that would go further down the same road that led to the 

8 downgrade in 2010. 

9 Q. Did customers benefit from the restoration of the FPSC's supportive policies 

• 
10 referenced in Fact 4, concerning approval of tile subsequent settlement? 

1 I A. Yes indeed. The Settlement Agreement allowed FPL to earn higher returns than 

12 the original decision and restored a measure of investor conJidencc. While FPL's 

13 bond ratings were not returned to their previous higher levels, further 

14 deterioration was prevented. As Mr. Dewhurst demonstrates in his direct and 

15 rebuttal testimony, FPL has been able to issue debt on reasonable terms and 

16 negotiate from strength with lenders and other vendors. It is truly amazing that 

17 the Opposing Witnesses would ignore FPL's recent experience and lead the FPSC 

18 back down the path of draconian cuts in FPL's allowed earnings, combined with a 

19 regulatory capital structure that ignores financial realities and implies 

20 significantly higher financial risk. Their only justification is to save customers 

21 money in the short-run by mortgaging their long-term interest, which is better 

served by maintaining FPL's financial strength. The end result is that FPL's 

• 12 
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• customers will becomc exposed to more uncertainties in an increasingly 

precarious world. 

Q. 	 Does adjusting the allowed earnings to reflect utility performance, as 

referenced in Fad 5~ benefit customers? 

• 

A Absolul.cly. As discussed above, customers benefit when served by a hcalthy 

utility, and these benefits become increasingly impol1ant as customers are 

exposed to greater potential for natural disasters and financial dislocations. The 

role of the FPSC is to balance the interests of customers and utilities where free 

markets don't operate effectively. In the free market economy, businesses that 

can't deliver quality products at a competitive price suffer reduced earnings. 

Similarly, businesses that provide superior services at reasonable prices enjoy 

superior profits. 

The FPSC should serve as a substitute for the "invisible hamf' and use the same 

carrot and stick approach that operates in competitive markets. \Vhen the FPSC 

finds that a utility spent money imprudently, it prevents that unwise spending 

from being reflected in rates customers pay. In so doing, the FPSC is 

effectively reducing the utility's opportunity to earn a profit. While recommended 

disallowances are a routine part of rate cases, the direct adjustment of ROEs is 

also employed at the FPSC, as discussed in my direct testimony and further 

documented later in my rebuttal testimony. When a utility has low rates because 

it has managed its business and avoided costs or increased efl1ciencies, the 

allowed ROE otTers the only mechanism to retlect the superior profits that would 

• 	 13 
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• naturally occur under free markets. The Opposing WiUlesses would have the 

2 FPSC believe that adjusting the ROE is an unusual application of regulatory 

3 principles;t when in fact the FPSC's rulings regarding operating expenses, 

4 investment, and rate of return all impact the utility's profitability. It is 

5 disingenuous for the Opposing Witnesses to claim shock over FPL's proposal to 

6 consider superior performance when the same parties are recommending a 

7 multitude of disallowances and negative adjustments to FPL's rate request in this 

8 very case. 

9 

10 IV. CAPITAL STRUCTURE RECOMMI:NDATIONS IGNORE FINANCIAL 

11 REALlTU:S 

• 
12 

13 Q. Please summarize the recommendutions of the intcn'enor witnesses with 

14 respect to FPl..'s capital structure. 

15 A. Mr. O'Donnell recommends that the FPSC ignore FPL's capital structure based on 

16 investor sources, in favor of a fictitious capitaliz.ation composed of 50ryo debt and 

17 50% common equity. For his part, Dr. Woolridge argues that, should the FPSC 

18 re:ject Mr. O'Donncll's fabricated capital structure and adopt FPL's 2013 Test Year 

19 capitalization, then an ROE at the bottom of his 8.5% to 9.01~tQ range woul.d be 

10 warranted. 

21 

Meanwhile, Mr. Gorman characterizes FPL:s requested 59.62% common equity 

7"_.' ratio as "exccssive."s While he does not propose ,my adjustment to FPL's capital 

22 
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• structure, Mr. Gorman suggests that his ROE recommendation ret1ects a 

2 downward adjustment to account for financial risk diilercnces between FPL and 

3 his proxy group. Similarly, Mr. Baudino recommends that the FPSC adopt FPL's 

4 requested capital structure, but only if the Commission accepts his recoounended 

5 9.0% ROE.6 Mr. Btmdino argues that if the Commission to approve an 

6 ROE that eX(;ec<lS his recommendation. the common equity ratio should be 

7 reduced. 7 What they aJi fail to note is that equity ratio is just one of several risk 

8 lactors that must be considered. 

9 Q. What is the shared misconception underlying all of the intervenors' positions 

10 regarding FPL's capital structure? 

• 
11 A. intervenors' position regarding FPL's capital structure is schizophrenic. On 

the one hand. the Opposing Witnesses all recognize FPL's current credit standing, 

13 as reflected in its '"A-" rating, and reference comparable measures of investment 

14 risk in attempting to tailor their proKy groups to reflect the Company's risk 

15 profile. And as all these parties recognize, the degree of financial leverage is one 

16 component that impacts investors' risk perceptions, with investors' current 

17 assessment of FPL's risks ~ including the Company's credit ratings - being 

18 contingem: on its al:.'tual capitalizatiun. intervenors are operating 

19 under the shared delusion that FPL could somehow reduce its equity ratio 

significantly from present levels withollt any ill effects on its credit standing. 
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• Q. Is tbcre any logical connection between this position and what takes place in 

real-world c:apital markets? 

A. 	 No. This line of reasoning is totally disconnected from the financial realities 

faced by Fl'L As Mr. O'Donnell recognized, "Prudent management practices 

attempt to ameliorate higher with offsetting, lower tinancial risk,,11 

In fact, FPL's prudent and conservative financial policies and the temporary 

effects of the current Settlement Agreement have allowed the Company to retain a 

single-A rating and ensured access to capital, even in the face of significant 

exposures, including the heightened regulatory and political uncertainties that 

accompanied its last rate proceeding. 

• 
As discussed in my direct testimony, and in the direct and rebuttal testimony of 

Mr. Dewhurst, tinancial strength is a good thing for customers and is necessary to 

otfset the inherent risks of FPL's geographic location, .. "",,,.,n, mix, and exposure 

to The Opposing Witnesses leap to the conc.!usion that FPL is a "low 

risk utility" based only on I'inanciaI risk measures and without consideration of 

the business risk of FPL's operations. 'To make matters worse, Mr. O'Donnell 

recommends adjustments to FPI.'s regulatory capital stlUcture that would increase 

by substituting debt tur equity. 
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• 1 Q. Mr. O'Donnell claims (p. 21) tblllt adopting his recommended capital 

2 structure would not cause a downgrade in FPL's credit rating. Should tbe 

,., 
-) FPSC accept bisrepresentation'? 

4 A. No. It is illogical to presume that FPL's equity ratio is "excessive" to maintain its 

5 current bond r'citing. First, FPL's financial parameters exceed those necessary 

6 for a single-A rating, then the rating agencies \\'ould have already upgraded FPL 

7 Second, the rating agencies clearly state that they look beyond the numbers to 

8 consider the individual risk profile of each issuer. In my contact with rating 

9 agency personnel, they jealously guard their ability 10 depart from guidelines to 

• 
10 reflect the risk of individual issuers. The tact is that FPL's present ratings are 

11 conditional on the existing level of financial leverage and the ratemaking capital 

12 structure currently approved for the Company, coupled with the investment 

13 community's continued hopeful perception of stabilizing regulatory risk. Any 

14 suggestion that FPL's equity rdtio can be materially reduced without an impact on 

15 the Company's credit standing is simply not credible, 

16 

17 Similarly, the exercise that Mr. Gonnan, Mr. Baudino, and Mr. La\\'1:on conduct is 

18 both unreliable and speculative, as it is nothing more than an attempt to second~ 

19 the rating agencies based on their broad guidelines. As S&P reiterated: 

20 The ratings matrix indicative outcomes are what we typically 

21 observe but are not meant to be precise indications or guarantees 

22 of future rating opinions .... Moreover, our assessment of financial 

23 risk is not as simplistic as looking at a few ratios.9 
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• Mr. Baudino noted that. "the Commission declined to accept my recommendation 

:2 to reduce the Company's common equity ratio the last base rate ca."le.',IO But 

3 even without imposing a fictitious capital structure, the investment community 

4 reacted decisively to the harsh outcome in that proceeding. In light of this recent 

5 experience, it is simply disingenuous to claim that the punitive recommendations 

6 proposed by the Opposing Witnesses would have no impact on FPL's credit 

7 ratings or the Company's standing \vith investors. 

8 Q. Is there any basis to reduce FPVs ROE if its requested capital structure is 

9 approved? 

• 
10 A. No, Again, the argwnent advanced by Dr. Woolridge. Mr. Gorman, and Mr. 

11 Baudino is contrary to financial logic and their O\\TI methods. Investors' required 

12 rate of return is a tlmction of the firm '8 overall risks, not a single financial statistic 

13 slich as the equity ratio. llle fact that FPL's equity ratio may be higher than 

14 	 industry averages provides no basis to conclude that the Company's overall risks 

15 	 are lower, because it does not accounUor the myriad of other factors considered 

16 	 by investors, including the impact of purchased power commitments and the other 

17 	 exposures unique to FPL. 

18 

19 	 Once again, these witnesses violate the premise underlying their own ROE 

analysis, which is that the proxy groups utilities they selected 

comparable investment AU of these reviewed key indicators of 

investment risk for FPL and their comparable firms, including credit ratings. For 

example, all of the firms in Mr. Baudino '8 proxy group had ratings equal to or 
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• than the rating assigned to FPL. This objective comparison of overall 

2 investment risks - which considers differences in financial Leverage contradicts 

3 his position that approving FPL's capital structure would wan-ant a downward 

4 adjustment to the Company's ROl:. 

5 

6 Similarly, Mr. Gorman explicitly acknowledged that; "FPL'g existing investment 

7 r.isklsJ ., are reflected in FPL's existing bond rating and other risk factors used to 

8 select a comparable risk proxy blTOUp.,,1 t ~1r. Gorman then argued that any "risk 

9 reduction should be considered in detennining a fair risk-adjusted return on equity 

• 
10 for -.12 The corollary, which Mr. Gorman and the other Opposing Witnesses 

11 clloose to ignore, is that the significantly higher risk implied by their capital 

12 structure recommendations will negatively impact FPL's tinancial standing and 

13 investors' risk perceptions. 

14 

15 V. FAILED TO CONSIDER HOPE ANI) BLUEFIELD 

16 

17 Q. Is it widely accepted that a utilib"s ability to attract capital must be 

18 considered in establishing a fair rate·ofreturn? 

19 A. Yes. This is a fundamental standard underlying the regulation of public utilities. 

20 The Supreme Bluefield and Hope decisions established that a regulated 

21 utility's authorized returns on capital must be sutlicient to assure investors' 

confidence and that, if the utility is efficient and prudent on a prospective basis, it 
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• will be able to maintain and support its credit and have the opportunity to raise 

necessary capital. 2 

3 Q. 	 Opposing Witnesses recognized that the allowed ROE must meet certain 

4 standards to be considered reasonable. Do you agree? 

5 A. Yes. Opposing ILn(=SSt~S dearly recognized/' but then ignored, this fundamental 

6 standard. which underlies the regUlation of public utilities and a determination of 

7 a fair rate of return, pursuant to the Supreme Court's Bluefield Hope 

8 decisions. decisions established that a regulated utility's authorized returns 

9 on capital musl be commensurate with those expected tor other investments 

10 	 involving comparable risk. 

11 

• 
12 While the details underlying a determination of the cost of equity are all 

13 	 significant to a rate of return analyst, there .is one fundamental requirement that 

14 any ROE recommendation must satisfy before it can be considered reasonable. 

15 Competition capital is intense. and utilities such as FPL must be granted the 

16 opportunity to earn an ROE comparable to contemporaneous returns available 

17 irom alternative investments if they aJ1C to maintain their tlnancial tlexibility and 

18 ability to attract capital. As noted earlier, Opposing Witnesses specifically cited 

19 the Bluejfeld and Hope decisions in their testimony_ 

Q. What role does regulation play in ensuring the Company's access to capital'! 

21 	 A. Considering heightened awareness of the risks associated with [he 

utility industry, and the implications of ongoing volatility in the markets for long~ 

term capital, supportive regulation renl.uins crucial in preserving the Company's 
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• 1 access to capital. Capital markets recognize that constructive regulation is a key 

2 ingredient in supporting utility credit ratings and financial integrity. particularly 

3 during times of adverse conditions. Moreover, considering the ongoing turmoil 

4 fhced by investors, sensitivity to market and regulatory uncertainties has increased 

5 dramatically. 

6 Q. Did Opposing \Vitnesses test their ROE recommendations against these 

7 fundamental regulatory requirements? 

8 A. No. Expected eamed rates of retum f()f other utilities provide one useful 

9 benchmark to gauge the reasonableness of ROE recommendations, but none of 

• 
10 the Opposing Witnesses performed this test. The expected earnings approach is 

11 predicated on the comparabJe earnings test, which developed as a direct result of 

12 the Supreme Court decisions in Blue.lh:ld and Hope. From my understanding as a 

13 regulatory economist, not as a legal interpretation, these cases require that a utility 

14 be allowed an opportunity to eam th~ same retum as companies of comparable 

15 risk. That is, the cases recognize that a utility must compete with other 

16 companies, including non-urilities, for capital. 

17 Q. Did Mr. Baudino recognize the economic premise underlying the expected 

l8 earnings approach? 

19 A. Yes. The simple but powertlil concept underlying the expected eamings approach 

20 is that investors compare each investment altemative with the next best 

21 opportunity. As Mr. Baudino recognized, economists refer to the returns that an 

22 investor must forego by not being invested in the next best altcmativc as 
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• "opportunity cost". Mr. Baudino explained the logic underlying this approach as 

'") follows:k 

From an economist's perspective, the notion of "opportunity cost"3 

4 plays a vita] role in estimating the return on equity. One measures 

5 the opportunity cost of an investment equal to what one would 

6 have obtained in the next best alternative. . .. That alternative 

7 could have been another utility stock, a bond. a mutual fund, a 

8 money-market fund, or any number of other comparable 

9 investment vehicles. 14 

• 
10 But despite recognizing this standard, he ignored this test in evaluating his 

11 recommendation. Similarly, while Dr. Woolridge reported an average return on 

12 common equity benchmark of 10.6% for the companies in his proxy group,15 he 

13 failed to evaluate the implications of this result. 

14 Q. What are the implications of setting an allowed ROE below the returns 

15 avaUable from other investments of comparable risk? 

16 A. If the utility is unable to oller a return similar to that avai1able from other 

17 opportunities of comparable risk, investors will become unwilling to supply the 

18 capital on reasonable terms. For existing investors, denying the utility an 

19 opportunity to eam wbat is available from other similar risk alternatives prevents 

20 them from earning their opportunity cost of capital. 

21 Q. How is the comparison of opportunity costs typically implemented? 

22 A. The traditional comparable earnings test identifies a group of companies that are 

23 believed to be comparable in risk to the utility. The actmll earnings of those 
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• companies on the book value of their investment are then compared to the 

2 allowed retum of the utility. Whi Ie ~he traditional comparable eamings test is 

3 implemented using historical data taken from the accounting records, it is also 

4 common to use projections of returns on book investment, such as those published 

5 by Value Line. which is a recognized investment advisory publication. Because 

6 these returns on book value equity are analogous to the allowed return on a 

7 utility's rate base. this measure of opportunity costs results in a direct, "apples to 

8 apples" comparison. 

9 Q. Opposing Witnesses are critical of your reference to earnings on book value. 

• 
10 Has the expected earnings approach been recognized as a valid ROE 

11 benchmark? 

12 A. Yes. While this method predominated before the Discounted Cash Flow ("DCF") 

13 model became fashionable with aca4emic experts, 1 continue to encounter it 

14 around the country. Indeed, the Virginia State Corporation Commission 

15 ("VSCC") is required by statute (Virginia Code § 56-585.1.A.2.a) to consider the 

16 earned returns on book value of electric utilities in its region. In an order issued 

17 on July 15, 2010 in Docket PUE-2009-00030, the VSCC established the allowed 

18 ROE tor Appalachian Power Compal1~ based solely on the earned returns on book 

19 value for a peer group of other electric utilities. Another example is the approach 

20 taken by Ms. Terri Carlock, the long-time financial analyst tor the Idaho Public 

21 Utilities Commission. She ha'l consistently presented evidence on book earnings 

22 for decades, and Idaho regulators continue to con finn the relevance of return on 

23 book equity evidence. 
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...., A textbook prepared for the Society oifUtility and Regulatory Analysts labels the "'" 

..., 
J comparable earnings approach the "granddaddy of cost of equity methods" and 

4 points out that the amount of subjective judgment required to implement this 

5 method is "minimal'" particularly when compared to the DCF methud and Capital 

() Asset Pricing Model ("CAPM,,).16 The Practitioner :,< Guide notes that the 

7 comparable earnings test method is "easily understood" and firmly anchored in 

8 the fCl:,1ldatory tradition of the BlueJield and Hope cases,17 as well as sound 

9 regulatory economics. 

• 
10 

11 Similarly, New Regulatory Finance noted that this approach, "is easily 

12 understood, and is firmly anchored in. regulatory tradition,,,!!1 and concluded that, 

13 "because the investment for ratemaking purposes is expressed in book value 

14 terms, a rate of retmn on book value. as is the case with Comparable Earnings, is 

15 highly meaningfuL,,19 I have used the comparable earnings approach in my 

16 conSUlting, teaching, and testimony for 35 and it has been widely 

17 referenced in regulatory decision-making.:w 

18 Q. What is the relevance of Dr. Woolridge's discussion of market~to~book ratios 

19 (pp. 21M23) to the deviation between:his recommended ROE and the earnings 

20 of comparable utilities? 

21 Based on his testimony here and in previous cases, I understand that Dr. 

Woolridge is trying to argue that utili~y earnings are generally too high l)<;;"'.<LU')\C 

the market-to-book ratios generally e~ceed one. He wants the FPSC to sacrifice 23 
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• FPL's financial strength to favor a Theoretical ideal of market-ta-book ratios 

2 equaling unity. The FPSC does not icgulate utility stock market prices, and as 

discussed subsequently, there are many leaps between his economic theory and 

4 

3 

reality. But if the theory is correct, then Dr. Woolridge is the FPSC to 

5 order a retum that would almost certainly lead to a capital loss on the value of 

6 FPL's investment 

7 Q. Do you. agree with the Opposing Witnesses that a methodology has to depend 

8 on market data to be useful in evaluating investors' opportunity costS?21 

9 A. No. While 1 agree that market-based models are certainly important tools in 

• 
10 estimating investors' required rate of return, this in no way invalidates the 

11 usefulness of the expected eumings approach. In tact, this is one of its 

12 advantages. 

13 

14 It is a very simple, conceptual principi1e that when evaluating two investments 

15 comparable risk, investors will choose the alternative with the higher expected 

16 return. If FPL is only allowed the opportunity to earn a 9.0% return on the book 

17 value of its equity investment, while other electric utilities are expected to cam rut 

18 average of 105%,22 the implications are clear - FE'L's investors will he denied the 

19 ability to earn their opportunity cost. 

20 

21 Moreover, regulators do not set the returns that investors earn in the capital 

22 markets - they can only establish th¢ allowed return on the value of a utility's 

investment, as reflected on its accounting records. As a result, the expected 
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• approach provides a direct guide to ensure that the allowed ROE is 

2 similar to what other utilities of comparable risk will earn on invested capitaL 

3 This opportunity cost test does not require theoretical models to indirectly infer 

4 investors' perceptions from stock prices or other market data. long tiS the 

5 pwxy companies arc similar in risk, their expected earned returns on invested 

6 capital provide a direct benchmark for investors' opportunity costs that is 

7 independent of tluctuating stock prices, markeHo~book ratios, debates over DCF 

8 grm\;1h rates, or the limitations inherent in any theoretical model of inve~1or 

9 behavior. 

• 
10 Q. What ROE is implied by tbe expect~d earnings for the llroxy groups used by 

11 the Opposing \Vitnesses? 

12 A. As shovvn on page 1 of Exhibit WEA .. 19, reference to expected earnings implied 

13 an cost of equity for the utlilities in Dr. Woolridge's proxy group of 

14 10.5%. Pages 2 and 3 of Exhibit WEA-19 show that the ,nf,'T">I<'''' eXIx,'C1ed book 

15 return on equity for the proxy groups used by Mr. Gorman and Mr. Baudino are 

16 11 and 10.6%, respectively. The \l!alues presented on Exhibit WEA-19 do not 

17 retlect any consideration of notation costs. Similar real world data should 

18 have given these witnesses pause was present in their testimony. 23 These book 

19 return estimates are an "apples to apples" comparison to the ROE 

recommendations ofthe Opposing Witnesses, which range from 8.50% to 9.25%. 
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• Q. What' would be the effect of authoriting a book return that is so far below the 

2 average earnings of the utilities that Opposing Witnesses claim are 

comparable'! 

4 A. Plain and simple, FP.L will it difficult to compete for investors' capital and 

5 investors would not be eaming up to the Bluefield standard of comparable 

6 earnmgs: 

7 A public utility is entitled to such rates as will permit it to earn on 

8 the value of the property which it clnploys for the convenience of 

9 the public equal to that generalily being made at the same time and 

• 
10 in the same general part of the country on investments in other 

11 business undertaki which are attended by corresponding risks 

and uncertainties.24 

13 Q. Can allowed IlOEs also be used to evaluate whether the recommendations of 

3 

14 Opposing Witnesses are sufficient tomcet regulatory standards? 

15 A. Yes. Reference to allowed rates of retum for other utilities provides another 

16 useful guideline that can used to assess the extent to which a 9.0% ROE 

17 recommendation is comparable and sufficient. As shown on page 1 of Exhibit 

.18 WEA·20, data from the July 2012AU$,i-fonrhly Utility Report (a source relied on 

19 by Dr. Woolridge, Mr. Gorman, and Mr. Baudino) indicates that the average 

authorized ROE for the in Dt. Woolridge's proxy group is 10.4%, or 

2J between 140 and 190 basis points higher than the ROEs he recommends fer 

22 FPL.25 
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• With respect to group of electric utilities that Mr, Gonnan and Mr. Baudino 

concluded were most comparabI.c to .FPL's jurisdictional utility operations. as 2 

shown on pages 2 and 3 of Exhibit WEA-20, these finns are presently authorized 

4 average rates of return on equity of ] 0.6% and 10.4%, respectively. It is 

5 unreasonable to suppose t11ut investors: would be attracted by an ROE the range 

6 of 8.50% to t{)r FPL, which ndls significantly below the allowed returns 

7 lor other utilities the Opposing Witnesses consider to be comparable. 

8 Q. What do these bencbmarks imply with respect to the RUE recommendations 

9 of Opposing Witnesses'! 

• 
10 A. .Evcn if one were to accept the proxy groups selected by Opposing Witnesses, 

11 these benchmarks clearly demonstrate that their recommendations are fhr too low 

12 and violate the economic and regulatory standards underlying a fair ROE. My 

13 recommended 1 to 12.25% ROE range is consistent with the Hope and 

3 

14 Bluefield standards, and an 11.50% ROE for FPL recognizes the unique financial 

15 challenges facing the Company. as well as its effective perfonnance. 

16 

17 VI. DC}' RES{JLTS AREUND..:RST ATED 

18 

19 Q. What are the fundamental problems with the DCF analyses conducted by the 

20 Opposing \Vituesses? 

21 A. There are numerous fundamental problems with the DCr analyses presented by 

22 the Opposing Witnesses that lead to bil1lsed end~results: 
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1. Reliance on dividend grovv1h 11ates and historical gr()\Nlh measures do not 

2 reHect a meaningful guide to u.vestors' expectations; 

3 2. Dr. Woolridge discounts reliance on analysts' growth forecasts for 

4 earnings per share e'EPS") as somehow biased, and fails to reC,OgTll7..e that 

5 it is investors' perceptions and expectations that must be considered in 

6 applying the DCF model; 

7 3. is no evidence to suggest that investors expect growth tbr electric 

8 utilities to converge to the mte of change in GOP, and because Mr. 

9 Gorman's implementation of tlae non-constant grow1h model assumes that 

JO investors receive dividend cash 11O\\lS at the end of the year, the results arc 

11 understated; and, 

12 4. Because Opposing Witnesses failed to test the reasonablencss of model 

13 inputs, they incorrectly include data that results in illogical cost of equity 

14 estimates; 

15 As a rcsult of these flaws and omissions, the resulting DCF cost of equity 

16 estimates are biased downward and fhll to reneet investors' required ratc ofretum. 

17 Q. no the growth ratc8 referenced by Dr. Woolridge mirror investors' long-term 

18 expectations in the capital markets'! 

19 No. There is every indication that his grovllth rates, and resulting DCF cost of 

20 estimates, are biased downward and fail to reflect investors' required rate 

of rerum. If past trends in earnings, dividends, and book value arc to be 

representative of investors' expectat10ns tor the future, then the historical 

conditions giving rise to these gro\N1h tates should be expected to continue. That 
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• is dearly not case for utilities, \vhcre structural and industry changes have led 

2 to declining gro\\1h in dividends, earnings pressure, and, many cases, 

.) "" significant write~otr..<;. While these conditions serve to depress historical growth 

4 measures, they are not representative of long~ternl expectations for the utility 

5 industry or the expectations that investors have incorporated into current market 

6 prices. 

7 Q. Dr. Woolridge argues (p. 36) that, "the appropriate growth rate in the DCF 

8 model is the dividend growth rate." Do you agree that this is what jnvestors 

9 arc most likely to consider in developing their long-term growth 

• 
10 expectations'? 

11 A. No. While the DCF model is technically concerned with growth ill dividend cash 

12 flows, implementation of this DCF model is solely concerued with replicating the 

13 forward-looking evaluation of real-wcrld investors. In the case of utilities, 

14 growth rates in dividends per share (,'DPS") are not likely to provide a 

15 meaningful guide to investors' current growth expectations. This is because 

16 utilities have signit1cantly altered their dividend policies in response to more 

17 accelituated business risks in the indu!:{try.26 As a result of this trend towards a 

1& more conservative payout ratio, dividend growth in the utility industry has 

19 remained largely stagnant as utilities conserve financial resources to provide a 

20 hedge against u ...",...,.,. uncertainties. While past conditions fbr utilities serve to 

21 depress DPS gro,""1h measures, they are not representative of long-tenn 

expectations fbr the utility industry . 
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• As payout ratios Hrms in the utility industry trended dowmvard, investors' 

2 H)CllS has increasingly shifted from DPS to earnings as a measure of long-term 

3 growth. Future trends in which provide the source tbr future dividends and 

4 ultimately support share prices, playa pivotal role in detennining investors' long

5 teml gW\\1h expectations. The importance of eamings in evaJuating investors' 

6 expectations and requirements is well accepted in the investment community. As 

7 noted in Finding Reality in Reported Earnings published by the Association fi)r 

8 Investment Management Research: 

9 lElamings, presumably, arc the basis for the investment benefits that 

• 
10 we all seck. "Healthy earnings equal healthy investment benefits" 

11 seems a logical equation, but earnings are also a scorecard by which we 

12 compare companies, a filter through which we asse,')s management. and 

13 a crystal baH in which we to tbrelell fhture performance.27 

14 Value Line's near~tenn projections and its Timeliness Rank, which is the principal 

15 investment rating assigned to individual stock, are also based primarily on 

16 various quantitative analyses of earnings. As Value Line explained: 

17 The future earnings rank accounts for in the detennination of 

18 relative price change the future; the other fivo variables (current 

19 eamings rank and current price rank) explain 35%.28 

20 The that investment advisory services fOcus primarily on growth in 

indicates that the investment commullIity regards this as a superior indicator of 

22 future long-term growth. Indeed, "A Study of Financial Analysts: Practice and 

Theory," published in the Financial Ana(vsts Journal, reported the results of a 
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• survey conducted to ,\"",.,....'... \vhatanalytical techniques investment analysts 

2 actua11y use. -
"HJ 

Respondents were asked to rank the re tative importance of 

3 earnings, dividends, cash t10w~ and book value in analyzing securities. Of the 297 

4 analysts that responded, only 3 ranked dividends first while 276 ranked it last 

5 The article concluded: 

6 Earnings and cash now are considered far more important than book 

7 value and dividends.3o 

8 More recently, the Financial AnalysIs Journal reported the results of a study of 

9 the relationship between valuations based on alternative mUltiples and actual 

10 market prices, which concluded, "In all cases studied, earnings dominated 

• 
11 operating cash and dividends.,,31 

12 Q . Did Dr. Woolridge rccogn,ize the pitfalls associated with historical growth 

13 rates? 

14 A. Yes. Dr. Woolridge noted that: 

15 [T]o best estimate cost of common equity capital using the 

16 conventional DCF model, one must look to long~tenn gro\\1h mte 

~ l")
17 expcctatlOns."~ 


18 But as he acknowledged, hjstorical growth rates can differ signifi<:antly from the 


19 forward-looking growth rate required by the OCF model: 


20 [O]ne must use historical grow1h numbers as measures of 


21 
 investors' expectations with caption. In some cases, past gro\\1h 

22 may not reHect future growth llotentiaL ALso, employing Ii single 

23 growth rate number (for example, tor five or ten is unlikely 
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• to accurately measure investors' expectations due to the sensitivity 

2 of a single 	 groVv1h rate to lluetuations in individual tirm 

3 perfonmmce 	 as well as overall economic fluctuations (i.e., 

. I ) ,34 bus mess eye es ." 

5 Moreover, to the extent historical trends for utilities are meaningful, they are 

6 already captured in projected bJfowth rates, including those published by Value 

7 Line, First Call, Zacks. and Reuter~, since securities analysts also routinely 

8 examine and assess the impact and continued relevance (if any) of historical 

9 trends. 

• 
]0 Q. Is the downward bias in Hr. Woolridge's historical growth measures self

11 evident'l 

12 A. it is. As shown on page 3 of Exhibit JRW-IO, more than one-third of the 

13 individual historical growth rdtes reponed by Dr. Woolridge for the companies in 

14 his proxy group were essentially zero or negative, which implies a cost of equity 

15 than the utility's dividend yield. The implication is that investors are willing 

1.6 to purchase the common stock of a utility in expectation of a negative ROE. Of 

17 course, investors are not masochistic - these growth rates provide absolutely no 

18 meaningful information regarding their expectations. Indeed, Mr. Baudino 

19 recognized (Exhibit__.. .<RAB-4), p. 1) that negative gro'Wth rates are properly 

20 excluded in applying the DCF model. 

21 

22 	 Similarly, over two-thirds of Dr. Woolridge's historical DPS growth rates are 

1.0% or less. Combining a growth rate of 1.0% with Dr. Woolridge's dividend 
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• yield of 4.4% (Exhibit JRW~10. p. 1) impJies a DCF cost of equity of 

2 approximately 5.4%. This impJied cost of equity is not materially difJerent than 

3 the yield from triple-S public utility bonds, which averaged 5.0% over the six· 

4 months ended June 2012.14 Clearly, the risks a'Ssociated with an investment in 

5 public utility common stocks exceed those of long-teml bonds and Dr. 

6 Woolridge's historical and DPS growth measures provide no meaningful 

7 information regarding the expectations .nd requirements of investors. 

8 Q. Did Dr. \Voolridge make any effort to test the reasonableness of the 

9 individual growth estimates he relied on to apply the constant growth DCF 

• 

10 model? 


11 A. No. Despite recognizing that caution is warranted in using historical growth ratt.'S, 


12 Dr. Woolridge simply calculated the average and median of the individual growth 


13 rates with no consideration for the reasonableness of the underlying data. In tact, 


14 as demonstrated above, many of the cost of equity estimates implied by Dr. 

15 Woolridge's DCF application make no economic sense. 

16 Q. Ooes reference to the median (fn. 1; ~p. 35, 38-39) correct for llny underlying 

17 bias in Dr. Woolridge's historical andDPS growth rates'? 

18 A. No. The median is simply observation with an equal number of data values 

19 above and below. For odd~numbered samples, the median relies on only a 

20 .~~,~,~~, e.g., the nfth number in a nine-number set. Reliance on the median value 

21 fbr a series of illogical values docs not correct for the inabiJity of individual cost 

22 of equity estimates to pass fundamental tests of economic logic. 
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I 

1 Q. Has Dr. Woolridge re<:ognized the ilJlportance of evaluating model inputs in• 
I 

2 other forums'l 

3 A. Yes. As Dr. Woolridge noted in his testimony (Appendix p. 1), he is a founder 

4 and managing director of 'ValuePro, which is an online valuation service largely 

5 based on application of the DCF modeL Vi1iuePro confimled the importance of 

6 evaluating the reasonableness of inputs to the DCI' model: 

7 Garbage in, Garbage out! Like any other COlllputer program, if the 

8 inputs into our Online Valuation Service are garbage, the resulting 

9 valuation also will be garbage.35 

• 
10 Unlike his approach here, Dr. Woolridge advised investors to use common sense 

II in interpreting the results of valuation models, such as the DCF: 

12 ]1' a figure comes up for a certain input that is either highly 

13 implausible or looks ".:rong, indeed it may be. If a valuation is 

14 way out of line, figure out where the Service may have strayed on 

15 a valuation, and correct it?6 

16 Given the fact that many of the gro\\'th rates relied on by Dr. Woolridge result in 

17 illogical cost of equity estimates, it is appropriate to take the same critical 

18 viewpoint when evaluating inputs to his. DCl" modeL 

19 Q. llid Mr. Gorman or Mr. Baudino make any effort to test the reasonableness 

20 of the individual growth estimates prctsented in tbeir testimony? 

21 A. No. Mr. Goul1un's application of the constant gwwth DCF model based on 

analysts' growth projections (Exhibit MPG-5) simply averaged his growth rate 

SOllrces and added the result to the utility's dividend yield, without any evaluation 
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• of the results. Unlike Dr. Woolridge, Mr. Baudino properly recognized that 

2 negative growth rates should be excluded, but he nevertheless simply averaged his 

3 individual grow1:h rates with no consideration for the reasonableness of the 

4 underlying data. Consider the DPS growth rates repo11ed on page 1 of Exhibit 

5 ~~wjRAB-4), for example. As shov.n there, Mr. Baudino calculated an average 

6 growth rate of 4.&8% based on individual gro\\th estimates r.mging from 1.0% to 

7 13.5%. Combined \\lith Mr. Baudino's dividend yield, these individual DPS 

8 growth rates suggest a cost equity range of 5.04% to 17.81 %. Clearly, these 

9 values are illogical and provide no infonl1ation regarding the expectations of 

• 

10 investors. 


11 Q. 'Vhat approach should the Opposi...g \Vitnesses have used to evaluate Io\\,


12 end DC}~ estimates'! 


13 A As explained in detail in my direct testimony/7 it is a basic economic principle 


14 that investors can be induced to hold more risky assets only if they expect to earn 

]5 a return to compensate them for their risk bearing. As a result, the .rate of return 

16 that investors require from a utility's common stock, the most junior and riskiest 

17 of its securities, mu.':lt be considerably higher than the yield ofrered by senior, 

1& long-teml debt Consistent with this principle, these witnesses should have 

19 eliminated growth rates that produce illogical DCF results for their proxy 

20 companies. Similar tests are applied by regulators, with FERC consistently 

21 recognizing that it is appropriate to eliminate estimates that do not sufticiently 

exceed observable yields on long-tenn public utility debt. 
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• Q. Has Or. \Voolridgc adopted tbis exact same test of low-end I)CF estimates in 

2 recent testimony before FERC! 

3 A Yes. In testimony filed with FERC on September 3D, 2011, Dr. Woolridge applied 

4 this test to the results of his DCF analysis.3
!! As Dr. Woolridge concluded: 

5 Inese datu suggest that the prospective yield on utility bonds with 

6 a rating similar to the ProXYblTOUP (A-/BBB+) is in the 5.<YYo 

7 range. Given this figure, and ['ERe's bond yield plus 100 ba')is 

8 point threshold for the low-end outliers, the elimination [of] the 

9 low-end resulL') for Entergy (5.6'%) and Great Plains Energy (6.2%) 

• 
10 is supported.39 

11 Q. If Dr. Woolridge had eliminated low~nd values, as he did in bis recent FERC 

12 testimony,wbat cost of equity would have resulted from his ])CF analysis 

13 based on historical growth rates? 

14 A. As indicated above, Dr. Woolridge's DPS gro\Vth measures provide no 

15 meaningful infomlation regarding the ¢xpectatiol1s and requirements of investors 

16 and should be entirely ignored. As shown on Exhibit WEA-21, screening Dr. 

17 Woolridge's DCF cost of equity estimates based on historical EPS and BVPS 

18 grO\\ith rates to eliminate illogical, Im",~end values, as well as high-end outliers, 

19 resulted in an implied cost of equity range of9,8% to 10.8%, with the midpoint of 

20 this range being 10.3%. Similarly, the average cost equity implied by Dr. 

21 Woolridge's corrected historical DCF analysis was also 10.3%. None of these 

values incorporate an adjustment to recognize f10tation costs. 
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• Q. Did YOli also apply this test of logic to Dr. Woolridge's DCF results based ou 

2 pro.jetted EPS growtb rates? 

3 A. Yes. As shown on Exhibit WEA-22, combining the projected EPS gro\\1h rates 

4 referenced by Dr. Woolridge with the dividend yields for his proxy group 

5 companies resulted in a number of DCF cost of equity estimates that were below 

6 current and expected public utility bond yields. After eliminating these illogical 

7 values, the average DCF cost of equity estimates fell in a range of 9.5(% to 10.1%, 

8 with a midpoint of 9.8%. The average cost of equity implied by Dr. Woolridge's 

9 corrected DCF analysis based on EPS growth projections was 9.7%. Again, these 

• 

10 corrected results do 110t incorporate an ndjustment to recogni ze flotation costs. 


11 Q. What cost of equity estimates urt implied by Mr. Gorman's and Mr. 


12 Baudino's constant growth DCF analysis after correcting this deficiency? 


13 A. As shown on Exhibit WEA-23, screening Mr. Goonan's constant growth DCF 


14 results based on analyst growth rates to eliminate illogical, low-end values implies 

15 a revised DCF cost of equity estimate of approximately 9.7%, with Mr. Baudino's 

16 analysis yielding 9.4% (Exhibit WEA~24). Both of these values do not include 

17 any adjustment to recognize flotation costs. 

18 Q. Dr. \Voolridge (Exbibit JRW-l0, p. 4) and Mr. Baudino (Exhibit~._(RAB-4» 

19 relied on internal, "In" growth rates. Sbould tbe Commission place any 

20 weight on these values" 

21 A. No. The internal grmvth rates calculated by Dr. Woolridge and Mr. Baudino are 

22 downward biased because of computational errors and omissions. Dr. Woolridge 

and Mr. Baudino based their calculatiCDns of the internal, "br" retention growth 
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• rate on data from Value Line, which reports end-of-period results. If the rate of 

2 return, Of component of the internal gro'W1h rate, is based on end-of-year book 

3 values, such as those repofted by Value Line, it 'Will understate returns 

4 because of growth in common equity over the year. This downward bias, which 

5 has been recognized by regulators,40 is. illustrated in Exhibit WEA·25. 

6 

• 

7 Consider a hypothetical firm that b~gins the year with a net book value of 

8 common equity 01'$100. During the year the firm earns $15 and pays out $5 in 

9 dividends, with the ending net book ~Jue being $J 10. Using the year-end book 

10 value of $11 () to calculate the rate of return produces an of 13.6%. As the 

11 FERC has recognized, however, this year-end return "must be adjusted by the 

l2 gro'Wth in common equity fi>r the perioo to derive an average yearly return.,,4J In 

13 the example below, this can accomplished by using the average net book value 

14 ovcr the year ($105) to compute the rate ofretum, which results in a value for "r" 

15 of ] 4.3%. Use of the average rate of retum over the year is consistent \vith the 

16 theory of this approach to estimating investors' growth expectations, and as 

17 illustrated on Exhibit WEA-25, it call have a significant impact on the calculated 

18 retention grovvth rate. 

19 

Because Dr. Woolridge and Mr. Baudil10 did not adjust to account tor this reality 

in their <ll1a.lyses. the "'internal" gro'wth rales that they calculated are downward

biased. 
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1 

• Q. 'What other consideration leads to downward bias in Dr. Woolridge's and 

2 Mr. Sandino's calculation of internal~ "br" growth? 

3 A. Dr. Woolridge and Mr. Baudino ignored the impact of additional issuances of 

4 common stock in their analysis of the sustainable gro~th rate. Under DCF theory, 

5 the "SV" tflctor is a component designed to capture the impact on growth of 

6 issuing new common stock at a price above, or below, book value. As noted by 

7 Tvfyron J. Gordon in his 1974 study: 

8 When a new issuc is sold at a price per share P E, the equity of 

9 the nc\v shareholders in the firm is equal to the funds they 

• 
10 contribute, and the equity of the existing shareholders is not 

11 changed. However, if P > E, p8irt of the funds raised accrues to the 

12 existing sharcholders. Specifically ... [v] is the fraction of the funds 

13 raised by the sale of stock that incrcases the book value of the 

l4 existing shareholders' common equity. Also, 'V' is the fraction of 

15 carnings and dividends generated by the new funds that accrues to 

16 the existing shareholdcrs.42 

17 In other words, the "sv" factor rccognirzes that when new stock is sold at a price 

18 above (below) book valuc, existing shareholders experience equity accretion 

19 (dilution). In the case of equity accretion, the increment of proceeds above book 

20 value (P > E in Professor Gordon's example) leads to higher growth because it 

21 increases the book value of the cxistiI)g shareholders' equity. In short, the "sv" 

22 component is entirely consistent with DCF theory, and the tact that Dr. Woolridge 

23 and Mr. Baudino failed to consider the incremental impact on gro~1h is yet 
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• another downward bias to their "internal" growth which should be given no 

2 weight. 

j '" Q. Has Dr. Woolridge recognized these adjustments to the sustainable growth 

4 rate in testimony before otber regulators? 

5 A. Yes. In his recent testimony before FERC referenced earlier, Dr. Woolridge 

6 incorporated an adjustment to correct for the downward bias attributable to end

7 of-year book values, and recognized the additional growth from new share issues 

8 by incorporating the component discussed above::t3 Similarly. Mr. Gorman 

9 incorporated both of these adjustments in his calculation of sustainable, br+sv 

• 
10 gro\,.1h rates.44 

11 Q. Docs it make sense to "test" analysts' growth projections against sustainable, 

12 "br+sv" growth rates, as Mr. (;orman implies? 

13 A. No. Mr. Gomlan suggests (p. 29) that "sustainable," br+sv grOwth ('ates provide a 

14 benchmark to evaluate analysts' current three- to five-year EPS grOV\<1h 

15 projections. do agree that the sU$tainable growth rates referenced by Mr. 

16 Gorman, and which I considered in tJ1.y application of the DCF model, provide 

17 one guide to investors' expectations that is consistent with the theory underlying 

18 the DCF approach. But there is no basis for Mr. Gonnan's suggestion that this 

19 alternative measure can be used to test the veracity of analysts' estimates. As 

20 indicated earlier, Mr. Gorman correctly concluded that investors' expectations are 

21 the guide to the growth rate required to apply the DCF model, and that analysts' 

projections provide the more accurate estimate. Sustainable br-+sv growth rates 

23 provide no basis to "test" these independent estimates. 
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• Q. noes tbe multi-stage form of the nCF model used by Mr. Gorman (p. 30) 

provide a better guide to investors' Jlequirements? 

A. 	 No. Wl1iie multi-stage analyses, such as that used by Mr. Gorman. can be used to 

estimate the cost of equity, these approaches increase the number of inputs that 

must be estimated and add to the computational difficulties. This makes the 

results of non-constant growth DCl" applications sensitive to changes in 

assumptions, and therefore subject to greater controversy in a rate case setting. 

Just as importantly, to the extent that each of these time-specific suppositions 

about future cash nows do not reflect what real-world investors actually 

anticipate, the resulting cost of equity estimate will be biased. 

• 
Mr. Gorman uses the following argument to support usc of his two-stage model: 

The limitation on the constant growth DCF model is that it cannot 

reflect a rational expectation that a period of high/low short-term 

growth can be followed by a change in growth to a rate that is 

more retlective oflong-tenn sU$tainable gro\Nth.45 

But despite acknowledging that "one must attempt to estimate investors' 

consensus about what the dividend or earnings gro\N1h rate will be, and not what 

an individual investors or analyst may llse,,,'~6 there is no demonstrable link 

between the assumptions of his multi-stage DCF application and the consensus 

expectations of investors. The only relevant gro\N1h rate is the gf(}\vth rate used 

by investors. Investors do not have clarity to see far into the future, and Mr. 
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1 

III, 

• Gorman presents no evidence that investors evaluate the future based on the 

2 assumptions and data sources that were required to apply his two-stage model. 

3 

4 While multi-stage analyses, such as that used by Mr. G0n11an, can be used to 

5 estimate the cost of equity, these approaches increase the number of inputs that 

6 must be estimated and add to the computational difficulties. This makes the 

7 results of non-constant growth DOF applications sensitive to changes in 

8 assumptions, and therefore sl1~ject to greater controversy in a rate case setting. 

9 Just as importantly, to the extent that each of these time-specific suppositions 

• 
lO about future cash Bows do not retlect what real-world investors actually 

11 anticipate, the resulting cost of equity estimate will be biased. As Mr. Gonnan 

12 recognized, the benchmark ffJr gro\\'1h in a DCI' model is what investors expect 

13 when they purchase stock. Unless we replicate investors' thinking, we cannot 

14 uncover their required returns and thus the market cost of equity. In practice, 

15 applying a non-constant model, such as the multi-stage DCF approach used by 

16 Mr. Gorman, \vould lead to error if it ignores the views of real-world investors. 

17 Q. Are there times wben a two-stage model could fit investors' expectations? 

18 A. Yes. For example, in the 1990s whcJ:l investors thought the electric utility was 

19 transitioning to non-regulated markets, two-sto'lge models did fit investors' 

20 expectations. The first stage was based on expectations of growth rates under 

21 regulation and the sec,ond stage would be more akin to non-utility growth rates. A 

22 number of experts, including me, presented two-stage models based on investors' 

23 expectations of a transition and a number of regulatory agencies found these 
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• models to be reasonahle, induding .FERC. As industry restructuring was 

2 implemented and expectations of widespread deregulation waned, the two-stage 

3 model no longer fit the expectations that investors built into ek'Ctric utiiity stock 

4 prices, and FERC abandoned the two-stage DCF model to a constant gro\\1h 

5 model using earnings per share projection.') and sustainable growth, just as I have 

6 presented in my direct testimony. While Mr. Gorman asserts that his multi-stage 

7 rendition of the DCF model is "more retlective of long-term sustainable 

8 growth,",p he has not shown that investors view the future the way he has 

9 constructed it in his modeL That is, Mr. Gorman's DCF analysis is a mechanistic 

• 
10 approach that ignores the expectations and requirements of capital markets. 

11 Q. Is there any evidence to conclude tbat investors currently agree with or use 

12 the multi~state DCF approach oumn~d by Mr. Gorman'r 

13 A. No. On the contrary, in the financial media one observes many """'~"",·n,··,><, to 3·5 

14 year BPS growth forecasts for individual companies and very few references to 

15 long-teml GDP forecasts. Long-term GDP growth rates are simply not discussed 

16 within the context of establishing investors' expectations for individual finns. 

17 Few investors are likely to adopt such a theoretical approach, and gro~1h 

18 excess the economy as a whole is consistent with investors' expectations. 

19 Indeed, Multex Investor, a publisher of financial research and investment 

20 information that is now an ann of 'Thomson Reuters, advised that, "all equity 

21 investors ... should look for growth rates that are at least as strong as growth of 

22 Real GDP and Intlation:,48 And to the extent economic trends are influential, 

23 they are already captured in analysts' growth estimates for electric utilities. 
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• 1 

2 Meanwhile, Mr. Gonnan and Dr. Woolridge suggest that it would be mogical for 

... 
.) investors to ",""I"_,.t 1011g~tenn growth flbr an electric utility that exceeds the rate of 

4 growth of the economy.49 Based em this subjective assertion, Mr. Gonnan 

5 assumed that each company's rate would begin to converge to that of the 

6 economy as a whole 5 years, and then extended his analysis for an additional 

7 195 years. 50 few investors are likely to consider Mr. Gorman's projected 

8 cash in 12 to be within their foreseeable horizon, it is entirely 

• 

9 logical to recognize the potential for certain companies to grow 

10 faster than the overall economy. 

11 

12 But as Mr. Gorman himself has testified~ "Analysts' growth rate forecasts 

13 generally are the best reflection of investors' outlook, and three- to five-year 

14 analysts' growth rate t1.)recasts are reasonable estimates of long-tenn sustainable 

15 grO\\1h."SI While the complexity of multi-stage DCF models may impart an aura 

16 accuracy, the fact remains that the investment community does not look to 

17 GDP growth over the next 200 years when evaluating an investment one of Mr. 

18 Gorman's comparable utilities, and investors' current view of electric utilities 

19 not anticipate a series of discrete, dearly detined stages. As a result, there is 

20 no discernible transition that would support use of the multi-stage DeF approach 

21 l'cHed all by Mr. Gorman. 
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• 1 IfMr, Gorman was seeking to be abs01utely true to the theory underlying the DCF 

2 model, the proper gro\\lth rate would be in perpetuity, Of course, perpetual 

" ;) growth rates do not exist, but from a more practical standpoint, they do not matter. 

4 As a practical matter. investors do not look to that distant horizon where all 

5 companies must grow at the rate of the economy. Not only is it impossible to 

() predict the distant ttlture, it simply doesn't matter. The present value of cash 

7 flows in the far distant ttlture is so small as to be largely irrelevant to investors, 

8 who are more rationally concerned with company-specific performance in the 

9 next several years than with GDP growth in some future decade. 

• 
10 Q. Are the GDP growth rates referenced by Mr. Gorman supported by 

11 expectations for the otility industry? 

12 A No. As Mr. GOl1nal1 recognized, growth is in part created by "additional rate base 

13 investment."n Contrary to Mr. Gorman's asset1ion that trends in utility 

14 investment will somehow mirror GDP,. investors recognize that the electric utility 

15 industry has entered a long-term cycl¢ of significant capital spending on utility 

16 infrastructure. As noted in my direct testimony, the investment community 

17 understands that utilities arc facing the prospect of a iong4erm commitment to 

18 intrastructure investment associated with meeting enviromnental mandates, 

19 enhancing the transmission grid, and otberwise meeting reliability needs. 

20 

21 	 Standard & Poor's Corporation ("S&P") recently noted that despite slow 

economic growth, capital spending in the electric utility industry is rising 

23 	 significantly,53 with Mr. Gorman's own source noting that the electric utility 
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• industry "may boost capex spending by 30% in the years ahead:,s4 This long

2 term cycJe of capital investment and its implications for investors' grovvth 

3 expectations contradicts Mr. Gorman~s supposition regarding GDP gro\\1.h and 

4 supports the reasonableness of the analysts' grO\\'th estimates referenced in my 

5 direct testimony. 

6 Q. Does the example that Mr. Gorman presents in Table 4 to his direct testimony 

7 provide any link hetween GOP growth rates and investors' expectations? 

8 A. No. There is no relationship between Mr. Gorman '5 mathematical exercise and 

9 real-world expectations, just as there is no evidence that investors view GDP 

• 
10 grovv1h as a ceiling when evahulting common stocks. Beyond the first year of Mr. 

11 Gorman's example, assumes that utility plant additions will grow at the rate of 

12 inflation, which clearly is not in-line with what the investment community is 

13 anticipating. As sho\\'ll in lixhibit WEA-26, assuming a 5-year cycle of capital 

spending identical to the initial year of Mr. Gorman's example produces grovvih 

15 rates thnt are consistently higher than GOP. 

16 Q. Is there a computational error tbat also biases Mr. Gorman's multi-stage 

17 DCF cost of equity estimates downward? 

18 A. Yes. Under his multi-stage OCF approach, Mr. Gorman predicted cash flows 

19 that would accrue to investors over the next 200 years. To arrive at his c05.1 of 

20 equity estimates, Mr. Gonnan used the internal rate of return ("IRR") function 

21 available in tvHcrosofCs Excel spreadsheet program to detennine the discount rate 

(i.e., investors' required rate of return) that would equate these cash flows with the 

current market price of the stock. This lRR calculation, however, assumes that 
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• 
, i 

1 annual cash are received at the end of each year, which is inconsistent with 

2 the periodic dividend payments that investors receive and results in a dmvrn ..\'a!d 

3 bias in the implied co~1 ofequity. 

4 Q. What cost of equity estimates are implied by Mr. Gorman's multi-stage 

5 model if this error is corrected? 

6 A. As noted above, there is no support for the key assumption underlying Mr. 

7 Gonnan's multi-stage DCF model; runtlely, that investors expect growth rates for 

8 electric utilities to converge to GOP groWih in five years. Nevertheless, I have 

9 corrected his analysis to retlect mid~year discounting. As shown on Exhibit 

• 
10 WEA-27, this resulted in an average DCF cost of equity estimate of 

11 approximately 9.4% fbrMr. Gorman's proxy group, instead of the 9.18% reported 

12 on Exhibit MPG-l O. Neither of these valuesinc1udes any recognition of flotation 

13 costs. 

14 Q. What do you conclude based on your review of Opposing Witnesses' Del<' 


15 analyses? 


16 A Historical growth measures not reflect investors forward-looking expectations, 


17 trends in DPS are distorted by fundamental changes in industry financial policies, 


18 and Opposing Witnesses failed to evaluate the underlying reasonableness of 


19 individual grovvth rates. [n addition, the calculations used to arrive at Dr. 


20 Woolridge's internal gro\Vth rates are flawed and incomplete, and Mr. Gom13n's 

21 multi-stage ocr analysis lacks any demonstrable connection to inves1ors' 

expectations and contains a computatipnal error. As a result, the DCF cost of 
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• equity estimates presented by Dr. Woolridge, Mr. Gomlan, and Mr. Baudino are 

2 biased downward and fail to ref1eet investors' required rate ofretum. 

3 

4 VII. MISGUIDED CRITICI.SMS Oll'ANALYSTS' GROWTH .RATES 

5 

6 Q. Should the Commission give any credence to Dr. \Voolridge's allegations that 

7 projectedEPS growth rates are biased'! 

8 A. No. Despite the fact that he relied on! analysts' projections in applying the DCF 

9 model, Dr. Woolridge devoted over ten pages of his testimony to argue the 

• 
to misguided notion that analysts' EPS grO\vth rates are "overly optimistic and 

11 upwardJy biased:·55 But in applying the DCF model to estimate the cost of 

12 equity, the relevant grO\\1h rate is the forward-looking expectations of 

13 investors that are captured in current stock prices. Any claim that analysts' 

14 estimates are not relied upon by investors is illogical given the reality of a 

15 competitive ITUlrket for investment advice. If financial analysts' forecasts do not 

16 add value to investors' decision making, it would be irrational for investors to pay 

17 for these estimates. Similarly. those financial analysts who fail to provide 

18 credible forecasts will lose out in CODlpetitive markets relative to those analysts 

19 whose torecasts are favored by investprs. The rea.lity that analyst estimates are 

20 routinely in the financial media and in investment advisory 

21 publications imp1ies that investors do W3C them as a basis for their expectations. 

22 

• 49 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

0044 0 

• The continued success of investment services such as JBES and Value Line, and 

the tact that projected gro~th rates from such sources are widely referenced, 

provides strong evidence that investors give considerable weight to analysts' 

camings projections in forming their expectations for future gro~th. Eamings 

growth pr~iections of security analysts provide the most frequently referenced 

guide to investors' views and are widely accepted in applying the DCF modeL As 

explained in New RegulatOlJl Finance: 

• 

Because of tile dominance of institutional investors and their 

intluence on individual investors. analysts' forecasts of long~run 

growth rates provide a sound basis for estimating required retums. 

Financial analysts exert a strong innuence on the expectations of 

many investors who do not p,?ssess the resources to make their 

own forecasts, that is, they are a cause ofg [growth].56 

Simi larly, Mr. Baudino noted that analysts' growth rates are "widely available to 

investors and one can reasonably assume that they influence investor 

expectations. ,,57 

Q. 	 Does tbe fact tbnt nnalysts' EPS prOjections may deviate from actual results 

hamper their use in applying the DCF model, as Dr. Woolridge contends?58 

A. 	 No. Investors, just like securities analysts and others in the investment 

community, do not know how the future v.ill actually turn out. They can only 

make investment decisions based on their best estimate of what the future holds ill 

the way of long-term growth fbr a particular stock, and securities prices are 

constan.tly adjusting to reflect their assessment of available information.. While 

• 	 50 

http:growth].56


0044 1 

• the projections of securities analysts may be proven optimistic or pessimistic in 

2 hindsight, this is irrelevant in assessing the expected growth that investors have 

3 incorporated into current stock prices, and any bias in analysts' forecasts 

4 whether pessimistic or optimistic -.. is irrelevant if investors share analysts' views. 

5 As New Regulatmy Finance concluded, "The accuracy of these torecasts in the 

6 sense whether they turn out to be correct is not an issue here, as long as they 

7 reflect widely beld expectations."s9 M.,reovt''f, as discussed earlier, is every 

8 indication that expectations for earnings growth are instrumental in investors' 

9 evaluation and the fact that analysts' projections deviate from actual results 

• 
10 provides no basis to ignore this relationship. 

11 

12 Comparisons between toreC81sls of iuture growth expectations and the historical 

13 trend in actual earnings are largely irrelevant in evaluating the use of analysts' 

14 projections in the DCF model. For example, Dr. Woolridge references a study he 

15 conducted on just such a historical comparison.60 But as noted above, the 

16 investment community can only make decisions based on their best estimate of 

17 what the future holds in the \vay of long-term growth f~)r a partkular stock, ~U1d 

18 the fact that projections deviate from actual results says nothing about whether 

19 investors rely on analysts' estimates. [n using the nCF model to estimate 

20 investors' required retul1ls, the purpose i.s not to prejudge the accuracy or 

21 rationality investors' g)'ow1h expectations. Instead, to accurately estimate the 

cost of equity we must base our analyses on the gro\\lh expectations investors 

actuaHy used in determining the price they are willing to pay for common stocks 

• 
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• even if we do not agree with their assumptions. Indeed, despite the findings of his 

2 research, Dr. Woolridge reportedly "temains somewhat puzzled that so many 

3 continue to put great weight in what [analysts] have to say.,·61 As Robert Harris 

4 and Felicia Marston noted in their article in Journal (~lApplied Finance: 

5 ...Analysts' optimism, if any, is not necessarily a problem for the 

6 analysis in this paper. If investors share analysts' vie\vs, our 

7 procedures will still yield unbiased estimates of required returns 

8 and risk premia.62 

9 Similarly. there is no logical foundation for criticisms such as those raised by Dr. 

• 
10 \Voolridge that the purported upward bias of analysts' growth rates limits their 

11 usefulness ill applying the DCF modtil. If investors base their expectations on 

12 these gro\\iih rates, then they are usd'ul in interring investors' required returns 

13 even if the analysts' forecasts prove to be wrong in hindsight.63 

14 Q. Do the selected articles referenced by Dr. \Voolridge in support of his 

15 contention that analysts are overly optimistic paint a complete picture of the 

]6 financial research in this area'! 

17 A. No, In contrast to Dr. Woolridge's assertions, peer-reviewed empirical studies do 

18 not uniformly support his contention that analysts' eamings projections are 

19 optimistically biased. For example. a study reported in "Analyst Forecasting 

20 Errors: Additional Evidence" found no optimistic bias in earnings projections for 

large tirms (market capitalization of $500-$3,000 milliol1), with data for the 

22 

21 

largest iirms (market capitaJi7.ation > :93,000 million) demonstrating a pessimistic 

23 bias,64 Similarly, a 2005 I:uiicle that ep"llmined analyst growth forecasts over the 
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Ii , I 
: i 

• 1 period 1990 through 2001 illustrated that Wall Street's forecru.1ing is not 

2 inherently optimistic. Other research on this topic also concludes that there is no 

3 clear support t()[ contention that an~lyst forecasts contain upside bias.65 

4 Q Oid Or. Woolridge provide any meaningful support for his allegation that 

5 Value Line ,forecasts are "overly optimistic"? 

6 A. No. Dr. Woolridge asserted his belief (p. B-14) that Value Line projections have 

7 "a decidedly positive bias," based only on his personal belief that Value Line does 

8 not report a sutlicieJ1t number of negat!ive growth rates. But a negative long-term 

9 growth rate implies a DCF C{)st of equity below the finn's dividend yield and is 

• 
10 hardly representative investors' expectations. As noted earJier, Mr. Baudino 

11 recognized that negative growth rates should be excluded in applying the DCF 

12 model. 

13 

14 Contrary to Dr. WOl)lridge's conclusion, Value Line is a weB-recognized source in 

5 the investment and regulatory communities. For example, Cost ()f Capital ,~ A 

16 Practitioners' published by the Society of Utility and Financial Analysts, 

17 noted that: 

18 [AJ number of studies have commented on the relative accuracy of 

19 ,,,,,'.n••,,, analysts' forecasts. Brown and ROletT (1978) found that 

20 Value was superior to o.her forecasts. Chatfield, Hein and 

Moyer (1990,438) found, further "Value Line to be more accurate 

than alternative forecasting methods" and that "investors place the 

greatest weight on the forecasts provided by Value Line".66 

21 

• 
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• Given the fact that Vaiue Line is pCJShaps the most widely available source of 

2 infonnation on common stocks, the pr~jections of Value Line analysts provide all 

3 important guide to investors' expectaticj)ns. 

4 

5 Moreover, in contrast to Dr. Woolridge's unsupported assertion, the fact that Value 

6 Line is not engaged in investment banking or other relationships with the 

7 companies that it fnllows reinforces ~ts impartiality in the minds of investors. 

8 Indeed, Value Line was among the providers of "independent research" that 

9 benefited from the Global Settlement cited by Dr. Woolridge (p. B_3),61 

10 

11 VIII. CORRECTIONS TO CAPM RESULTS 

• 
12 

13 Q. \Vhat is the fundamental problem ,associated with the approach tbat Dr. 

14 Woolridge and Mr. Gorman used to apply the CAPM? 

15 A. Like the DCF model, the CAPM is an ex-ante. or fOlward-Iooking model based 

]6 on expectations of the future. As a result, in order to produce a meaningful 

17 estimate of investors' required rate of return, the CAPM must be applied using 

18 data that reflects the expectations of actual investors in the market. Despite 

19 recognizing the inherent limitations of historical data, and rejecting historical 

20 infornlation as unreliable/iS Mr. Gorman's application of the CAPM - and that of 

21 Dr. Woolridge ~ was based entirely On historical rates of return, not current 

pr~jections. Aforningslar (fbnnerly Ibbotson Associates) recognized the primacy 

of current expe,:tations: 

• 
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• The cost of capital is an expectational or forward-looking 

2 concept. While the perfonnance of an investment and other 

3 historical inforn1atioll can good guides and arc often used to 

4 estimate lhe required rate of return on capital, the expectations of 

5 future events are the only factors that actually determine cost of 

.6 capita.I 69 

7 Because they failed 10 look directly at the returns investors are currently requiring 

8 in the capital markets, the CA PM estimates developed by these witnesses fall 

9 woefully short of investors' current required rate of return. 

• 
10 Q. Dr. Woolridge (p. 48) characterizes his risk premium as ex ante. Is this an 

11 accurate assessment'! 

12 A. No. In order to be considered a forward-looking, ex ante estimate of the current 

13 market risk premium, the analysis I\I1ust be predicated on investors' current 

14 expectations. Dr. Woolridge did not attempt to develop a market risk premium 

IS using current capital market information. Rather, he simply presented the result::; 

16 of various studies and surveys conducted in the past. Certain of these studies may 

17 attempted to infer the equity risk premium using expected data at the time 

18 they were developed, but expectations at some point in the past are not equivalent 

19 to investors ex ante requirements in capital markets today. 

20 Q. Is there good reason to entirely di$regard the results of historical CAPM 

analyses such as those presented by Dr. \Voolridge and Mr. Gorman?21 

A. Yes. As explained in my direct testimony, applying the CAPM is complicated by 

23 the impact of the recent capital marbt tunnoH and recession on investors' risk 
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• 1 pcrceptinns and required retums.70 The CAPM cost of common equity estimate is 

2 calihrated from investors' required risk premium between bonds and 

3 common In response to heightened uncertainties, investors have 

4 repeatedly sought a safe haven in U.S. government bonds and this "tlight to 

5 safety" has pushed Treasury yields significantly lower while yield spreads for 

6 corporate debt widened. This distortion not only impacts the absolute level of the 

7 CAPM cost of equity estimate, but it also aftects estimated risk premiums. 

8 logic w(Juld suggest tJ1a1 investors' required risk premium for common 

9 over Treasury bonds has also increased. 

• 
10 

11 Meanwhile, the backward-looking approaches used by Dr. Woolridge and Mr. 

12 Gomlan incorrectly assum.c that investors' assessment of the risk 

13 diflt:rences, and their required risk premium, between 'rreasury bonds and 

14 common stocks is constant and equal :to some historical average. At no time in 

15 recent history has the fallacy of this assumption been demonstrated more 

16 concretely. This incongruity between investors' current expectations and 

17 requirements and hi!ltoricaJ risk premipms is particularly relevant during periods 

18 of heightened uncertainty and rapidly qhanging capital market conditions, such as 

19 those experienced recently. 

20 

a result, there is every indication that the historical CAPM approach fails to 

fully reflect the risk perceptions of real..world investors in today's capital markets. 

which would violate the sumdards underlying a fair rate of return by to 

21 
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• provide an opportunity to earn a return commensurate with other investments of 

2 comparable risk. As the FPSC Staff concluded: 

,.,
.' [R]ecognizing the impact the Federal Governmenf s unprecedented 

4 intervention in the capital markets has had on yields on long

5 term Treasury bonds, staff believes models that relate the investor~ 

6 required retum on equity to the yield on government securities, 

7 such as the CAPM approach, produce less reliable estimates of the 

8 ROE at this time. 71 

9 Q. Did l)r. Woolridge also recognize the frailties of the bistorical CAPM 

• 
10 approach? 

11 A Yes. Dr. Woolridge noted that ex-post,historical rates of return not the same 

12 as ex-ante expectations," and observed that; "The use of historical returns as 

13 market expectations has criticized in numerous academic studies."n Dr. 

14 Wuolridge granted that "risk premiums can change over time ." such that ex post 

15 historical returns are poor estimates of ex ante expectations:,7J Finally, Dr. 

16 Woolridge concluded, that his historical CAPM approach provides "a reliable 

17 indication of equity cost mtes for public utilities.,,74 

18 Q. Is there evidence that the studies referenced by Dr. Woolridge do not reflect 

19 investors' expectations'! 

20 A. Yes. The vast majority of the results of the equity risk premium studies reported 

21 by Dr. Woolridge do not make economic sense and contradict his own testimony. 

For example, page 5 of Dr, Woolridge's Exhibit lRW-ll reveals that almost hvo

23 thirds of the historical studies includei!I in Dr. Woolridge's review Hmnd market 
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• equity risk premimns of approximately 5.0% or below.l5 This was also true for 

2 over one-half of the individual risk pr~mium studies that Dr. Woolridge relied on 

3 directly to apply the CAPM.76 But combining a market equity risk premium of 

4 5.0% with Dr. Woolridge's 4.0% risk-tree rate results in an indicated cost of 

5 equity tor the market as a whole of 9.0%, which is equal to or greater than Dr. 

6 W()()lridge's ROE recommendations for H'L in this case. Many of his other 

7 benchmarks for the market rate of return fall below the anemic cost of equity he 

8 recommends for FPL For example, Dr. Woolridge conjures a 1V\O,?V.",i' rate of 

9 return of 7.9% based on his '''building blocks" approach/7 which falls 110 basis 

• 
10 puints below his recommended ROE in this case. 

11 

12 Meanwhile, noting that beta is the only relevant measure of investment risk 

13 under modem capital market theory, Dr. Woolridge concluded that his comparison 

14 of beta values (Exhibit JRW-8) indicates that investors' required return on the 

15 market as a whole should exceed the eost of equity for electric utilities.73 Based 

16 on Dr. Woolridge's own logic, it follows that a market rate of return that does not 

17 exceed his own downward biased ROE recommendation has no relation to the 

18 current expectations of real-world investors. The fact that much of his CAPM 

19 violates the risk-return tradeoff that is fundamental to finance clearly 

20 illustrates the frailty of Dr. Woolridge's anaJyses. 
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• Q. Or. Avera, are you in any way alleging that all these studies and surveys cited 

2 by Dr. \Voolridge are incorrect'? 

"' A. 	 No, not at aiL I am challenging the inferences that Dr. Woolridge draws from " 

4 them, and the particular use being made of the cited studies. The point that I am 

5 making is that there is more than one '\vay to define and calculate an equity risk 

6 premium. The problem with the approach used by Dr. Woolridge is that, instead 

7 of looking directly at an equity risk premium based on current expectations -

8 which is what is required in order to properly apply the CAPM - he undertakes an 

9 unrelated exercise of compiling a list .of sek'Cted computations culled from the 

• 
10 historical record. Average realized risk premiums computed over some selected 

11 time period may be an accurate representation of what was actually earned in the 

12 past but they do not answer the question as to what risk premium investors were 

13 actually expecting to earn on a forward~looking basis during these sanIC time 

14 periods. Similarly, calculati.ons ofthe equity risk premium developed at a point in 

15 history whether based on actual returns in prior periods or contemporaneou.<; 

16 projections - are not the same as the fbrward.looking expectations of loday's 

17 investors, \vhich are premised on an entirely different set of capital market and 

18 economic expectations. 

19 

20 	 Likewise, surveys of selected corpor~te executives or economists, or building 

21 	 blocks based on academic research, are not equivalent to investors' required 

returns in the coming period. Since the benchmark for a fair ROE requires that 

23 the utility be able to compete for capital in the current capital market, the relevant 

• 
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1 

• inquiry is to detenninc the retl.lnl that real world investors in today's markets 

2 require from FPL in order to compe,te for capital with other comparable risk 

3 alternatives. In short, while there are many potential definitions of the equity risk 

4 premium, the only relevant issue for application of the CAPM in a regulatory 

5 context is the retUlll investors currently expect to earn on money invested today in 

6 the risky market portfolio versus the risk-fi'ee U.S. Treasury alternative. 

7 Q. Was Dr. 'Voalridge (Exhibit JRW-U, p. 5-6) justified in relying OD geometric 

g means as a measure of lwcrage rate of return when applying the historical 

9 CAPM? 

• 
10 A. No. While both the arithmetic and geometric means are legitimate measures of 

11 average retUl11, they provide ditlerent imJomlation. Each may he used correctly, or 

12 misused, depending upon the inferen¢es being drawn from the numbers. The 

13 geometric mean of a of returns measures the constant rate of return that 

14 would yield the same change in the value of an investment over time. The 

15 arithmetic mean measures what the eXfccted return would have to be each period 

16 to achieve the realized in value over time. 

17 

18 In estimating the cost of equity, the goal is to replicate what investors expect 

19 going torward. not to measure the average performance of an investment over an 

20 assumed holding period. When refelrtrncing realized rates. of rerum in the past, 

11 investors consider the equity risk preUliums in each year independently, with the 

22 arithmetic average of these annual results providing the best estimate of what 

23 investors might expect in future periods. New Regulatory Finance had this to say: 
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• The best estimate of expectedrelul11s over a given future holding 

2 period is the arithmetic average. Only arithmetic means are 

3 correct for /iJrecasting pwpo.res and fhr estimating the cost (~r 

4 capi/ol. There is no theoretical or empirical justification .for the 

5 use of geometric mean rates of returns as a measure of the 

6 appropriate discount rate in computing the cost of capital or in 

. i 797 computmg present va ues. 


8 Similarly, }.4orningstar concluded t.hat: 


9 For use as the expected equity risk premium in either the CAPM or 


• 
10 the building block approach, the arithmetic mean or the simple 

11 difference of the arithmetic means of stock market returns and 

12 riskless rates is the relevant number .... The geometric average is 

13 more appropriate for reporting past performance, since it 

14 represents the compound average return. 80 

15 I certainly agree that both geometric and arithmetic means are useful, since my 

16 Ph.D. dissertation was on the usefulness of the geometric mean.sl But the issue is 

17 not whether bOLh measures can be useful; it is which one best lits the use for a 

18 forward-looking CAPM in this case. One does not have to get deeply into Jjmmce 

19 theory to see \vhy the arithmetic meal1 is more consistent with the facts of this 

20 case. The FPSC is not setting a COllstant return that FPL is guaranteed to earn 

21 over a long period. Rather, the exercise is to set an expected return based on test 

22 year data. [n the real world, FPL's yearly return will be volatile, depending on a 
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• variety of economic and industry factors, and investors do not expect to earn the 

2 same retum each year. 

3 

4 The usefulness of the arithmetic mean for making forward-looking estimates waS 

5 confirnlcd in Quantitative Investment Analysis (2007), one of the textbooks 

6 included in the curriculum for the Chartered Financial Analyst designation. 

7 1ne authors of this text concluded that the arithmetic mean is the appropriate 

8 mcasure when calculating an expected equity risk prcmium in a forward-looking 

9 context.32 Just as importantly, by relying directly on expectations and estimates of 

• 
10 investors' required rate of retum, as intorporated in CAPM analysis presented 

11 my direct testimony, there is no need to debate the merits of geometric versus 

12 arithmetic mC<ins, because neither is required to apply this forward-looking 

13 approach. 

14 Q. What does this imply with respect to Dr. Woolridge's CAPM analysis? 

15 For a variable such as stock returns, the geometric average will always be 

16 less than the arithmetic average. Accordingly, Dr. Woolridge's reference to 

17 geometric average rates of return provides yet another element of built-in 

18 downward 

19 Q. Does the risk premium that Dr. WQOJridge (Exhibit JRW·U, p. 6) and Mr. 

20 Gorman (Exhibit MPG-17, fn. 2) d~rive from Morning.vta,. data comport to 

21 what thispublieation reports? 

A. No. ~\tfoming8mr computes the equity risk premium by subtracting the arithmetic 

23 mean income return (not the total return) on long-tcrnl Treasury bonds from the 
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.. 


• arithmetic average return on common $locks. Morningstar explained: 

2 Price changes in bonds due 110 unanticipated changes in yields 

3 introduce price risk into the total return. ThereJ()re, the total return 

4 on the bond series does not represent the riskless rate of return. 

5 The income return better represents the unbiased estimate of the 

6 purely riskless rate of return, since an investor can hold a bond to 

7 maturity and be entitled to the income retum \V"Hh no capitalloss.83 

8 In words, Morningslw' concluded that using only the income component of 

9 the long-term government bond return provides a more reliable estimate of the 

• 
10 expected risk premium because investors do not anticipate capital losses for a 

11 risk-tree security. 1k Wooiridge and Mr. Gorman, however. calculated their 

12 equity risk premium using the toral return for Morningstar s long-tenn 

13 government bond series. As a result, tbe equity premium falls far below what 

14 his own data source reports and the resulting CAPM cost of equity estimate is 

J5 understated. 

16 Q. What equity risk premium does MOrlringstar report? 

17 A. The most recent edition of this source of historical realized ratc of return data 

18 relied on by Dr. Woolridge and Mr. Gonncm calculates the long-horizon equity 

19 risk premium subtracting the arithmetic mean average income return on 100g

20 term bonds of 5.15% from 'fue arithmetic mean average retum on the 

21 S&P 500 of 11.77%, resulting in an equity risk premium of 6.62%.!H 'Dlis 

0') exceeds the 5.7% value that Dr. Woolridge and Mr. Gomlan averaged into their ,;,.~ 

CAPM analyses by 92 basis points. 23 
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• Q. What is the primary difference hmveen Mr. Gorman's "'fonvard-Iooking" 

2 CAPM analysis and the approach described ill your direct testimony? 

3 A. As Mr, Gorman observed, the appropriate "Rm" to use in applying the CAPM is 

4 the "[e]xpected retum for t.he market portlolio:,s5 The fundamental difference 

5 between my approach and that of Mr, Gonnanis that, while my analysis actually 

6 looked to the future return expectations of investors in the capital markets, Mr. 

7 Gorman's "forward-looking" CAPM was actually based almost entirely on 

8 === data. Mr. Gorman averaged the flawed 5.7% historical risk premium 

9 discussed above with an alternative estimate of the market return. Mr. Goonan 

lO explained: 

11 [ estimatL"d the expected return on the S&P 500 by adding an 

• 
12 expected inflation rate to the long-term historical arithmetic 

13 "''''P''''''''''' real return on the market. tl6 

14 In other words, the relatively small pcJrtion Mr. Gonnan's «forward-looking" 

15 market return constituting inflation was based on projected data, but the actual 

16 return on the market itself was cOIllJ21§teJy backward looking. Thus, Mr. Gorman 

17 essentiaHy predicated his CAPM amalysis on two risk premiums based on 

18 historical data. Neither one of these approaches is consistent with the 

19 assumptions of the CAJ>M because as noted above, the CAPM to determine 

20 the expected return, and is predicat~ on the forward-looking expectations of 

21 investors. Therefore, Mr. G0l1nan'5 use of historical retums in the CAPM is 

inconsistent with the underlying presumptions of the model. 

• 64 



004475 

• Q. What about the criticisms of the Opposing Witnesses that your forward

2 looking estimate of the market rate 01' return is too high? 

~ 

.J A . The use of forward-looking expectations in estimating the market risk premium is 

4 well accepted in the financial literature. For example. in "The Market Risk 

5 Premium: Expectational Estimates Using Analysts' Forecasts" [JournalojApplied 

6 "lnane-e, VoL 11 No.1, 2001], Robert Harris and Felicia C. Marston employed 

7 the DCF model and eamings growth projections from LBES - just as I did in my 

8 direct testimony. The Opposing Witnesses' criticisms of my forward-looking 

9 CAPM approach seem to hinge on the fact that this method produces an equity 

10 risk premium for the S&P 500 that considerably higher than the historical 

11 benchmarks cited by the Opposing Wjb1esses. 

• 
12 

13 But estimating investors' required rate, of Tetum by reference to current, tbrward

14 looking data, as I have done. is entirely consistent with the theory underlying the 

IS CAPM methodology. noted above, the CAPM is an ex-arue, or f(llWard

16 looking model based on expectations of the future. As a result, in order to 

17 produce a meaningful estimate of required rates of return, the CAPM is best

18 applied using data that reflects the expectations of actual investors in the market 

19 Rather than look backwards to a risk premium based largely on historical data, as 

20 the Opposing Witnesses suggest, my analysis appropriately focused on the 

21 expectations ofactual investors in today's capital markets. 
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• All quantitative methods used to eS1imate the cost of equity have their own 
! i 

2 strengths and weakness. Opposing Witnesses do not suggest that the CAPM 

3 model is "wrong" to focus on forwar~-looking projections instead of backward, 

4 historical results, nor do they claim that looking to the nlture, as I have done, is a 

5 misapplication of the CAPM, Instead, they simply believe that the result of 

6 applying the CAPM in a manner that is consistent with the underlying 

7 assumptions produces a result that they view as being too high, But the 

8 application of alternative methods b not a process of deviating from the 

9 underlying assumptions of the tnode~ !until the results are consistent with those 

• 
10 produced using an alternative approach. 

11 Q. Have other regulators relied on a forward-looking CAPM approach similar 

12 to the one presented in your direct te,timony'! 

13 A. Yes. I based my CAPM approach on the methods used by the Statf at the Illinois 

14 Commerce Commi.ssion, whose witnesses have routinely relied on a forward~ 


15 looking market rate return estimate to apply the CAPM. For example, Illinois 


16 Staff witness Rochelle Langfeldt emp](j)yed an expected market return of 15.31% 


17 based on an analysis analogous to the approach described in my direct testimony: 


18 Q. How was the expected rate. of return on the market portfolio 


19 estimated? 


20 A. The expected rate of return on the market was estimated by 


21 
 conducting a DCF analysis on the fimls composing the S&P 

500 Index (,'S&P 500"). '" Hrms not paying a dividend as of 

23 June 28, 2001, or fbr which neither Zacks nor IBES growth 
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• rates were available were eliminated from the analysis. 'Ine 

2 resulting company-specific estimates of the expected rate of 

.. 

.) retum on common equity were then weighted using market 

4 value data from Salomon Smith Barney, Performance and 

5 Weights {~l the S&P 500: 5iecond Quarter 2001. The estimated 

6 weighted averaged expected rate ofretum for the remaining 365 

7 firms composing 78.31 % (If the market capitalization of the 

8 S&P 500 

9 Q. Does correcting the historical CAPM applications of the Opposing Witnesses 

• 
10 confirm that their market risk premiums are far too low? 

11 A. Yes. Application of the CA1)M to the firms in Dr. Woolridge's, Mr. Gorman's, 

12 and .Mr. Baudino's proxy groups based on a forward-looking estimate for 

13 investors' required rate of retUnl from common stocks is presented on Exhibit 

14 WEA-28. order to capture the expectations of today's investors in current 

15 capital markets, the expected market rate of return was estimated by conducting a 

16 DCl" analysis on the dividend paying finns in the S&P 500. 

17 

18 The dividend yield for each firm was based on the year-ahead projt'Ctions 

19 obtained from Value Line. The growth rate was equal to the earnings growth 

20 projections fbr each firm published by IBES, with each tirm's dividend yield and 

21 growth rate weighted by its proportionate share of total market value. 

22 Based on the weighted average oftneprojections for the individual finns, current 

estimates imp.ly an average growth . rate over the next tive years of 10.8%. 
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• 1 Combining this average gro\\1h rate with the average Value Line dividend yield 

2 of 25% results in a current cost of common equity estimate tor the market as a 

3 (Rm) of approximately 13.3%. Subtracting a 2.7% risk-free fate based on 

4 the average yield on 30-year Treasury bonds produced a market equity risk 

5 premium of 10.6%. 

6 Q. Did the Opposing Witnesses fail to consider other important factors in 

7 evaluating tbe CAPM? 

8 A. Yes. As noted in my testimony,88 empirical research indicates that the 

9 CAPM docs not fully account for observed differences in rates of return 

• 
10 attributable to firm size. 1'0 account for this, .Morningstar - a source relied on by 

11 Dr. Woolridge, and Mr. Baudino .- has developed Si7..£ premiums that need to be 

12 added to the theoretical CAPM cost of equity estimates to account for the level of 

13 a firm's market capitalization in determining the CAPM cost of equity. 

14 Accordingly. my revisions to the CAPM analyses of Dr. Woolridge, Mr. Gonnan, 

15 and Mr. Baudino incorporated an adjiustment to recognize the impact of 

16 distinctions, as measured by the average market capitali7.ation. 

17 Q. Do the arguments advanced by Opp~sing Witnes!e8 undermine the need for 

18 this adjustment? 

19 A. No. Mr. Gornl311 and Mr. Baudino simply observe that the average beta 

20 associated with the lower deciJesexllmlned byA10rningsfar is greater than 

21 	 1.00.89 While I don't dispute observation, this fact has no relevance 

whatsoever to the implications of Atort,illgstar:'\' tindings regarding the impact of 

firm Si7-C. The fact that the average beta smaller size deciles is greater than 
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• 1 1.00 says nothing about the range of individual underlying this 

2 average. While the size premiums reported by Morningstar were not estimated on 

3 an industry-by-industry basis, this provides no to ignore relationship in 

4 estimating the cost of equity for utilities. Utilities are included in the companies 

5 used by Morningstar to quantify the size premium, and firm size has important 

6 practical implications with respect to the risks faced by investors in the utility 

7 industry. 

8 

<) Similarly, Dr. Woolridge's arguments concerning the implications of "survivor 

• 
]0 bias" are equally mispiaced.9

(j The expected returns of Jailed companies that are 

11 in decline or go out of business are inrelevant to the question whether or not the 

12 CAPM fully accounts ft)f investors' risk perceptions when applied to companies 

13 included in broad market indices, such as those retlected Morningstar :~ 

14 analysis. The companies in the proxy groups used by all of the are not 

15 start-ups - they are seasoned utilities that have been publicly traded many 

16 years, just like the listed companies in, the Morningstar data The argwnents 

17 to survivor bias may have been relevant to the studies in the 1980's and 

)8 1990's, but they do not take away from the soHd empirical basis of the size 

19 adjustment reported by /v{omingsfar that are all based on surviving companies. 

Further, it is not necessary to use the historical market risk premium from 

Morningstar to correctly apply the si21c adjustment. As noted in the reference in 

my direct testimony, Morningstar:<; si;ae adjustment is based on empirical research 
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• using their return data and betas.91 There is no reason size differential could 

2 not be properly applied to a CAPM using fbnvard-looking risk premiwlls. as I 

..,., have done. Moreover, the fact that the impact of firm size may be more 

4 pronounced in certain months during the year or may vary over time provides no 

5 basis to ignore a weU-established market phenomenon, since returns are 

6 calculated on an annual basis for the ROE used in regulation and in the CAPM. 

7 Q. Does this size adjustment apply to ullilities? 

8 A. Yes. I grant that there arc any number of spccitic factors that distinguish a 

9 utility's risks from other firnls in the non-regulated sector. just as there are 

• 
10 important distinctions between the circumstances faced by airlines and drug 

11 manu.facturers. But under assumptions of modem capital market theory on 

12 which the CAPM rests, these considel1:1tions are reduced to Ii single risk measure 

13 beta -. which captures stock price volatility relative to the market,92 Within the 

14 CAPM paradi.gm, the degree of re~lation) the nature of competition in the 

15 industry, the competence of manl!1gement. and every other firm-specific 

16 consideration is boiled down to a sitllgie question; namely, how much does the 

17 stock's price fluctuate in relation to tbe market as a whole? Beta is the measure of 

18 that variahility, and research demonstrates that beta does not fully account fbr the 

19 impact of tlrm size. 

20 Q. What cost of equity estimates were indkatcd by correcting the CAPM 

21 applications of Opposing Witnesses? 

A. As shown on page 1 of Exhibit W&\-28, application of the forward-looking 

23 CAPM approach resulted in an unadjusted ROE of 10.4% fbr the finns in Dr. 
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• Woolridge's proxy group, or 11.2% after adjusting for the impact of finn size. As 

2 shown on page 2 Exhibit WEA-28, this CAPM approach implied an unadjusted 

3 CAPM result of t0.1 % for Mr. Gonnan's proxy group, and an adjusted ROE of 

4 10A%. Finally, correcting Mr. Baudino's CAPM analysis resulted in cost of 

5 equity estimates of 9.9% and 10.7% (Exhibit WEA-28, page 3). None of these 

6 corrected CAPM values incorporate aiO adjustment for flotation costs. 

7 Q. Is it appropriate to consider anticipated capital market changes in applying 

8 theCAPM? 

9 A. Yes. As discussed in my direct testil1l1ony,93 there is \videspread consensus that 

• 
10 interest rates will increase materially us the economy strengthens. Accordingly, 

11 in addition to the use of current bond! yields, I also applied the CAPM based on 

]2 the forecasted long-term Treasury bond yields developed based on projections 

13 published by Value Line, IHS Global Insight and Blue Chip. 

14 Q. What cost of equity was I)roduc,d by the CAPM after incorporating 

15 forecasted bond yields? 

A. As shown on page 1 of Exhibit \VEA-29, incorporating a forecasted Treasury 

17 bond yield for 2013-2017 implied an unadjusted cost of equity of approximately 

18 10,9% for the utilities in Dr. Woolridge's proxy group, or 11.8% after accounting 

19 for firm size. As shown on pages 2 and 3 of Exhibit WEA~29, incorporating 

20 projected bond yields impJ.ied unadjusted cost of equity estimates of 

approximately 10.7% and 10.6% for Mr. Gorman's and Mr. Baudino's proxy 

group, and adjusted ROEs of 11.5% and 11.3%, respectively. Again, these are 

23 

21 

"bare bones" estimates that do 110t include any recognition of flotation costs. 
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• Q. Is there any merit to Mr. .8audino's argument (p. 56) that your analysis of the 

2 market rate of return sbould notbave been limited solely to tbe dividend 

" paying firms in the S&P 50()?-~ 

4 A. No. As Mr. Baudino recognized (p. 22-23), under the constant growth toml of the 

5 DCF model, investors' required rate retum is computed as the sum of the 

6 dividend yield over the coming year plus investors' long-term growth 

7 expectations. Because the dividend yield is a key component in applying the DCF 

8 model, its usefulness is hampered for firms that do not pay common dividends. 

9 Accordingly, my DCF analysis of the;market rate of retum properly focused on 

• 
10 the dividend paying firms included in the S&P 500. 

11 

12 Meanwhile, Mr. BaudhlO (p. 32) predicated his DCF analysis of the market rate of 

13 return on the companies followed by Value Line. Of these approximately 7,000 

14 companies, the vast majority do not pay common dividends. In other words, most 

15 of the companies that underpin Mr. Hoodino's DCF Hnalysis do not have the data 

16 necessary to implement this approach ..Furthcr, many of these firms are extremely 

17 small and lack a meaningful operating history. As a result, there is also greater 

18 uncertainty associated with estimating the future growth expectations that are 

19 central to the application of the DCF method. Taken together, these factors 

20 impugn the reliability of Mr. Baudino's market risk premium and confirm my 

21 decision to restrict my analysis to the established, dividend paying firms in the 

S&P 500. 
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• Q. \Vhat other problems are associated with Mr. Bandino's market rate of 

2 return based on Value Line data? 

3 A. As detailed ill my direct testimony and explained earlier here, expected gro'ivth in 

4 earnings is far more likely to be representative of investors' forward-looking 

5 expectations. As Mr. Baud.ino noted, 1'1 agree to some extent with Dr. Avera that 

6 earnings growth is the primary factor ~onsidered by investors ... ,,94 The evidence 

7 presented in my direct testimony SUPP011S the fact that investors give book value 

8 gmwth rates little weight in their evaluation, particularly for non-utility firms 

9 where earnings are nnt tied to histnrical investment.95 But despite Mr. Baudino's 

• 
10 admission, and the fact that he ignored book value in applying the DCF mcthnd tn 

t I his gmup of electric utilities, Mr. Baudino nevertheless included book value 

12 growth in estimating the expected market rate nf return. This had the etlect nf 

13 understating the resulting CAPM cost of equity estimates. 

14 Q. 1)0 the yields on 5-year Treasury blUs referenced in Mr. Baudino's analysis 

15 (l':xhihit_(RAB-5» provide an appropriate basis to estimate the cost of 

16 equity using the CAPM? 

17 A. Nn. Unlike debt instruments, common equity extends to perpetuity. As a result, 

18 any application of the CAPM to estimate the retum that investms require must be 

19 predicated on their expectations for the firm's long-term risks and prospects, This 

20 does not mean that every investor will buy and hold a particular common stock 

into perpetuity. Rather, it recognizes that even an investor with a relatively short 

22 

21 

holding period will consider the long~tcrm, because of its influence nn the price 

23 that he or she ultimately receives ftom the stock when it is sold. This is also the 

• 

I'I: 
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• basic assumption underpinning the DCF model, which in theory considers the 

2 present value of all future dividends expected to be received by a share stock. 

3 In applying the CAPM. Alorningstar, the source of Mr. Baudino's historical return 

4 data, recognized that the cost of equity is a long~term cost of capital and tbe 

5 appropriate interest rate to use is a long-term bond yield: 

6 The horizon of the chosen Treasury security should match the horizon 

7 of whatever is being valued. . . Note that the horizon is a 1\mctlon of 

8 the investment, not the investor. If an investor plans to hold a stock in 

9 a company for only five years, the yield on a five-year Treasury note 

• 
10 would not be appropriate since the company will continue to exist 

11 beyond those tlve years. 

12 Accordingly, proper application of the CAPM should fo<:us on long-term 

13 government bonds. 

1.4 Q. What cost of equity is produced by Mr. Saudino's CAPM analysis once these 

15 deficiencies are corrected? 

16 A. shown on Exhibit WEA-30, correcting Mr. Baudino's CAPM analysis to 

17 remove book value growth and incorporate a 3D-year Treasury bond yield resulted 

18 in an estimated cost of equity for his group of electric utilities of 10.27%, before 

19 consideration of flotation costs. 

20 
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• 1 IX. RISK PREMIUM APPLICATION IS INCOMPLETE 

2 

3 Q. 1)0 the results of Mr. Gorman's risk:prerniurn approlli!b based on autborized 

4 returns provide a relia.ble guide to ai fair ROE for FPL? 

5 No. Mr. Gorman subjectively chose to truncate the data available to apply his risk 

6 premium approach by ignoring aU observations prior to 1986. Mr. Gorman 

7 explained that this period was selected "because public utility stocks consistently 

8 traded at a premium to book value over t11at period,,,97 hut such manipulation of 

9 this data funs countel' to the assumptipns underlying the study of historical risk 

• 
10 premiums. lbbotson Associates (now Aforningstar) noted the pitfalls of such a 

11 subjective approach: 

12 Some analysts estim"lte the expected risk premium using a shorter, 

13 more recent time period on the basis that recent events are more 

14 likely to repeated in the neat' future... This view is suspect ...98 

15 By choosing a truncated time period for his risk premilUl1 study, Mr. Gonl1an 

16 unnecessarily introduces a subjective bias that taints his analyses and artificially 

17 lowers his results. 

18 Q. What other flaws are associated with Mr. Gorman's risk premium 

19 application? 

20 A Mr. Gorman failed to inc{)rporate the inverse relationship between interest nltes 

21 and equity risk premiums in his analysis of historical authorized rates return. 

There is considerable empirical evidence that when interest rates are relatively 

23 high, equily risk premiums naITOW~ and when interest rates are relatively low, 
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• 1 equity risk premiums are greater. This inverse relationship between equity risk 

2 premiwns and interest rates been widely reported in the financial literature. 

3 As summarized in New Regulatory Firlance: 

4 Published studies by Brigham., Shome, and Vinson (1985), Harris 

5 (1986), Hams and Marston (1992, 1993), Carel ton, Chambers, and 

6 Lakonishok (1983), Morin (2005), and McShane (2005), and 

7 others demonstrate that, beginlling in 1980, risk premiums varied 

8 inversely vvith the of interest rates rising when rates fell and 

9 decUlling when rates rose.99 

• 
10 Neri l Regulatory Finance noted thal* taken together, studies in the financial 

11 literature imply that a 100 basis point change in bond yields would imply a 50 

12 basis point increase in the equity risk premiul11. loo 

13 

14 As shown on Mr. Gomlan's Exhibit MPG~14, current interest rates are 

15 signif1cantly less than those prevailing in the late 1980s and early 1990s. Given 

16 that interest rates are currently lowet than the average over his study period, 

17 current equity risk premiums should. be relatively higher, which Mr. Gorman's 

18 analysis entirely ignores. 

19 Q. 'What cost of equity estimate is indicated if Mr. Gorman's risk premium 

20 approach is corrected to account for !these factors? 

21 A. As shown on 1 of Exhibit WEA.J 1, adjusting Mr. Gorman's risk premium 

~malysis to include all available data and account for the inverse relationship 

between bond yields and equity risk premiums results in a current cost of equity 
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• estimate fClr FPL of 9.6%, or 10.80% ,dter incorporating projected bond yields. 

2 Neither of these values includes an adjustment to recognize tlotation costs, which 

3 are properly considered in setting a fair ROE for FPL. 

4 

5 X. NO BASIS TO llISREGARll NON·UTILITY I'ROXY GROUP 

6 

7 Q. Opposing Witnesses reject any reference to non-utility companies in 

8 evaluating a fair ROE for FPL. PlelbJc respond. 

9 A. These witnesses dismiss out of hand my analysis of the cost of equity for non

• 
10 utility firms based only on the faulty premise that these companies have higher 

11 risk. The implication that an estimate of the required return for tirms in the 

12 competitive sector of the economy is not useful in determining the appropriate 

13 return to be allowed for rate-setting purposes is wrong and inconsistent with 

14 investor behavior, and the Bluefield and Hope decisions. 

15 

16 The idea that investors evaluate utilities against the returns available from other 

17 investment alternatives - including the low-risk companies in my Non-Utility 

18 Proxy Group is a fundamental corner&1one of modem financial theory. Aside 

19 from this theoretical underpinning. any casual observer of stock market 

20 commentary and the investment media quickly comes to the realization that 

investors' choices arc almost limit1ess, and simple common sense supports the 

22 notion that utilities must offer a return that can compete with other risk

comparable alternatives, or capital will simply go elsewhere. 

21 
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• 2 In fact, returns in the competitive sector of the economy form the very 

3 underpinning for utility ROEs because regulation purports to serve as a substitute 

4 for the actions of competitive markets. True enough, utilities are sheltered from 

5 competition, but they undertake other obligations and lose the ability to set their 

6 0\\1'1 prices and decide when to exit a market. The Supreme Court has recognized 

7 that it is the degree of risk, not the nature of the business, which is relevant in 

8 evaluating an allowed ROE for a utility.lOl Consistent with this view, Mr. 

9 Gorman noted the opportunity cost principle that underlies the Supreme Court's 

• 
10 ec()nomic standards, and recognb·..ed that returns should be commensurate 

11 with "returns investors could earn by iJnvesting in other enterprises of comparable 

12 risk.,,102 Similarly, Mr. Baudino concluded that: 

13 From an economist's perspective, the notion of "opportunity cost" 

14 plays a vital role in estimating :the return on equity. One measures 

15 the opportunity cost of an investment equal to what one would 

16 have obtained in the next best alternative. '" That alternative could 

17 have been another utility stock, a utility bond, a mutual fund, a 

18 money market fund, or any number of comparable investment 

19 vehicles. 103 

20 My reference to a low-risk group of non-utility companies is entirely consistent 

21 with the guidance of the Supreme Court and the principles outlined in Mr. 

22 Gorman's and M.r. Batidino's testimony. 
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• Q. You stated above that Mr. GormQjn and Mr. Baudino both acknowledge 
I 

2 "opportunity cost" underlies the economic standards reflected in the 

3 supreme courts' Bluefield and Hope decisions. Are non-regulated firms 

4 important to the consideration of opportunity costs'! 

5 Absolutely. The cost of capital is an opportunity cost based on the returns th£\t 

6 investors could realize by putting their money in other alternatives. Clem'Iy the 

7 total capital invested in utility stocks is only the tip of the iceberg of total 

8 common stock investment and there are a plethora of "other tlnlls with 

9 corresponding risk" available to investors beyond those in the utility industry. Mr. 

• 
10 Baudino specifically acknowledged that the allo~'Cd ROE should be comparable 

11 to returns investors would expect "in any number of comparable investment 

12 vehicles," including non-utility t1rms owned by a mutual fund. 104 

13 Q. .Does Dr. Woolridge apparently consider non-utility stock returns relevant to 

14 determining the cost of capital? 

15 A. Indeed he does. Dr, Woolridge many studies of past and expected stock 

16 market returns in his testimony. including a list of over 30 studies included on 

17 Exhibit JRW-Il. Not one of these studies is limited to utilities, and all include a 

18 predominance of non-utility common stocks, e.g., Standard & Poor's 500 Index. 

19 Moreover, while Dr. Woolridge references a study of industry betas done at New 

20 York University (p. 24) that utilities have lower risks than the 

21 finn in the non-regulated this ¢stablishes nothing more than the obvious; 

while some unregulated finns have higher risks than utilities, others have lower 

risks. As documented in my testimony and discussed further in my rebuttal 
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• testimony, the tlnns in my Non-Utility Proxy Group are also in the lower ranges 

2 of risk as measured by objective, widely referenced benchmarks. 

3 Q. Do Dr. Woolridge, Mr. (;orman, or Mr. Baudino raise any meaningful 

4 triticisms regarding the use of your Non-Utility Proxy Group? 

5 A. No. lbe Opposing Witnesses inappropriately dist:'niss my analysis of the cost of 

6 equity t'br non-utility firms based only on the misguided notion that my Non

7 Utility Proxy Group "is mucb riskier than tbe utility industry."w5 Dr. Woolridge 

8 simply observes that the "lines of business arc vastly di11crent from the electric 

9 utility business and they do not operate in a highly regulated environment."lf)6 Dr. 

• 
10 Woolridge, Mr. Gorman, and Mr. BaUdino ignored any comparison of accepted 

11 measures of investment risks, and instead simply noted that there are distinctions 

12 in the operating circwnstances and degree of regulation between utilities and 

13 firms in the competiti ve sector. 

14 

15 My direct testimony did not contend that the operations of the companies in the 

16 Non-Utility Proxy Group arc comparable to those of electric utilities. Clearly~ 

17 operating a worId\\:ide enterprise in the restaurant, beverage, computer software, 

18 retail, or transportation industry involves unique circumstances that are as distinct 

19 from one another as they arc from an electric utility. But as the Supreme Court 

20 recognized, investors consider the ex.pected retums available from all these 

opportunities in evaluating where to commit their scarce capital. So long as the 

22 risks associated with my Non-Utility Group are comparable to FPL and other 

utilities and my direct testimony demonstrates conclusively that they are lower 
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• the resulting DCF estimates provide a meaningful benchmark for t.he cost of 

2 equity. 

3 

4 My Non-Utility Proxy Group is comprised of of the best-known and most 

5 stable corporations in AI~nericn and h4ls risk measures that are comparable to, or 

6 less than the proxy group (!( utilitie$' referenced in my analyses. While these 

7 companies are not regulated they do not bear the burdens of losing control over 

8 their undenaking the obligation to serve, and having to invest in 

9 infrastructure even in unfavorable market conditions. FPL cannot relocate its 

• 
lO facilities to an area with a more attra<l:tive business climate or higher prospects for 

11 economic grovlth, or abandon custol!ners when turmoil roils energy or capital 

12 markets. Investors are quite aware that utilities arc not guaranteed reclwery of 

13 reasonable and necessary costs incu~d to provide service and that there are many 

instances in which utilities are unable to increase rates to fully recoup reasonable 

15 and necessary costs, resulting in an inability to earn the allowed rate of return on 

16 invested capital. The .:>u,uv'."" obserVation that a firm operates in non*utility 

17 businesses says nothing at all about !the overall investment risks perceived by 

18 investors, which is the very basis for a fair rate ofretum. 

19 Q. Did Dr. Woolridge, Mr. Gorman, or Mr. Baudino present any objedive 

20 evidence to support their contentioin that your Non-Utility Proxy Group is 

21 riskier than FPL or your proxy group of electric utilities? 

No. It is telling to recognize that these witnesses all acknowledged the relevance 

of the objective risk measure aftbrded by published credit ratings ill evaluating the 
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• i' 'k f other Uti "" ltles. 107 But wh ... he comparablerCiullve rIS' () en It came time to assess t 

2 risks of my Non-Utility Group, they failed to consider this commonly referenced 

3 benchmark. 

4 

5 Exhibit WEA-3 to my direct testimony compares the Utility Proxy Group with the 

6 Non-Utility Proxy Group and EPL aCross tour key indicators of investment risk. 

7 As shown there, , the aver4ge corporate credit rating for the Non-Utility Proxy 

8 Group of "A" is higher than the "A·" average for FPt and the triple-B ratings 

9 assigned to the Utility Proxy Group. This analysis contradicts the unsupported 

10 assertions of Dr, Woolridge, Mr. Goonan, and Mr. Baudino that the companies in 

II my Non-1Jtility Proxy Group are not c(l)mparabJe. 

• 
12 

13 Given that Value Line is a widely available source of investment advisory 

14 int'brmation, its Safety Rank also provides useful guidance regarding the risk 

15 perceptions of investors. As discussed in my direct testimony, all of the firms in 

16 my Non-Utility Proxy Group have a Safety Rank of "I ", which classifies them 

17 among the least risky stocks covered by Value Line. Meanwhile, the Satl~ty Rank 

l8 corresponding to FPL and the firms in the Utility Proxy Group is . In other 

19 words. according to the key risk indicator from one of the principle sources relied 

20 on by aU of these witnesses, my Non-Utility Proxy Group is less risky in the 

21 minds of investors. Similarly, the average beta value of 0.58 fbr the Non-Utility 

22 Proxy Group is less that the 0.70 average for Utility Proxy Group and the 0.15 

value corresponding to FPL This review of objective indicators of investment 
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• risk demonstrates that, if anything, the Non-Utility Proxy Group could be 

2 considered somewhat less risky in the minds of investors than FPL or the 

3 common stocks of the proxy utilities. 

4 Q. Is tbere aoy merit to Mr. G()rman~ contention (pp. 56-57) tbat differences 

5 across industries undermine compaltisons of bond ratings between firms'! 

6 A. No. In fact, the very purpose of credit ratings is to provide investors with a 

7 unifbnn, well-underl:>'tood indicator ofinveSlment risks that accounts for timl and 

8 industry-specific characteristics. If Mr. Gonnan's assertions were true, credit 

9 ratings would be virtually useless to investors, since there would be no way to 

• 
10 evaluate distinctions between an "A" rating in) say the airline industry~ versus 

1] drug manufacturers, home builders,. conglomerates, or utilities. While Mr. 

12 Goonan premises his Hawed argument on yield differentials between U.S. 

13 government bonds and corporate bonds, such yield spreads are impacted by a host 

14 of considerations. including Federal Reserve actions, that do not bear on 

15 comparisons between utilities and otbe.: corporate issuers. 

16 

17 In fact, comparisons between credit ratings for utilities and non-utility finns are 

18 reinforced by the fact that S&P ceased publishing separate ratings guidelines for 

19 regulated utilities in 2007, and now 'applies the same matrix of business and 

20 financial risks used to evaluate non·.regulated companies. As S&P concluded, 

21 "This is designed to present our rating conclusi.ons in a clear and standardized 

22 manner across all corporate sectors.,,108 Mr. Gonnan recognized that: 
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• S&P ranks the business risk of a utility company as part of its 

2 corporate credit rating review. S&P considers total investment risk 

3 in assigning bond ratings to issuers, including utility companies. 

4 In analyzing total investment risk. S&P considers both the business 

5 risk the financial risk of a corporate entity, inclUding a utility 

6 company. 109 

,.., 
I Q. Does the fact that utilities are regulated somehow invalidate this comparison 

8 of objective risk indicators? 

9 A Absolutely not. Mr. Gonnan and Dr. Woolridge argue that regulatory protections 

• 
10 make utilities less risky than finns opetating in competitive markets. 110 First, it is 

11 important to note that my analysis did not focus on the average fiml in the 

12 competitive sector. Rather, it was restricted to a low-risk group of companies that 

13 represent the pinnacle of corporate America. In addition, while I don't disagree 

14 that utilities operate under a regulaliOry regime that differs from fimlS in the 

15 competitive sector, any risk-reducing ~nefit of regulation is already incorporated 

16 in the overall indicators of investment :risk presented above. 

17 

18 The impact of regulation on a utility'S investment risks is one of the key elements 

19 considered by credit rating agencies and investment advisory services, such as 

20 S&P and Value Line, when establishing corporate credit ratings and other risk 

measures. As a result, the impact of regulatory protections is atreadyreflected in 

my risk analysis presented in Exhibit WEA-3 to my direct testimony. Meanwhile, 

23 

21 

the beta values supported by modern tinancial theory are premised on stock price 
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• volatility relative to the market as a whole, and are not dependent on an 

2 assessment of firm-specific considerations. As a result, the impact of regulatory 

" "" differences on investment risk is acoounted for in the published risk indicators 

4 relied on by investors and cited in my direct testimony. 

5 Q. ()o thc higher DCF estimates for the non-utility proxy group demonstrate 

6 highcr risk? 

7 A. No. [addressed the fallacies of this argument advanced by Mr. Baudino (p. 50) in 

8 my direct testimony. III While we are accustomed to associating higher risk with 

9 higher returns, DCF estimates of investors' required rate of return do not always 

• 
10 produce that result. Performing the DCF calculations for the Non-Utility Proxy 

11 Group produced ROE estimates that are higher than the DCF estimates for the 

12 Utility Proxy Group, even though the risks that investors associate with the group 

13 of non-utility firms _. as measured by S&P's credit ratings and Value Line's Safety 

14 Rank, Financial Strength, and Beta -- are lower than the risks investors associate 

15 with the Utility Proxy Group. The actljlal cost of equity is unobservable, and DCF 

16 estimates may depart from these values because investors' expectations may not 

17 be captured by the inputs to the ROE model, particularly the assumed growth rate. 

18 The divergence between the DCF estimates for the Utility and Non-Utility Proxy 

19 Groups suggests that both should be considered to ensure a balanced end-result 

20 
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• 1 XI. FLOTATION COSTS SHOULD BE CONSIDERED 

'1 
"" 

3 Q. Please address .Mr. Gorman's pOsition (p. 55) that the flotation eost 

4 adjustment must be based on "actuitll and verifiable" flotation costs for FPLl' 

5 A. Like Mr. Goonan, Dr. Woolridge also suggests that flotation costs should be 

6 ignored because my adjustment was not predicated on a precise accounting tor 

7 FPL. This argument belies the entire point of the adjustment. FPL does not issue 

8 common stock, and will never incur flotation costs directly. l'he approach 

9 outlined in my direct testimony is supported by recognized regulatory textbooks 

• 
10 and based on research reported in the academic literature, and the fact that FPL 

11 does nOlincur issuance expenses dirt.:Cdy provides no basis to ignore a flotation 

12 cost adjustment. 

13 

14 What we have here is a "catch 22" to prevent regulatory recovery of these costs, 

15 FPL's ultimate parent, NextEra, is the source of investor-supplied common equity 

16 capital, and the FPSC has recogni7J!1d the need to recoup notation costs in 

17 establishing allowed returns fbr the Company.il2 I used the accepted approach of 

18 increasing the dividend yield by the fI()tatlon cost by this known and. measurable 

19 percentage to estimate the costs. FPL has been and \vill continue to invest 

20 massive amounts of equity capital to serve the public, and the earnings base of 

this equity is permanently reduced by the amount of flotation costs. Without a 

22 t1otation adjustment, these legitimate costs of providing utility service will be 
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• excluded tor l'atemaking purposes and will undercut FPL's ability to earn 

2 authorized ROE. 

3 Q, Is there "actunl and verifiable" evidence that NextErn has incurred flotation 

4 costs associated witb the sale of common stock? 

5 A. Yes. In response to Interrogatory No. 78 to OPC's Tbird Set of Interrogatories. 

6 FPL provided Opposing Witnesses with information concerning tlotation costs on 

7 all public offerings of common stock since 2000. As shown there, NextEra 

8 incurred underwriting discount,> totaUhg appl'Oximatety $65.1 million on a total 

9 offering of approximately $2,158 million, which results in a f1otation cost 

• 
10 percentage of approximately 3.0%. Applying this expense perce.ntage to a 

11 representative dividend yield of4% implies a flotation cost adjustment of 12 bao:;is 

12 points. Because tbe 3.0% expense percentage incorporates only underwriting 

13 discounts i.U1d faHs to reflect other expenses such as legal, printing, and transfer 

14 agent tees, this understates the actual issuance costs incurred by NextEra. 


lS Nevertheless. it provides evidence specific to FPL that contradicts the position of 


16 the Opposing Witnesses and confirms the reasonableness of my recommended 


17 tlotation cost adjustment of 15 basis points. 


18 Q. Please respond to otberspecifi~ criticisms of your flotation cost adjustment. 


19 A. Dr. Woolridge also mistakenly claims that a t1otation cost adjustment 


20 necessary to prevent dilution of the existing shareholders."ll3 In ta.ct, a notation 


21 
 cost adjustment is required in order to allow the utility the opportunity to recover 

the issuance costs associated with selling common stock. Dr. Woolridge's 

observation about the level of market-to-book ratios (p. 72) may be factually 
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• cOlTect, but it ha~ nothing to do with tlotation costs. The fact that market prices 

2 may be above book vallie does not alter the tact that a portion of the capital 

3 contributed by equity investors is not available to eam a return because it is paid 

4 out as flotation costs. Even if the utility is not expected to issue additional 

5 common stock, a notation cost adJustment is necessary to compensate for 

6 notation costs incurred 1n connection with past of common stock. 

7 

• 


8 Dr. Woolridge's argument (p. 73) thnt notation costs are "not out~of~pocket 


9 expenses" is simply "-Tong. Dr. Woolridge apparently believes that if investors in 


10 past common stock issues had paid the full price directly to tlle utility 


] I and the utility had then paid under!Writers' by issuing a check to its 


12 investment hankers, that flotation cost would be a legitimate expense. Dr. 


13 Woolridge's observation merely highlights the absence of an accOlmting 


14 convention to properly accumulate and recover these legitimate and necessary 

15 costs. 

16 

17 With respect to the contention of Dr. Woolridge (p. 73) and Mr. Baudino (p. 59) 

18 that tlotation costs are somehow accounted for in current stock prices, Regulatory 

19 Finance: Utilities (~fCapital has this to say: 

20 A third controversy centers around the argument that the omission 

21 of flotation cost 1S justified on the grounds that, in an efficient 

22 market, the stock price already reflects any accretion or dilution 

23 resulting from new issuances of securities and that a tlotation cost 

• 88 



0044 

• adjustment results in a double counting effect. The simple fact of 

2 the matter is that whatever stock price is set by the market, the 

3 company issuing stock will always net an amount than the 

4 stock due to the presence of intermediation and flotation 

5 costs. As a result, the company mllst earn slightly more on its 

6 reduced rate base in order to produce a retum equal to that required 

7 by shareholders. I 14 

8 Similarly, the need to consider past flotation costs has been recognized in the 

9 nnancial literature, including sourCtfs that Dr. Woolridge relied on in his 

• 
10 testimony. Specifically, Ibbotson Associates concluded that: 

11 Although the cost of capital estimation techniques set forth later in 

12 this book are applicable to rate.setting, certain adjustments may be 

necessary, One such adjustment is for flotation costs (amounts that 

14 must be paid to underwriters by the issuer to attract and remin 

15 capital). I 15 

16 Q. Can you provide a simple numericail example illustrating wby a flotation cost 

17 adjustment is necessary Co account for past notation costs? 

18 A. Yes. The example presented in Exhibit WEA-32 demonstrates that investors will 

19 110t have the opportunity to eam their required rate of return (f.e,. dividend yield 

20 plus expected gro\V111) unless an allowance for past flotation costs is included in 

21 the allowed rate return on equity. Assume a utility sells $10 worth of common 

stock at beginning of year I. If the utility incurs flotation costs of $0.48 (5 

23 percent of the net proceeds), then only $9.52 is available to invest in rate base. 
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• Assume that common shareholders' required rate of retum is 1] .5%, the expected 
i. 

2 dividend in year 1 is $0.50 (i.e., a dividend yield of 5 percent), and that groMh is 

3 expected to be 6.5% annually. As developed in Panel A of Exhibit WEA-32, if the . 

4 allowed rate retum on common equity is only equal to the utility's 11.5% "bare 

5 bones" cost of equity, common stockholders will not earn their required rate of 

() return on their $10 investment, since growth will really only be 6.25%, instead of 

7 65%. 

8 

9 The reason that investors never really earn 115% on their investment in the above 

• 
10 example is that the $0.48 in flotation costs initially incurred to raise the common 

11 stock is not treated like debt issuance costs (i. e., amortized into interest expense 

12 and therefore increasing the emheddedcost of debt), nor is it included as an asset 

13 in rate base. 

14 Q. Can you illustrate how the·tlotatioD cost adjustment allows investors to be 

15 fully compensated for the impact of past issuance costs? 

16 A. Yes. One commonly referenced method for calculating the flotation cost 

17 adjustment is to mUltiply the dividend yield by a t1otation cost percentage. Thus, 

18 with a 5% dividend yield and a flotation cost percentage, the flotation cost 

19 adjustment in the above example would be approximately basis points. As 

shown on Panel B of Exbibit WEA-32, by allowing a rate of return on common 

21 equity of 11.75% (an 11.5% cost of equity plus a basis point flotation cost 

adjustment), investors cam their 11.5% required rate of return, since actual 

gro\\'th is now equal to 6.5%. 
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• 2 As shown in Exhibit WEA-32, the only way for investors to be fully compensated 

3 for issuance costs is to include an on~ing adjustment to account for past flotation 

4 costs when setting the return on cornmon equity. This is the case regardless of 

5 whether or not the utility is expected 10 issue additional shares of common stock 

6 in the future. 

7 

8 XII. FPL'S PER}'ORMANCE SHOULD BE CONSIDERED 

9 

• 
10 Q. In evaluating the fair rate of return for FPL, is it appropriate to consider a 

11 performance adder? 

12 A. As discussed in greater detail in ithe testimony of FPL's W11tne:sse.s. FPL has 

13 distinguished itself in numerous measures of operating efficiency and 

14 effectiveness while maintaining rates at relatively low levels. As a result, 

15 consumers and the service area economy have benefited from a climate of 

16 efficient and cost-etlective operations, excellent customer service, and moderate 

17 cost. Considering these results in establishing an ROE recognizes that FPt:s 

18 management continues to be instrume.t1Ital in achieving these results. 

19 Q. 1)0 you agree with Mr. (;orman (ppj 67-68), or Mr. Baudino (PI>. 60w6l) that 

20 considering exemplary performance would harm cust~mers or violate 

21 rcgu.latory standards': 

A. No. Considering exemplary management performance in establishing FPL's ROE 

23 is entirely consistent with fostering an environment in which customers are 
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• assured reliable service at reasonable rates and stockholders are fairly treated. 

2 Moreover, an ROE that recognizes the success of FPL's management is entirely 

3 consistent with the economic rational underlying traditional ratc of return I rate 

4 base regulation. 

5 

6 The goal of regulation is to achieve the same result that would prevail in a 

7 competitive market, where the actions of buyers and seUers serve to effectively 

8 regulate price and quality service. I In competitive markets, high-performing 

9 companies that combine outstanding l)crvice with reasonable prices are able to 

10 benefit from efficient operations by 

• 
higher rates of return. for their 

11 shareholders. Ho\\cver, traditional regulation departs from this competitive 

12 market ideal if tho prices charged by well-managed, efficient utilities that improve 

13 operations through productivity and other programs are lowered during rale 

14 proceedings, thereby lessening the incentive fbr exceptional perfonnallce. As 

15 FPL's witnesses document the Company has provided cllstomer benefits in the 

16 fonn of reliability, safe and efficient opemtions. customer satisfaction, and below

17 average mtcs. In keeping with these r~sults, it is consistent with sound regulatory 

18 policy to allow FPL the opportunity Ito earn a rate of return above that of the 

19 average electric utility. 
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• Q. Is Mr. Chriss correct tbat consideriJllg FPI}s performance in the ROE would 

2 be a new regulatory policy tbalt should only be adopted after the 

3 participation of other .'Iorida utiUties? 

4 Of course not. As I have docum~ted, adjustments to the ROE to reflect 

5 regulatory policy goals have been a teature of the regulatory landscape in Florida 

6 and the rest of the tJ .S. for decades. As 1 also noted. Florida has led the way in 

7 using rate signals to iDeent utilities to better serve the public since I was on the 

8 PUCT stafl~ in the 1970's. While some states have embarked on comprehensive 

9 programs that have been tenned "performance~based ratemaking," those 

• 
10 programs involve more elaborate (and sometimes controversial) features than the 

11 simple adjustment to the ROE that FPL has proposed in this case. Further, Mr. 

12 Chriss acknowledges that my direct testimony is correct in citing explicit statutory 

13 authority the FPSC to consider non,08t factors in setting rates. 116 As 

14 explained earlier, the standard regulatory practice of making disallowances to 

15 investments and expenses, adjustments to capital costs, and penalties tor inferior 

16 service is now routine in Florida and other jurisdictions across the nation. All of 

17 these serve to restrict a utility's profits its opportunity to eam its allowed ROE. If 

18 Mr. Chriss is concerned about a "ICiVel playing field," as he claims,117 then 

19 fairness, symmetry, and enhanced regulatory effectiveness re,quire that the ROE 

20 should be increased when a utility is perfonning well to serve its customers. 
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• Q. Mr. Chriss and other Opposing Witnesses are concerned that tbe ROE 

2 adjustment is not cost-based. Is that a problem? 

,.., 
.) A Not at all. the contention that a ;perfomlance adder is not cost-based misses 

4 the point. FPL's proposed ROE adjustment is entirely supported by the principles 

5 underlying regulation, which seeks to mimic the results of competitive markets, 

6 and recognition of etlective pertormance is consistent with regulatory policy 

7 goals. In addition, FPL's requesit~d ROE falls well within my zone of 

8 reasonableness tor the cost of equity capitaL 

() Moreover, 3.<> dted above, Mr. Chriss grants that the FPSC has the explicit 

10 regulatory authority to consider non-cost factors in rates. Second, FPVs claim is 

11 based on the costs that have been saved through financial strength and 

• 
12 .Mr. Dewhurst has documented that the favorable 

13 impact on customers' rates far exceeds the rate eiT~'Ct of the ROE adjustment. In 

14 contrast, the drn.conian cuts in FPL's ROE proposed by the Opposition Witness to 

]5 9.25% or below from the current settlement ROE of 11 % are many times greater 

16 than the requested 0.25% adjustment for superior performance. Of course the 

17 proposed adjustments to capital structure would also reduce the ROE 

18 FPL can earn, until and it can radically adjust its debt ratio by adding more 

19 debt The Opposition Witness justify these huge reductions in FPL's opportunity 

20 to profit with arcane academic theories and baseless speculation that the 

investment community win not react negatively if FPL is forces into a weaker 

financial posture. 

21 

the objective evidence presented in my direct and 

rebuttal testimony and home out by recent historical experience demonstrates the 
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• disparity between the Opposition Witnesses' punitive reductions in ROE and their 

') fictitious capital structure recommendations, as compared with PPL's modest 

3 request for a basis point adder that is tied to actual rate levels and performance 

4 measures. 

5 Q. Is Mr. Lawton correct in asserting (p. 7) thatFPL has 11 '"duty" to provide 

6 superior performance and needs no incentives because tbe utility enjoys 11 

7 monopoly privilege grAuted by the stlate? 

8 A. No. FPL has undertaken many obl~a1ions and responsibilities as the utility 

9 provider of electric service, includwg making all necessary investments to 

• 
10 provide and maintain even in times of natural or financial market 

11 disruptions. FPL cannot abandon its customers as companies in the free market 

12 can do when the going gets tough. FPL is constrained to only charge rates 

13 approved by the FPSC, even when those rates do not produce adequate profits 

14 commensurate with the risk and uncet!tainties. Just as regulators can take away 

15 profit with disaHowances and penalties when the utility falls short of its duties to 

16 provide adequate service. they sho~1d increase profits when utilities provide 

17 service that is superior to its peers. For the regulator to forgo any positive 

18 reinforcement to utilities and only focus on the negative is like asking a football 

19 coach to focus only on defense andilgnore the quality the offense. I have 

20 documented that the tradition and statutory authority of this even,.handed 

21 approach to regulatory incentives in Florida is long,.standing. and certainly does 

not represent a proposal to "change the regulatory structure that has existed for 

23 

22 

many years," as claimed by Mr. Lawton.l18 The belief that business should be 
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II 
11 

• guided by duty to the state is more consistent with the failed model of the S{)viet 

2 Union rather than the free enterprise model of profit incentives adopted in Florida. 

3 Q. Wllat did you conclude with respectt to tbe ROE recommendations of the 

4 Opl)osing Witnesses'! 

5 The ROE recommendations of the Opposing are Hawed, inadequate to 

6 compensate investors in FPL, are not in the long run best interest of FPL's 

7 customers or state of therefore should rejected. Considered 

8 along with the evidence presented in my testimol1Y. C01Tccting and 

9 supplem~nting their analyses confirms the downward bias inherent in their 

• 
10 recommendations and supports my l'ec~)I1l1nended ROE range of 10.25% to 

11 12.25%, and the 11.50% ROE requested by FPL, which is required to SUppOlt the 

l2 Cornpany's financial integrity, access to capital, and best serve its customers. 

13 Q. Does thi" conclude your rebuttal testitnony'! 

14 A. Yes . 

• 
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• BY MR. GUYTON: 

Q Dr. Avera, are you sponsoring Exhibit WEA-19 

through 33 which have been identified as Exhibits 436 

through 450? 

A Yes. 

Q And do you have any ohanges other than the 

one that you've just made to Exhibit 33? 

A No. 

Q And is the information contained in those 

exhibits true and correct to the best of your 

knowledge? 

• 
A Yes. 

Q Would you, please, summarize your rebuttal 

testimony for the Commission. 

A Good afternoon, Commissioners. It's good to 

be here in prime time. My rebuttal testimony responds 

to Witnesses Woolridge, Lawton, O'Donnell, Gorman, 

Baudino, and Chriss. And I will refer to all of these 

witnesses collectively as opposing witnesses. 

• 

My rebuttal presents five simple facts that 

prove that weakening FPL's financial strength as 

proposed by the oppos ion witnesses would harm 

customers. I also rebut the misconceptions, flawed 

reasoning, data distortions, and arithmet mistakes of 

the opposing witnesses. 
~----~~----~-----P-R-E~M~I~E~R--R-E~P~O~R~T~I~N~G--------------------~ 
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The opposing witnesses' ROE recommendations 

are well below what is currently authorized by the 

FPSC. Mr. O'Donnell also advocates a capital structure 

that would undermine FPL's financial strength. 

To support these departures from FPSC 

policies, the opposing witnesses offer speculations 

about how investors and bond-rating agencies might I 

to react. The opposing witnesses ignore the lessons of 

hi cal experience. 

In this case, s Commission has the 

opportunity to show that it recognizes the importance 

of financial strength and that it will reward superior 

performance. 

By allowing an ROE and capital structure in 

the case that reflects FPL's unique bus s risk, 

FPSC will reassure investors that regulation in Florida 

has returned to its tradition of fairness and 

innovation. 

five facts ignored by the opposition 

witnesses are: Number one, FPL's customers it 

from their utility's financ strength; number two, 

FPL's current credit ratings and investor expectations 

are based on the current level of earning, an 

11 percent ROE, and the company's actual capital 

structure of 59.6 percent equit. A reduction 
~------------------~P-R-E-M-I-E-R--R~E-P-O-R~T-I-N~G--------------------~ 
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earnings or an increase in debt leverage would 


undermine investor confidence and credit ratings. 


Fact three, in 2010 when the FPSC departed 

from its long precedent of balance regulations, 

investors and bond ratings reacted swiftly and 

negatively. Fact four, the settlement agreement that 

allowed FPL to earn an ROE of 11 percent and maintain 

its prudent capital structure restored investor 

confidence and insulated FPL's credit ratings from 

further erosion. And Number five, adjusting earnings 

to reflect utility performance is an inherent part of 

FPSC regulation and it protects utility customers. 

These facts support FPL's requested 

11.5 percent ROE and actual capital structure. They 

show that the recommendations of opposing witnesses 

would weaken FPL's financial strength. FPL's customers 

and Florida would forego the advantages of a strong 

utility with the financial wherewithal to invest in 

infrastructure and react to crises; natural and 

financial. 

Mr. O'Donnell recognized prudent management 

practices, attempt to ameliorate higher business risk 

with offsetting lower financial risk. In fact, FPL's 

conservative financial polic have allowed the 

L-_c~o~m~p~a_n~y__ __ ___ __________t~o~r e~t_a_i_n~l~'t~s~~s~i~n_g~l~e~A~=r~a~t~i~n_g~a_n_d e_n_s_u_r_e_d 
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access to capital even in the face of FPL's relatively 

high business risk. 

Financial strength is a good thing for 

customers, and is necessary to offset the risk of 

FPL's geographic location, energy mix, and exposure to 

hurricanes. 

The opposing witnesses claim that FPL is a 

low-risk utility based on bond ratings. Yet, those 

bond ratings are a direct result of the financial 

strength. The low financial risk offsets the high 

business risk to make FPL financially stable and 

comparable to the other util If this Commission 

were to destroy that balance, customers would 

ultimately pay higher Is. 

CHAIRMAN BRISE: Thank you, Dr. Avera. 


MR. GUYTON: We tender the witness for cross. 


CHAIRMAN BRISE: Okay. We will begin with 


FIPUG. But before we do that, I'm going to pass 

the gavel off to Commissioner Graham. I've got to 

go deal with some administrative issues. I'll be 

back shortly. 

But before I go, I just want to admonish that 

we want responses that are to the question and as 

succinct as possible. 

THE WITNESS: Yes, Commissioner Brise. 
~------------------------~--------------------------~PREMIER REPORTING 
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CHAIRMAN BRISE: Thank you, sir. 

COMMISSIONER GRAHAM: Thank you, Chairman 

Brise. 


FIPUG. 


MR. MOYLE: Thank you. 


CROSS-EXAMINATION 


BY MR. MOYLE: 


Q My first question was going to be we're still 

good with yes/no? 

A I'm good with it, sir. 

Q Okay. Are you aware that the parent of 

FPL and we'll call it NextEra Energy or NEER -- are 

you aware that they have -- if they've previously 

provided information to investors when they're 

representing their footprint in this country that touts 

geographic diversity as one of the advantages of the 

company? 

A Yes. 


Q Okay. So do you disaqree with that, that 


geographic diversity is a bad thing? 


A No. Geographic diversity is a good thing. 


The rating agencies say 's a good thing. FPL does 


not have geographic diversity; that's a bad thing. 


Q Okay. And there was a big chart up here, I 

guess with the last witness it went away. But do you
~~----------------~P~R~E~M~I~E~R~R~E~P~O~R~T~I~N~G----~--------~----~ 
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 know how many counties FPL prqvides service in? 

2 
 A Thirty-five, I believe. 

3 
 Q And Florida's peninsula, do you believe that 

4 
 with respect to the counties that are served, that 

5 
 there's an element of geographic diversity within FPL's 

6 
 service territory? 

7 
 A No. 

8 
 Q And that's fine. I'm good with that. 

You're from Texas, right?9 


10 
 A Yes. We have diversity. 

11 
 Q There was a statement by an earlier witness 

• 
12 
 that I wanted to convey to you and ask you if you agree 

13 
 with this or not. Average yields on utility bonds are 

14 
 approximately 200 basis points below what they were 

15 
 during the last FPL rate case; yes or no? 

16 
 A They're lower. I haven't checked the number. 

17 
 Q So you're not sure whether that may be close 

18 
 or in the neighborhood or you just don't have any frame 

19 
 of reference? 

20 
 A I know they've gone down -- I know they've 

21 
 gone up since the rebuttal was filed -- but I can't 

22 
 testi to 200 basis points. 

Q Okay. And I guess relative to -- well, what23 


• 
24 
 is your understanding -- and I'll ask the what 

25 
 question -- what is your understanding with respect to 
~~~~~------~--~P~R~E~M~I~E~R~R~E~P~O~R~T~I~N~G--~------~~------~ 
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• what the average yields on utility bonds have done 

since the last FPL rate case in ter.ms of basis points? 

A They have gone down. And I don't know 

exactly how many basis points they have gone down since 

the last rate case. 

As you may remember, Mr. Moyle, the last rate 

case extended over a long period of time. So at what 

point do we want to measure? They had gone down 

between when I filed my testimony and when the case was 

decided. 

• 
Q Yeah. Can you measure it from any point in 

time, either when you filed your testimony or the date 

the order came out? 

A I can't measure with sion. They've 

gone down. I expect they've gone down 100 is 

points. But exactly how much, I would want to see the 

data. 

Q Let me direct you to page 6, line 8. 

A Yes, sir, I'm there. 

• 

Q You say that it's important to note that -

you're talking about opposing witnesses that you say 

that "Important to note the similarity and consistency 

of their recommendations is not due to any convergence 

based on sound reasoning, but instead reflects a common 

aim of reducing the company's revenues." 
~~~~--~~~~~~P~R~E~M~I~E~R~R~E~P~O~R~T~I~N~G~------------------~ 
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• Do you see that? 


A Yes. 


Q Are you suggesting that these witnesses got 


together and talked about their testimony before they 


filed it? 


A I don't know if they did or not. I know that 


we're all on the same circuit. I'm going to be seeing 


four of them in California next month. So we talk, 


they talk, but I don't know that they talked about 


their decisions in this case or their recommendations. 


• 
Q You don't question tbe expertise of any of 

them, do you? 

A No. They are misguided in this case, but 

they're experts. 

Q Okay. And you don't you're not suggesting 

anything improper, I guess, is my question, my more 

pointed question? 

A No, not at all. But I don't think the 

Commission ought to count noses and say, you know, four 

people are here and Mr. Dewhurst and I are up here, 

they must be right because there are more of them. 

• 
Q That's kind of what you do when you're doing 

your proxy group, isn't it, you take the outliers and 

get rid of them, both high and low? 

A We take out the outliers when their 
~------------~--~----~----------------------------------~PREMIER REPORTING 
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recommendations do not make sense, not whether they are 

higher or lower than the others. It is by reference to 

an objective benchmark. In that case, we use FERC's 

object benchmark. 

Q And you would agree that you're on a -- at 

least in this docket, in this case, you're a little bit 

on an island in terms of your ROE recommendation, 

vis-a-vis, the other professional experts who have 

appeared? 

A No, I don't agree I'm on an island. They 


have different opinions. My rebuttal explains why 


they're wrong and I'm right. 


Q Okay. So what is your understanding of the 

ROE recommendation of each of them? 

A Well, Dr. Woolridge recommends 9 percent if 

they're -- if the balance sheets are not 

Mr. McDonnell's balance sheet recommendations are 

8.5 -- excuse me 9 percent if they are accepted, 8.5 

if they're not. Mr. Gorman recommends 9.25. 

Mr. Baudino recommends 9. But, again, if there is a 

change in capital structure, that number might change. 

Let's see, Baudino, Gorman, Dr. Woolridge. I think 

those are the ones that specifically propose an ROE. 

Q So you got four experts that are in the 9's, 

and your recommendation is -
~----~-------------P-R-E-M~I~E-R~R~E~P-O~R~T~I~N~G--------------------~ 
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A There's Gorman, Woolridge, Baudino, I think 

that's three. 

Q I'm sorry, three. Three in the 9's, and your 

recommendation is 11.25; is that right? 

A Right, for a bare range. And then the 25 


percent adder, if the Commission chooses to add it. 


Q All right. Give me just one minute, if you 

would. 

Page 11, you state on line 2 that, quote, FPL 

is no longer among the highest rated utilities due to 

the downgrade that followed the outcome of the last 

rate case, but the company's financial strength is 

above average? 

A Yes. 

Q Okay. And then are you referring to the 


holding company in this comment? 


A No. I'm referring to FPL, the utility. 

Q Okay. And when you do your analysis with 

respect to the proxy group, you use the publicly traded 

companies; isn't that right? 

A That is correct, as the other witnesses do. 

Q All right. So I want to ask you a couple of 

questions about an exhibit. 

MR. MOYLE: Mr. Chairman, if I could get a 

little help passing it out. 
~----------------~~P~R~E-M~I~E~R~R~E~P~O~R~T~I~N~G~--------------------~ 
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COMMISSIONER GRAHAM: Sure. I think we're at 

Number 617. 

MR. MOYLE: Actually, this is already in. 

It's an excerpt of something that's already in, so 

I don't think we need to mark it. 

COMMISSIONER GRAHAM: All right. We'll hold 

off on that. 


So it's already labeled 571? 


MR. MOYLE: Yes, sir. 


COMMISSIONER GRAHAM: Thank you. 


BY MR. MOYLE: 

Q Just take a minute and review. 

A Yes, s 

Q So I'll represent to you that this was an 

exhibit -- this is an excerpt of an exhibit that has 

already been introduced into this case as Exhibit 571. 

It was introduced by Florida Power & Light. 

And you and I spoke a lot about the Moody's 

bond ratings in your direct, and I just want you, if 

you would, to confirm that out of all of the companies 

that are listed on these two pages as electric 

companies or combination electric, gas companies, that 

the highest rated entity using the Moody's ratings is 

NextEra Energy? 

A I would note that these are senior security 
~-------------------P-R-E-M~I-E-R~R~E~P~O~R~T~I~N~G----------------~-----
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bond ratings; these are not t~1 corporate ratings that 

I'm referring to. And I don't i ieve this is 

NextEra's bond rating; I think it's FPL's, for senior 

mortgage bonds. 

Q So over to the left, are you familiar with 


AUS Utility Reports? 


A Yes. And they report senior mortgage 

yields or ratings, not the corporate credit rating. 

If we look on the document that Mr. Gorman used in his 

exhibit 

Q That's all right. Let's stick with this. 


So you're saying you believe this is, what, 


average corporate yields? 


A No. I believe this is a senior mortgage 


secured bond rating; not corporate credit ratings. 


Q Okay. So senior mortgage secured bond; 


that's debt that gets issued, correct? 


A That is right. But it has specific 

characteristics, and the rating is based on how those 

characteristics are evaluated for risk as opposed to 

the underlying company credit. 

Q Okay. And over to the left, it doesn't say 

about on the first page, about two-thirds of the way 

down, it doesn't say FPL does it; it says NextEra 

Energy, New York Stock Exchange, NEE? 
~----~~----------------------~--------------------------~PREMIER REPORTING 
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A Yes. But this is from the AUS Utilities 

Report. And if we look at Mr. Gorman's references, 

we'll see different ratings. 

Q And so the original question was based on 

this portion of this Exhibit 571, would you just 

confirm that the ratings of NextEra Energy are the 

highest of any company reflected herein? 

A No. Those are not the ratings of NextEra 

Energy; they are the first mortgage bonds, which I 

believe are FPL. 

Q Okay. Well, would you -

A You can ask Mr. Dewhurst about that, but 

that's my belief. 

Q Would you confirm that the information 

contained on this page reflects that NextEra Energy has 

the highest Moody's bond ratinq of any of the companies 

depicted? 

A Yes. It's not the highest in the utility 

universe, but of these companies. 

Q Do you know what Gulf Power or its parent, 

Southern, is rated on this a similar comparison senior 

debt? 

A Well, if you go to the S&P ratings that 

Mr. Gorman referred to 

Q No. 
~----~~--------------------------------------------------~PREMIER REPORTING 
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A -- it's higher than FPL. 

COMMISSIONER GRAHAM: Dr. Avera, he's talking 

about on this sheet. 

THE WITNESS: Southern Company, according to 

this, has the same S&P rating and it has a lower 

Moody's rating on its first mortgage bonds. 

BY MR. MOYLE: 

Q And how about Tampa Electric Company? 

A By the way, I need to correct my last answer. 

This is Southern Company generally, which includes a 

number of operating companies, one of which the 

smallest is Gulf. 

Q Okay. How about Tampa Electric Company, 

what's it rated under Moody's? 

A Let's see. Are they on this sheet or are 

they over in 

Q The second page. 

A -- combination? 

Q Combination. 

A TECO by Moody's is A3. 

Q Okay. And so if I understand your 

previous -- the testimony on the bond ratings, Tampa 

Electric Company is -- there's three notches of 

separation under Moody's between where Tampa Electric 

25L-_C~0~mp~a~n~y~i~s~c~u~r_r_e_n_t~l~y~~r~a~t~e~d~,~w~h~i~c~h~1~'S__A__3~,__t_h_e_n~y~0_u__h_a_v__e__~ 
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• A2, then you have Al, then you have AA3, correct? 


A Right, as to the first mortgage bonds. 


Q Okay. And so there would be, in effect, four 


notches between NextEra and TECO? 


A Between FPL and Tampa Electric. 


Q And there would be, I guess, three notches 


between the Southern Company you see the Southern 


Company there, it says, "A2, AS"? 


• 

A Yes. And those, I suppose, are the utility 

subsidi , and they have different ratings because 

they have multiple subsidiaries. See, the entry has 

two different ratings, and that's because the utilities 

have f st mortgage bonds and Southern has a portfol 

of utilities. 

Q And when you had provided testimony about the 

risk of downgrading, were you referencing the 

downgrading of bonds, the credit rating, all of the 

above? 

• 

A Well, I think the down ratings of bonds 

affects the risk that investors perceive of the stock, 

the risk that vendors perce when they do business 

with FPL, the risk that you can take on when you hedge 

your field contracts, so I think bond ratings are 

significant in many areas that affect customers. 

Q All right. And I don't want to make light or
L-____~~________~______________~----------------~------~ 
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not take it seriously because I understand that 

financial matters are important, but, you know, worse 

case scenario, if this Commission said, you know, 

you're going to get 20 percent of your ask, 

hypothetically, if that were to occur and there was a 

risk of these bonds being downgraded, they would have 

four notches to get downgraded to to be comparable to 

TECO; is that right? 

A That's right. And it would be a bad thing 

for customers if this utility, with all of the 

challenges faces, were in the average with TEeO as 

opposed to its current position of financial strength, 

which Mr. Dewhurst and I explained, inures to the 

benefit of customers. 

Q Have you ever seen a four-notch downgrade of 

a utility company at once? 

A I've seen a four-notch over a period of time. 

Remember Enron and El Paso Electric. 

Q Okay. So I guess at once you've never seen a 

four-notch downgrade? 

A They have downgraded two notches. 

Q Yes/no, please. 

A Yes, I have seen downgrades. I can't 

remember a four. I have seen multiple-notch 

downgrades. 
~----~-------------P-R-E-M-I-E-R--R-E-P-O-R~tI-N-G----------------------

(850) 894 0828 
premier-reporting. com 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

4523 

• Q What 1 s the most -- I 'I m sorry -- what's the 


most you've ever seen; two? 


A Greese might have been downgraded three at 


one time. 


Q Who? 


A Greece, the country. 


Q Okay. And they're not regularly showing up 


on electric utility reports, right? 


• 

A No. They have a sovereign debt rating like 

the United States. 

MR. MOYLE: I have another exhibit I would 

like to use with this witness. 

COMMISSIONER GRAHAM:· Sure. Does this one 

need an exhibit number? 

MR. MOYLE: Yes, sir. 

COMMISSIONER GRAHAM: I'll go with 617 this 

time. 

MR. MOYLE: Thank you. 

MR. HARRIS: Mr. Chairman. 

COMMISSIONER GRAHAM: Yes, sir. 

MR. HARRIS: I bel 617 has already been 

assigned. That was the full ten-year site plan 

that we handed out earlier. 

• 
COMMISSIONER GRAHAM: Okay. So 618. 

MR. HARRIS: 618, yes, thank you. 
~------------------~P~R~E-M~I~E~R~R~E~P~O~R~T~I~N~G----~--------------~ 
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COMMISSIONER GRAHAM: Thank you. 

(Exhibit No. 618 was marked for 

identification.) 

COMMISSIONER GRAHAM: Mr. Moyle. 

MR. MOYLE: Thank you. 

BY MR. MOYLE: 

Q Dr. Avera, are you familiar with Merchant 

Bond Record? 

A Yes. That's Moody's - another brand of 

Moody's. 

Q Do you consider them to be a reliable source 

of information? 

A Yes. 

Q Okay. And I've provided you a document that 

is a Merchant Bond record that shows corporate bond 

yield averages from 2005 to 2010; is that right? 

A Yes. 

Q Do those spreads within those bond ratings 

look to be consistent with your knowledge of such 

information? 

A Well, I don't think it shows spreads; I think 

it shows the yields. 

Q And you have to calculate the spreads; is 

that right? 

A Yes. 



r-

I 4525 

• 1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

• 
12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24

• 25 

Q Okay. So like for -- just take, for example, 

January of 2005, the very first entry under the middle 

heading "Public Utility Bonds." 

A Yes. 

Q The triple A, nobody's ranked there, correct? 

A Correct. There used to be a lot, but they're 

gone. 

Q Okay. And then double A in January of 2005, 

it was 5.68, right? 

A Yes. 

Q And then the single A was 5.78? 

A Yes. 

Q So there was a ten-basis-point difference 

between double A and single A? 

A Yes. 

Q And then BAA was 595? 

A Yes. 

Q And you could just do the math to determine 

the spread, right? 

A Yes. 

Q Okay. And do these -- you don't have any 

reason to question this information, do you? 

A No. 

Q And to harken back on our conversation that 

we had previously. In an exhi~it that I used with you 
~------~--------~-P-R-E-M-I-E-R--RE--P-O~~-T-I-N-G----------------~--~ 
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and a whole bunch of other witnesses that had the ROE, 

what 100 basis points of an ROE in this case represent. 

00 you remember what that was? 

A I remember the exhibit. I thought you 


repre that it was the effect of the ROE on 


revenue requirement. 


Q I'm sorry, what's 100 basis points worth in 

this case? 

A I believe it's somewhere around $160 million. 

Q A1l right. And so you're aware -- or I can 

represent to you that the amount of debt that 

Mr. Dewhurst testified to that they have planned for 

the test year is a billion dollars. 00 you agree with 

that? 

A I remember his testimony. He is the expert 

on the amount of debt; not me. 

Q Okay. So would you accept a billion with 


respect to the amount of debt that the company is 


planning to go out into market for in the test year? 


A If that is his testimony, I will accept 

of course. 

Q Okay. 

MR. MOYLE: I don't -- I'm not going to, 

Mr. Chairman, pass the exhibit out, but try to 
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COMMISSIONER GRAHAM: Sure. 


MR. MOYLE: I haven't had a lot of success 


thus far with it. 


BY MR. MOYLE: 


Q But you would agree, would you not, that if 

you had a billion dollars in debt that you were going 

to finance that the spread between that in order for 

the spread to make financial sense or let me put it 

this way: If there was a 10 percent spread between a 

bond rating of FPL currently and then a downgraded FPL, 

if the spread was 10 percent, okay, 1000 basis points, 

that that would cost FPL $100 mdllion in additional 

interest; isn't that right? 

A That effect alone would. There would be many 

other deleterious effects that would impact the 

customer if there were such a downgrade. 

Q Okay. So 1000-basis~oint spread, there's 

nothing on the exhibit I just handed out that shows 

anywhere close to a 1000-basis-points spread, is there? 

A No. If we look in the fall of 2008, the 


spreads were over 100 basis points, but not 1000. 


Q Okay. And I just want to stick with the 


thousand for the purposes of making the point. 


1000-basis-point spread or 10 percentage points is 


$100 million on a billion dollars in debt, correct? 
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A That is correct, if you can finance at a 


lower bond rate. 


Q Okay. And so from j~st a pure economic 


perspective, wouldn't you agre$ that ratepayers would 


be better off by the tune of $60 million if there was a 


downgrade and even with 1000-basis-point increase, they 


would still have $60 million in their pocket if the ROE 


wasn't increased? 


A No, because you're looking at one sliver of 


the impact on customers. The customers are benefited 


by the higher bond rating in many ways, not just the 


lower debt cost; although, the lower debt cost is 


significant, as the staff pointed out in the report in 


the last case. 


Q All right. You have some in your rebuttal 


testimony, you have a little bit on capital structure, 


correct? 


A Yes, sir. 

Q Let me refer you to page 15. And a couple of 


points here, on 15, page 15, line 11, you say, quote, 


the intervenor's position regarding FPL's capital 


structure is schizophrenic, right? 


A Right. 


Q And then down on lin$ 18 you say, 


"Nevertheless, intervenors are operating under the 

~----~~~~~----~P~R~E~M~I~E~R~R~E~P~O~R~T~I~N~G~--~--------------~ 
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shared delusion that FPL could somehow reduce its 

equity ratio significantly from present levels without 

any ill effects on its credit standing," right? 

A Right. 

Q You don't really believe that, do you? 

A Yes, sir, I do believe it. 

Q You believe that the experts are delusional 

and schizophrenic? 

A We talked about this in my deposition, 

Mr. Moyle. And I say the intervenor's position is 

schizophrenic. I don't say the intervenors are 

schizophrenic and I don't say the witnesses are 

schizophrenic. And I say the intervenors are operating 

under a delusion. I do not say any particular 

intervenor or any particular witness. So I think those 

are generic and accurate characterizations. 

Q My understanding of schizophrenia is that it 

changes your mind and your point of view. The 

intervenors haven't changed their mind or point of view 

about the ROE, have they? 

A No, I think if you go to DSM-III my wife 

is a therapist so I know these things if you go to 

the DSM-III -- not because I'm an expert, but I've 

lived with it for 35 years -- if you go to the 

definition of schizophrenia, one of the definitions is 
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• having different perceptions of reality, perceiving 


reality one way, one time, and a different way another 


time, even though those perceptions are inconsistent. 


Q Just a couple more pOints and we'll wrap up. 


You also provide testimony about the ROE adder, 


correct? 


A Yes. 


Q Are you aware that there's increasing 


unemployment in Florida from month to month, June to 


July of this year? 


• 
A Yes, it has gone down signi cantly since the 

11th of 

MR. MOYLE: If we could do yes or no, 

Mr. Chairman. 

COMMISSIONER GRAHAM: Sure. 

THE WITNESS: I think the month-to-month 

variation has been up. 


BY MR. MOYLE: 


Q Okay. To repeat the question, if you could 

just answer yes or no, I don't need an explanation. 

Are you aware that the unemployment rate in Florida 

from June of 2012 to July of 2012, as reported by the 

Bureau of Labor Statistics, has gone up? 

• 

A Yes. 


MR. GUYTON: Asked and answered. 
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• BY MR. MOYLE: 

Q ~l right. Are you aware that the average 

salary of an FPL employee with benefits is more than 

$124,000? 

MR. GUYTON: Objection. That is not in this 

witness's rebuttal testimony and is not 

appropriate cross-examination of s witness. 

• 

COMMISSIONER GRAHAM: Mr. Moyle. 

MR. MOYLE: I'm just asking him if he's aware 

of 

MR. GUYTON: Whether he is or not, it's not 

relevant to his testimony. 

COMMISSIONER GRAHAM: I agree. 

BY MR. MOYLE: 

Q 00 you think this Commission should have a 

concern about sending the wrong message? I understand 

you talk about messages to Wall Street, but you would 

also agree there's an important message to be sent to 

Floridians as well, correct? 

A Yes. 

• 

Q Okay. 00 you have a concern -- and, again, 

you can just give me a yes or no, you don't need to 

tell me why -- but do you have a concern that providing 

an additional $40 million beyond whatever decision is 

made with respect to other matters, that that might 
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send the wrong message to Floridians in this tough 

economic time? 

A No. 

Q Okay. Witness Deason, I'll just represent 

this to you -- this is, again, on the ROE adder -

Witness Deason yesterday said that the ROE adder gave 

FPL an opportunity to put its money where its mouth is. 

Do you understand what putting your money 

where your mouth is means? 

A I do, but I don't recall -- I thought he 

might have been talking in reference to FPSC, not the 

FPL, but that was my memory. I watched his testimony, 

whatever, whatever the record reflects. It's different 

than you represented. 

Q To the extent that he was suggesting that 

this provided FPL the opportunity to put its money 

where its mouth is and there may have been some 

confusion of it but wouldn't you agree that more 

accurately it's an opportunity for ratepayers to put 

their money where FPL's mouth is? 

A No. It's in the ratepayers's interest, I 

believe. 

MR. MOYLE: That's all I have. Thank you. 

CHAIRMAN BRISE: Thank you, Mr. Moyle. 
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• CROSS-EXAMINATION 


BY MR. SUNDBACK: 


Q Good afternoon, Dr. Avera. Let's start with 


your summary of testimony. YoU asserted that, among 


others, investors responded swiftly and negatively to 


the Commission's actions in the 2010 orders. 


Do you recall that? 


A Yes. 


• 


Q Let's look at your rebuttal on page 11, if we 


could. At the bottom of the page, you have a question 


and an answer in there, you reference investors three 


different times. 


Do you see that? 

A Yes. 


Q In your opinion, it's important we get the 


best read on investor sentiment; is that correct? 

A You mean in what regard; how they would 

respond to a capital structure change or how they would 

respond to the ROE? Would you clarify a little me, 

Mr. Sundback. 

• 

Q We want to get the best and most accurate 

understanding of investors' perceptions of risks and 

opportunities in the securities marketplace as we're 

making an assessment on the return on equity that 

should be awarded to FPL; would you agree?
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• A Yes. 

Q Thank you. 

Let's look at page 6, line 11. You use the 

phrase there "the requirements of real-world 

investors." Real-world investors are the source of 

capital, either potentially available to FPL or 

actually invested in that enterprise now, correct? 

A Yes. 

Q And they're the ones we should be concerned 

about when we're thinking about return on equity; is 

that correct? 

• 
A Yes, and changes to the capital structure as 

well. 

Q ~l right. Now, let!s look at page 50 of 

your rebuttal, line 8. You have a quote there, and it 

describes the dominance of institutional investors. 

Do you see that? 

A Yes. 

Q Okay. Do you believe that institutional 

investors remain an important force in the securities 

markets? 

A Yes. 

• 
Q Would you agree the single largest real-world 

investor in NextEra Energy, Inc. common stock is 

Wellington Management, Inc.? 
~------~------~--P-R-E~M-I-E-R--R-E-P~O~~T~I~N~G--------------------~ 

(850) 894-0828 
premier-reporting. com 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

4535 

• 


• 


• 


i 

A I don't know that for a fact. Wellington is 


a large fund group. But I don't have specific 


knowledge. Mr. Dewhurst would. 


Q You didn't investigate that before filing 


your testimony; is that correct? 


A No. This is a quote from Mr. Moran. 

Q The answer to my question is no, you did not 


investigate that before filing your testimony; is that 


correct? 


A That is correct. 

Q Could you tell us who any of the five largest 


investors in NextEra Energy, Inc. are in terms of 


common stock? If you don't know, that's a fair 


A I did look for the last case, I think 


Fidelity was up there. And a lot of the stock is held 


in street names so you have somebody like Fidelity but 


you don't know who the actual beneficial owner is, 


whether it's a 401-K or an individual or an 


institution. 


Q Are you speculating or have you actually 


investigated this issue with r~qard to sources of data? 


A I've investigated with regards to sources of 


data, not specific to FPL or NextEra. 


Q Actually, this information is publicly 
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A Yes. 

Q Okay. If memory serves, we had discussed in 

your direct cross-examination that you testified 

roughly in 300 cases, usually about cost of capital 

issues? 

A Yes. But I went back and checked; make that 

almost 400. 

Q Congratulations, sir. 

From time to time, you refer to and rely upon 

data from Yahoo Finance; is that correct? 

A Yes. 

Q Okay. And you realize that investors tend to 

look at that information from time to time as well? 

A Yes. 

Q Okay. You would agree that Yahoo Finance 

provides data that's specific to individual companies, 

right? 

A Yes, they are generally a processor of data 

that they get from other sources. But when you're on 

Yahoo , you can access lots of specific to 

a company. 

Q And one type of data that's available there 

is a listing of the major direct holders and 

institutional holders of common stock of an issuer; is 

that correct? 
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• A To the extent that it is known I believe 

it is the case that the filings the companies make, 

investment companies make to the SEC don't 

differentiate the ultimate owner of the security. They 

different how much of that security is held in 

their name. 

Q Well, let's investig.te that in a little more 

detail. 

MR. SUNDBACK: Mr. Chairman, if we could ask 

to have marked a document with the next available 

exhibit number, if that's 619. 

• 
COMMISSIONER GRAHAM: It is 619. 

(Exhibit No. 619 was marked for 

identification. ) 

MR. SUNDBACK: Thank you, sir. 

BY MR. SUNDBACK: 

Q Sir, do you have a copy of this document? 

A Yes. 

Q Okay. Does this look like what's available 

on Yahoo Finance based upon your experience? 

A Yes. 

• 
Q And you'll see a little below halfway down 

the page, the top institutional holder for NextEra 

Energy in this list is Wellington Management Company, 

right? 
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A Yes. 

Q Okay. NOW, you'll see this report is 

dated where is the date -- August 28th, 2012 in the 

upper right-hand corner. Do you see that? 

A Yes. 

Q And that shows Wellington Holding about 

20 million shares, right? 

A Right, as was reported in July 29th, 2012. 

Q Okay. NOW, the materials you generally rely 

upon, for instance, for DCF calculations, are derived 

from Value Line, Moody's, and S&P, right? 

A No. 

Q Don't you use, for instance, Value Line 

information in compiling your universe of DCF 

candidates? 

A That is correct. But I think your question 

was DCF information. The inputs to the DCF do not come 

from Standard & Poor's and Moody's. 

Q Fair enough. But you rely on information 

that's contained in reports from Value Line, Moody's, 

and S&P, right? 

A We rely on bond ratihgs to choose a set of 

comparable risk companies in the view of S&p and Value 

Line. I don't think we used Moody's as a criteria in 

this case. 
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Q Well, for instance, if you look at your 

Exhibit WEA-28 , you have what's listed as Footnote E to 

indicate you used Value Line data for a column in that 

exhibit, right? 

A Yes. 

Q Okay. And these data are derived in turn 


from, in large part, filings with the SEC; is that 


correct? 


A Some is. The actual input that we use are 

some of the proprietary estimates that Value Line 

generates itself. Its sta~stical information on the 

company, its book value, its past earnings are from SEC 

reports. But there's more on a Value Line sheet than 

what is derived from the SEC. 

Q And we'll get to some of that, sir. But 


certainly Value Line relies upon data taken from SEC 


filings, at least in part; isn't that right? 


A Yes. 

Q Okay. And in large part, that's because of 

the significant sanctions that are associated with 

misreporting data to the SEC and investors for publicly 

traded companies? 

A Yes. 


Q Okay. Now, an outfit like Wellington 


Management Company has to file disclosure statements 
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with the SEC; is that not correct? 

A Yes, under the Investment Advisers Act of 


1940. 


Q Okay. Have you ever reviewed those? 

A For Wellington specifically, no. I've 


reviewed them other companies in the context of 


civil litigation, but not wellington. 


Q Okay. But you're familiar with those types 

of filings generally? 

A Yes, s 

MR. SUNDBACK: Okay. Mr. Chairman, we 

could have marked with the appropriate exh 

numbers two more documents. 

COMMISSIONER GRAHAM: Sure. Just let me know 

which one you want for 620 and which for 621. 

MR. SUNDBACK: The first is a December 31st, 

2009 from Wellington Management's SEC 

filing. And we could have that as 620. Is 

that the lowest number, Mr. Chairman? 

COMMISSIONER GRAHAM: Yes. 

MR. SUNDBACK: And the second is another 

Wellington f ing. And in that case, we would ask 

that that assigned 621. 

COMMISSIONER GRAHAM: As soon as I get a 

copy, I can mark it appropriately.
~----~~~~~~~~P~R~E~M~I~E~R~R~E~P~O~R~T~I~N~G--~----------------~ 

(850) 894-0828 
premier-reporting. com 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

4541 

• 


• 


• 


MR. HARRIS: The pages appear identical. At 

the very last line of the documents thing, one is 

dated 2009 and one is dated 2010. 

MR. SUNDBACK: That's correct. 

BY MR. SUNDBACK: 

Q Would you let us know1 please, once you've 

received those and had a chance to look at it. 

MR. WRIGHT: Mr. Chairman. 


COMMISSIONER GRAHAM: Yes. 


MR. WRIGHT: Just for clarification, is the 


one 2009 to be 621 and 2010 622? 

COMMISSIONER GRAHAM: Actual , I was just 

going to ask that question. But's 620 and 621. 

MR. SUNDBACK: Right. 

COMMISSIONER GRAHAM: And do you want the '09 

to be 620, Mr. Sundback? 

MR. SUNDBACK: I'm sorry, Mr. Chairman, I was 

distracted. Could I ask you to repeat that. 

COMMISSIONER GRAHAM: If you would tell me 

which one you want to be 620 and which 621. 

MR. SUNDBACK: Just logi ly, perhaps 620 

could be assigned to the 2009 report and 621 to 

the 2010 report. 

COMMISSIONER GRAHAM: All right. Sounds 

good. 
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Mr. Wright, did you get that? 

MR. WRIGHT: I did. Thank you, Mr. Chairman. 

(Exhibit Nos. 620 and 621 were marked for 

identification.) 

MR. SUNDBACK: Mr. Chairman, I understand 

that maybe some of the s that were 

stributed only have two copies of the 2009 

report, so if we could the assistance of 

staff to make more copies of the 2010, we would 

move on and come back to s. I apologize. 

COMMISSIONER GRAHAM: Okay. Are you going to 

come back to both of them later? 

MR. SUNDBACK: Yes, Mr. Chairman, if we 

could. 

COMMISSIONER GRAHAM: Okay. 

BY MR. SUNDBACK: 

Q ~l right. Let's look for the time being at 

page 12 of your rebuttal testimony, lines 3 through 5, 

please. 

A 	 I'm there. 

MR. SUNDBACK: All right, Mr. Chairman, I 

apologize, apparently was a snafu in the 

distribution, and indeed $verybody does have the 

two thousand -- let me ask s: Do each of the 

Commissioners have a copy of the 2009 and the 2010 
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• reports? And once again, you can tell the 


difference by the last line under the "Documents" 


label on the cover page, one refers to 


August 27th, 2010 and one refers to March 31st, 


2010. 


COMMISSIONER GRAHAM: We do have a copy of 


COMMISSIONER BROWN: I don't. 


COMMISSIONER GRAHAM: You don't have a 


2010 	-- the very last 1 , 2010 and 2009? 

COMMISSIONER BROWN: No. 

COMMISSIONER BALBIS: Mr. Chairman, I have 

• 

both of them. 


COMMISSIONER GRAHAM: needs the 2010. 


That's the big thick one. 

MR. GUYTON: Counselor, I think you may have 

misspoke. Did you say August instead of December 

of 2009? 

MR. SUNDBACK: The easiest way for me to keep 

track of this, Mr. Chairman, is to go to the 

second page of the exhibit, and halfway down the 

page there is a line labeled "Signature, Place, 

and Date of Signing," and the next line there's a 

signature of a Mr. Toner and a date. 

• 
COMMISSIONER GRAHAM: Yes. 

MR. SUNDBACK: The d$te for one is 
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• February 12th, 2010, the date on the other 

May 17th, 2010. If we have those two different 

documents, then we can proceed. 

COMMISSIONER GRAHAM: We can proceed. 

MR. SUNDBACK: Okay. I really apologize for 

that. 


BY MR. SUNDBACK: 


• 

Q Okay. If we look at the report dated 

February 12th, 2010, you'll see at the bottom of the 

page in the -- it looks like fourth and fifth columns, 

there's a column labeled "Value Times 1000," and next 

to that is "Shares Divided PRN.AMT." 

Do you see that? 

A Yes. 

Q Okay. And is it your understanding that 

those columns represent the dollar value of the 

holdings of this enterprise an~ the shares that are 

held? 

A Yes. 

Q Okay. If you go to the next page, please, 

you'll see towards the bottom four different lines for 

FPL Group, Inc.? 

• 
A Yes. 

Q Would you accept, subject to check, that the 

value of those lines added up is about 775 million? 
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A Yes. 

Q And would you accept, subject to check, that 

the total shares are about 14 and a half million? 

A Yes. 

Q Okay. Let's look at the next report, which 

has been marked 621. You'll see at the bottom of the 

page again the same captions on the columns, "Value 

Times 1,000" and "Shares." 

Do you see that? 

A Yes. 

Q Okay. If you turn tQ the next page, you'll 

see at the very bottom of the page two lines for FPL. 

And then if you turn to the last page of this document, 

you'll see at the top of the page two more lines for 

FPL. 

Do you see that? 

A Yes. 

Q Would you accept, subject to check, that if 

we added the dollar values for FPL at this point, it 

would be $950 million? 

A Yes, I'm trying to figure out why there are 

entries for the same stock with the same 

CUSIP. Does that mean different owners? 

Q Do you think it could be related to different 

funds? 
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• A ferent - 

Q Funds or ownership interests under the 


Wellington organization? 


A It could be, or I think more likely it's 


different of beneficial owners. 


Q Okay. But you would agree, subject to check, 


that the total is about 950 million, right? 


A Yes. 


Q And you would agree, subject to check, that 


that's about 19,300,000 shares total, right? 


• 
A Yes. 

Q Okay. So over this period of time, the share 

ownership has increased by about 175 million; is that 

right? 

A If that's the arithm~tic Mr. Sundback. 

Q Okay. Now, I would just ask you to look back 

to the second page of both of these. And you'll recall 

we talked briefly about the dates that were shown in 

the middle of the page there? 

A Yes. 

Q Do you understand that the signature of 

Mr. Toner is an attestation for purposes of filing 

withing the SEC? 

• 
A Yes. Now, I will notice that Wellington 

appears on your Yahoo page twice as a mutual fund 
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holder and an institutional holder, so I don't know 


which this is. 


Q Okay. And would you agree that the signatory 

is certifying of the correctness of the information to 

the SEC under this filing? 

A Yes. 

Q Okay. Now, if we could distribute and have 

marked another document. 

MR. 	 SUNDBACK: And if memory serves, we're at 

622, 	 Mr. Chairman? 

COMMISSIONER GRAHAM: That is correct. 

MR. SUNDBACK: And this constitutes a 

of press releases, if we could. 


(Exhibit No. 622 was marked for 


identification.) 


BY MR. SUNDBACK: 


Q I guess while we're waiting for that to be 

distributed, if you went back and looked at 620 and 

621, you'll see at the top that they are for quarters 

ending respectively December 31, 2009 and March 31, 

2010, do you not? 

A Yes. 

Q You have no reason to dispute the accuracy of 

that information; is that correct? 

A 	 No, I do not. 
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Q Thank you. 

All right. Do you have a copy of what's been 

designated Exhibit 622? 

A 622, the news release? 


Q Yes. 


A Yes, I have it. 


Q Okay. Now, on page 12 of your rebuttal 


testimony, lines 3 through 5, you identify what you 


claim are negative impacts and harms, right? 


A Yes. 

Q Okay. And one of the harms you claim that 

occurred was that the previous Commission order, the 

first 2010 order, was that FPL was unable to issue debt 

on reasonable terms even with its A-minus rating from 

S&P, right? 

A Yes. 

Q Okay. Now, these press releases, why don't 

you take a look at the first one. You'll see that 

appears to be a 30-year debt issuance at 5.699 percent? 

A I see that. Let's see, the date of the issue 

is February 3rd, which I lieve is before the 

downgrade. 

Q Okay. But it was after the Commission's vote 

on the what's referred to as the 2010 presettlement 

order, is it not? 
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A Yes. But at that time, FPL had been put on 

credit watch, but it hadn't actually been downgraded. 

The S&P downgrade was March 11th, 2010. Moody's 

downgrade was April 9th of 2010. 

Q Okay. Well, let's turn the page, Dr. Avera. 

You'll see the next press release is dated May 13th, 

2010, right? 

A Yes. 

Q And that represents an issuance of 

250 million at 2.5 percent, right? 

A Yes. 

Q Okay. Now, admittedly, that's a shorter term 

issuance than the one we were just looking at, right? 

A It is. And therefore you avoid some of the 

negative impact of a lower bond rating. 

Q Uh-huh. On the other hand, it's after both 

of the dates of the downgrades you just provided to us, 

right? 

A Yes. And we talked about this in my 

deposition, and I believe you talked with Mr. Dewhurst 

about this. 

Q Thank you. 

And if you turn to the next page, you'll see 

an August 7th press release showing that debt was 

issued at 2.607 percent in the face amount of 
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$400 million, right? 

MR. GUYTON: Could we specify who the entity 

was? 

MR. SUNDBACK: Mr. Chairman, the document 

speaks for itself. If Mr. Avera has dif culty 

reading or deciphering the document, I'm sure he 

can make that point without being prompted by his 

counsel. 

COMMISSIONER GRAHAM: Let's just for the 

record go ahead and put it on there. 

MR. SUNDBACK: For the record, this issuance 

was by the FPL Group Capital, Inc., the issuer. 

COMMISSIONER GRAHAM: Thank you. 

BY MR. SUNDBACK: 

Q ~l right. You have no reason to doubt the 

accuracy of the information contained in these press 

releases, right? 

A That's correct. That would have been after 

the settlement was announced on August 10th. 

Q But before it was approved by the Commission; 

isn't that correct? 

A Yes. 

Q Okay. Very good. 

Now, a significant part of your testimony, 

your rebuttal testimony, is described -- is devoted to 
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describing what you believe to be the shortcomings of 

other witnesses' proposals coneerning computation of 

DCF results, right? 

A As well as their other methods, yes. 

Q And you devote something like 20 pages just 

to the opposing witnesses' treatment of growth rates, 

right? 

A Yes. 

Q And for our discussion today, can we 

shorthand, just as you did, I think, in your opening 

statement, witnesses who take positions adverse to your 

ROE position as capital 0, Opposing, capital W, 

Witnesses? 

A Yes. 


Q Great. 


NOW, notwithstanding the fact that you have 

some differences of opinion with those witnesses about 

growth rates, growth rates are only one component of 

the DCF calculation, right? 

A Yes. 

Q Okay. So would you agree that it's far from 

the most important component? 

A Far from the most important? 


Q Yes. It's just one component? 


A No. It is the most important and 
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• controversial, generally. 

Q Well, wouldn't you agree that even if the 

growth rate is off just a few basis points, that 

shouldn't disqualify the DCF result? 

A Well, if it's off by a few basis points, your 

DCF estimate is off by a few basis points. And basis 

points here and there start adding up to real money. 

• 

Q So maybe we can go at this a different way. 

You think that just proportionally devoting this much 

attention and this much time to your dispute about the 

proper growth rates taken from analyst projections is 

an appropriate use of time and effort on your part? 

A Yes. And I think the other opposing 

witnesses devoted an equal percentage of their 

testimony to this very important determination. 

Q Okay. Well, let's -- just to move this 

along, let's look at your rebuttal page 38, lines 11 

through 17 and see if this is an accurate 

understanding. I'm getting worn out and maybe I 

haven't gotten the gist of it. 

• 

But you are there describing what you believe 

to be, and you characterize, a$ illogical, low-end 

values, and that's regarding amalyst growth rates that 

were utilized by, in this instance, Mr. Gorman and 

Mr. Baudino, right? 
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• A Would you remind me the line numbers, please, 

Mr. Sundback. 

Q I'm sorry. Page 38, lines 11 through 17 you 

have a Q and A there. 

A Yes. 

Q Okay. And so what you're proposing to do 

verbally there is exclude those low-end, illogical 

values, and you're describing you're going to go 

recompute DCF results as a consequence, right? 

A Yes, I was going to use the FERC method that 

Dr. Woolridge used in his FERC testimony. 

• 
Q And you do that in y~ur Exhibits WEA-23 and 

24, right? 

A Yes. 

Q And by doing that, you're correcting for the 

impact of these, according to you, illogical and 

low-end values, right? 

A Yes. 

Q Okay. Let's just take a quick look at WEA-24 

which involves Mr. Baudino. If you could look at that. 

A Yes. 

• 
Q Okay. And judging by footnotes A and B, you 

believe the data there are the illogical, low -- some 

of the data there are the illogical, low-end growth 

rates that you referenced in your testimony, right? 
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A That Mr. Baudino actually used. These are 

his numbers. 

Q For right now I would just like to focus 

well, that's fine. But can you help me understand how 

this exhibit works just a little bit more. 

Let's look at the second line under "Value 

Line," so it's the third column. And you've got a -

there's a negative 2.7 there? 

A Yes. 

Q Do you see that? 

Okay. And then because you characterized 

that or believe it to be an illogical, low-end value, 

when it comes time to actually compute the full DCF -

or as you're going through the PCF valuation, you then 

exclude that in the third to last column under "Value 

Line" for line 2 as well, right? 

A Yes. 

Q Okay. And, in fact, that's what those 

highlighted boxes are showing us on that exhibit is 

where you're -- let's call it strike thing growth 

estimates because they didn't make the cut? 

A That's right. It wouldn't have been accepted 

by FERC and it isn't acceptable by me. 

Q Okay. And just to get a ballpark sense here, 

the values that you're striking look like they're more 
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• or less at 3 percent or below with the exception of PGE 

on line 8 which has 2.9 percent. Is that a fair kind 

of handle? 

A Well, the criteria is 7 percent, I believe. 

Anything below 7 percent does not give you a margin 

over observable debt costs; therefore, they're 

illogical. 

Q But you haven't actually struck all of the 

values in that case, have you? 

• 
A No, I didn't strike the values that were 

above 7 percent like Portland General Electric's Value 

Line, DTE's Value Line. 

Q Okay. ~l right. But just to make sure I 

understand how you're computing this then, when we go 

over to the third from the right column for Value Line 

again, so we're just tracking the Value Line results, 

you've got an average at the bQttom, the 9.19. 

Do you see that? 

A Yes. 

Q Okay. And that's computed by excluding the 

values that are in those highlighted boxes, right? 

A Well, the 933 excludes those highlighted 

• 

boxes. 


Q I'm sorry. 


A Then we have a range for all of them. 
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Q Okay. But the ranges in the bold type at the 

bottom of the page are also derived by excluding the 

values that are shown in those highlighted boxes; is 

that not correct? 

A That is correct, for each of the three 


methods 


Q Okay. Thank you. Thank you. 


Now, just to recap the bidding then on this 

exhibit, you excluded under the Value Line column, the 

value on line 2, the negative 2.7, the value on line 5, 

the 3 percent, and the value o~ line 9 for SCANA of 

1.39 	percent, right? 

A Well, you're referring to the growth rates. 

Q I'm sorry. With that clarification, would 

you agree? 

A Yes, because they produced illogical DCF 

estimates. 

Q Okay. Thank you for the clarification on the 

growth rates. I appreciate that. 

Would you agree that the exclusion of the 

boxed highlighted data, for instance, under the Value 

Line column, third from the right on that page, tended 

to, as a result, produce a higher average midpoint 

and well, mean and midpoint? 

A 	 Yes. 
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Q I'm sorry, mean and median? 


A Yes, it did that. 


Q Okay. Would you accept, subject to check, 


that, in fact, if we looked over at the line -- I'm 

sorry at the column under "Value Line" for just the 

growth rates, which is the one that has the "B" above 

it 

A Yes. 

Q that excluding th~se three numbers we just 

talked about produces an averaqe of about 5.22 percent? 

A In terms of the growth rate? 


Q Yes, sir. 


A I don't know does or not. My 


exclusions were based on the DeF, not the growth rates. 

Q Okay. But would you agree -- we don't 

actually see an average in that column computed -- and 

I understand your point on that -- but would you agree 

that by excluding -- would you accept, subject to 

check, that by excluding these three numbers from the 

Value Line column, it produced in essence an average of 

5.22? 

A Well, I can't agree or disagree, but I don't 

think we ought to slow down. If that's what your 

arithmetic says, I'll accept it as a hypothetical. 

Q Okay. Now, let's look at your rebuttal 
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again, page 7, lines 11 through 18. And there you're 

outlining in bullet point fashion what you believe to 

be some of the shortcomings of the opposing witnesses, 

are you not? 

A Yes. 

Q And you criticize the, what you characterize 

as errors and omissions that affect outcomes that they 

engaged in; is that correct? 

A Yes. 


Q And that was an application of the DCF 


formula, right? 


A Yes. 

Q And implicit in your criticism is the notion 

that when we deal with data, we need to be pretty 

careful, right? 

A That is correct. I think that's good 

research design is to eliminate spurious observations. 

Q Well, it's not just spurious observations, is 

it; it's generally being careful with data? 

A Well, being careful. But one of the 

characteristics of care is to eliminate those 

observations that are illogical or likely to not have 

valuable information. 

Q Okay. Let's look at page 29 of your 

rebuttal, lines 12 through 14. There you criticize the 
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opposing witnesses because they fail to test the 

reasonableness of model inputs. 

Is that a reference to, for instance, the use 

of negative growth data? 

A That is one characteristic of failing to 


test. I think I also criticized the risk premium, 


market risk premiums that Dr. Woolridge used. 


Q Fair enough. Fair e~ough. 

But certainly within that language on that 


page, you do reference or you're intending to target, 


among other things, the use of negative growth rates? 


A That's true. But the real test of a growth 

rate is what it produces in a DCF. That's the test 

that the FERC uses and it's the test that I use, not 

the -- because you can't evaluate the growth rate in 

isolation and 

Q Dr. Avera, we're going to get there. Please 

trust me, we're going to get there. But if you can 

just focus on my question, we might get out of here 

before 2014. 

A Yes, sir. 


Q Thank you. 


You would agree with me that the care with 


which a witness's testimony is prepared should 


influence the weight it is given, wouldn't you? 
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• 	 A Yes. 

COMMISSIONER GRAHAM: Mr. Sundback, can you 

pull 	that microphone down a little bit. 

MR. SUNDBACK: I'm sorry. 

COMMISSIONER GRAHAM: You tend to come in and 

out as you turn your head back and forth to the 

witness. 

MR. SUNDBACK: Well, that might be a good 

thing from your perspective, I don't know. 

BY MR. SUNDBACK: 

• 
Q You would agree sitting here today that you 

couldn't identify one part of your rebuttal test~ony 

that you prepare with greater care or effort than 

another, could you? 

A 	 No. 

Q Okay. Let's go back to your Exhibit WEA-24 , 

if we could, where we were looking at the Value Line 

column. 

A 	 Yes. 

Q 	 Do you have that? 

A 	 Yes. 

• 

Q Okay. Let's start with this Footnote B. 


This Footnote B is a rate acrO$S the top of those three 


columns in the middle of the page, right? 


A 	 Yes. 
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• Q And Footnote B is intended to alert us that 


you believe the data came from iExhibit REB-4, right? 


A Yes. 


Q Mr. Baudino didn't change his middle name 


because he's been placed in the witness protection 


program or anything, did he? 


A No. Mr. Baudino - 

Q So his exhibit is actually RAB-4, right? 


A For B, yes. 


Q For B. And his exhibit for A would be RAB-3, 


right? 


• 

A Yes. 


Q Okay. All right. Now, do you have a copy of 


Exhibit RAB-4 handy? 

A No, I don't. There's one in the room. 

MR. SUNDBACK: We'll be happy to distribute 

copies, Mr. Chairman. Because this has been 

marked before, I don't think we need to assign it 

a number. It's just for ease of reference for 

everybody in the room. 

COMMISSIONER GRAHAM: Sounds good. 

MR. SUNDBACK: Thank you. 

BY MR. SUNDBACK: 

• 
Q Now, when you get this, Dr. Avera, you'll see 

after the cover page the first page is a reproduction 
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of your Exhibit WEA-24. Do you see that? 

A Yes. 


Q And does that look like your exhibit again? 


A Yes, does. 


Q Okay. Let's look at the next page. Do you 


recognize that as Mr. Baudino'$ Exhibit RAD-4? 

A Yes. 

Q Okay. Let's look at line 1 of your exhibit, 

the second page. And if you look just at the first 

growth rate for Alliant, the third column under V-Line 

under the B, you attribute a Value Line growth rate of 

6.4 percent to Mr. Baudino, do you not? 

A Yes. 

Q Okay. If we look at Mr. Baudino's Exhibit 

RAB-4, we see under the second column, the column -

I'm sorry, the column with the Arabic 2 at the top, a 

6 percent figure, do we not? 

A Yes. 

Q Okay. Where in the world did you get the 

6.4 percent figure that you have erroneously attributed 

to Mr. Baudino in your Exhibit WEA-24? 

A I don't know. 

Q That's just wrong, isn't it? That number is 

wrong? 

Maybe we could speed this up. Would you 
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agree that none of the figures that are reproduced in 

your Exhibit WEA-24 under the Value Line column under 

"B" which you've attributed to Mr. Baudino actually 

comes from Mr. Baudino's Exhibit RAS-4? 

Not a one of them matches, does it? 

A I haven't checked them all, but there is a 

difference, and 's very disturbing to me. 


Q Have you checked any of them? 


A Yes. 


Q Did you check this exhibit before it was 


filed? 

A Yes. 

Q And is this typical of the care with which 


you prepare your evidence? 


A I hope not. I'm sorry I made a mistake. 

Q Well, let's keep going. Let's keep going. 

Let's look at the Zacks column in your WEA-24. Can we? 

That's the third column of data under the caption "B" 

again. 

Would you agree none of those numbers match 

what's shown in Exhibit RAS-4 under the column headed 

"Arabic 4 for Zacks"? 

A Yes. 

Q Let's look at the column you have captioned 

"Thompson" under the note "B" again, which you 
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• attribute to Mr. Baudino. And if you compare that to 

what Mr. Baudino reproduced in the far right-hand 

column of his Exhibit RAB-4, you have gotten exactly 

one of the numbers correct, the number for I believe 

is it SCANA; is that right? 

A Yes. 

Q So you've gotten one.out of 36 growth rate 

estimates correct 

A Yes. 

Q -- in your Exhibit WEA-30 -- 24? 

A That is correct. I'm sorry. 

• 
Q Okay. Now, when you were criticizing 

Mr. Baudino, did you go back and actually look at the 

underlying reports of these services? 

A No. 


Q Well, why don't we 


A Some are the same. 


Q Why don't we do that. 

A Eight of his companies are the same as my 

companies. 

Q Why don't we do that and see what we find. 

Would you recognize these reports if you saw them? 

A Yes. 

• 

Q All right, sir. 


MR. SUNDBACK: Mr. Chairman, could we have 
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marked with the next identification numbers 

excerpts from Mr. Baudino's work papers. 

COMMISSIONER GRAHAM: We'll call this 623. 

(Exhibit No. 623 was marked for 

identification.) 

BY MR. SUNDBACK: 

Q Do you have a copy o~ what's been marked as 

623, sir? 

A Yes, I do. 

Q Let's look at the -- let's turn the page, the 

cover page. The second and third pages represent a 

printout of information that's a summary of data that 

is sometimes characterized as Thompson Financial Data, 

is it not? 

A Yes. 


Q If you look at the third page, first line, 


you'll see in the first number on that page a 


6.3 percent, right? 

A Which page are we on, Mr. Sundback? 


Q I'm sorry, the third page of what's been 


marked as Exhibit 623. 


A 6.3. 

Q Right. And that matches the Thompson 

Financial Data that's reported in Mr. Baudino's RAB-4 

on the first line for Alliant under the column Thompson 
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• Financial, does it not? 


A Yes. 


Q Let's look at the next page. Do you 


recognize that as a Zack's report? 


A Yes. 


Q Do you see in the left-hand side of the data 


at the top of the page, I think it's the fifth or sixth 


line down, "Expected Earnings Growth" of 6.15 percent? 


A Yes. 


Q That ties to the 6.15 percent in 


Mr. Baudino's Exhibit RAS-4 for Alliant on line 1 under 


• 
column Arabic 4, correct? 

A Yes. 

Q Let's look at the last page. Do you 

recognize this as a Value Line report? 

A Yes. 

Q If you look on the left-hand side of that 

page, about 40 percent of the way from the bottom, 

you'll see a table that says, "Annual Rates," do you 

not? 

A Yes. 

Q And on the line in tbat little box labeled 

"Earnings," you'll see a 6 percent, do you not? 

• 
A Yes. 

Q And that ties to the 6 percent in Exhibit 
~----~~-----------P-R-E-M-I~E~R--R-E-P-O~R~TI~N-G-----------------------

(850) 894-0828 
premier-reporting. com 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

4567 

• 


• 


• 


RA8-4 under column 2, does it not? 

A Yes. 


Q Okay. Thank you. 


Let's look at your Exhibit WEA-23. There you 

purport to do the same thing with data you purport to 

have taken from Mr. Gorman that you did in WEA-24 with 

data you purported to take from Mr. Baudino; is that 

correct? 

A Yes. 


Q All right. 


MR. SUNDBACK: Mr. Chairman, could we have 

distributed a compilation of documents already in 

the records, so it need not be marked with another 

exhibit number, but it consists of a replication 

of Exhibit WEA-23 and Exhibit MPG-4, which is 

Mr. Gorman's exhibit. 

COMMISSIONER GRAHAM: Just when you're 

referring to it, if you could tell which exhibit 

number it is so we have it for the record. 

MR. SUNDBACK: The hearing exhibit number? 

COMMISSIONER GRAHAM: No. As you're -- you 

know, for example, the first one is WEA-23. 

MR. SUNDBACK: Twenty-three. And the 

second I'm sorry, the third page is Exhibit 

MPG-4. 
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COMMISSIONER GRAHAM: No, but when you ask 

him questions, just make sure you refer back to 

it. 

MR. SUNDBACK: Thank you. I appreciate 

I'm running out of steam very rapidly. 

COMMISSIONER GRAHAM: You're doing f 

Thank you. 

MR. SUNDBACK: Thank you, sir. 

BY MR. SUNDBACK: 

Q Do you have that before you, sir? 

A Yes. 

Q ~l right. And if we look at that exhibit, 

we also see, much like WEA-23, that you tribute in the 

middle of the page in columns headed with the Note B, 

growth data to Exhibit MPG-4, right? 

A Yes. 

Q All right. NOW, let's start with the growth 

data that's attributed to ConEd, second line. Under 

the SNL column, you'll see, again, it's negative 

2.7 percent, right? 

A Yes. 

Q And once again, just as was the case with 

your Exhibit WEA-24, you carryover to the calculation 

of the cost of equity, exclusions from the growth -

2 5 L-_t;;;..h;.;.a.;;;;t~~y;.;.o;.;.u;.;.;.;.h;;.;;a.;..v...;e;;.....;;ma,;.;.;;;.d.;;;;e~be~..;;;c~a;...u....;s...;e~t~h~e~.9:;lr......o~wt~_h_r...;a...;t...;e_da_t_a_1._·_n-=.y_o_u_r_....I 
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opinion doesn't qualify? 

A That is correct, it gives illogical DCF 

estimates. 

Q Okay. The data you have shown on WEA-23 

produces illogical growth estimates, right? 

A Yes. 

Q Okay. Now, would you agree that in what's 

actually designated as MPG-4, Mr. Gorman shows a 

3.6 percent growth rate for ConEd under the SNL column? 

A Yes. 

Q Just to kind of move things along, would you 

admit that aside from the numbers for Alliant and OGE, 

every one of the growth numbers that you attribute to 

Mr. Gorman under the SNL column is wrong? 

A Well, there's a mystery here because some of 

the same -- some of these are the same as Mr. Baudino. 

Q I'm sorry. Some of these are the same 

numbers you attributed to Baudinoi isn't that right? 

A No, I think some of them are the ones in 

RAB-4. 

Q Well, are you contending that these data are 

correct? 

A No. I made a mistake. I'm trying to figure 

out what I did wrong such that I would have these 

25~_n~u~m~b~e_r~s~r~e~v_e~r~s~e~d__ __ __ __ __ ~l_l~·k~e~~t~h~i_S~.~~B~u~t~o~n~e t_h i_n~g t_h_a_t m_a~y______ 
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have happened is since the proxy groups are 

approximately the same -- there is a great deal of 

overlap in all of the proxy grqups -- that we started 

with a spreadsheet from one witness and didn't change 

it for the other. 

Q Well, as we just have reviewed, for instance, 

the underlying data for -- well, let's follow up on 

that, Or. Avera. 

MR. SUNDBACK: We should identi this one, 

Mr. Chairman, with an exhibit number because I 

don't know that this is the record. So if our 

note taking is correct, it would be 624. 

COMMISSIONER GRAHAM: That is correct. 

MR. SUNDBACK: Thank you. 

(Exhibit No. 624 was marked for 

identification.) 

BY MR. SUNDBACK: 

Q Okay. Mr. Gorman, do you have a copy of 

what's been marked as hearing $xhibit 624? 

A Was that addressed to me? I think you said, 

"Mr. Gorman." 

Q I'm sorry, Or. Avera; Yes. 00 you have a 

copy? 

A Yes, I have it. 

Q Okay. And if you would turn to the second 
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• 1 page, you'll see this is an SNL publication? 

2 A Yes. 

3 Q And if you look in the upper right-hand 

4 corner, you'll see a growth rate of 3.6 percent? 

5 A Yes. 

6 Q That certainly doesn't correspond to the 

7 negative 2.7 percent that you ~eplicate in Exhibit 

8 WEA-23 for SNL's estimate for OonEd, does it? 

9 A No, it doesn't. 

10 Q It ties to Mr. Gorman I s MPG-4 estimate though 

11 for ConEd under "SNL," does it .not? 

• 
12 A Yes. 

13 Q You didn't bother to look at the work papers 

14 of either of these witnesses e~en though you were 

15 criticizing their work and their growth estimates, did 

16 you? 

17 A Well, we got the wor~ papers in electronic 

18 form, and that's what we used to redo their analysis. 

19 And I would want to go back and see if there's a 

20 deviation between the electronic form and what was 

21 printed out. 

22 Q Dr. Avera, do you know -- did you bother to 

23 review the work papers to determine that these reports 

• 
24 were included in Mr. Gorman's work papers that you 

25 could have referenced? 
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A Yes, I knew they were there. 

Q Okay. All right. JUst to move the ball 

along here, the computations basically in WEA-23 were 

done in the same fashion as WEA-24 so that when there 

was what you would characteriz$ as an illogically low 

growth rate, you dropped that ~ut of the computation 

under the "Cost of Equity" col\Ulllls on the right-hand 

side of the exhibit; is that c~rrect? 

A Yes. 

Q And you would agree again that by dropping 


those out, the averages, the mean and the median 


increased, all other things being equal, right? 


A Yes. 

Q Okay. Looking at, for instance, the column 

labeled "SNL" under "Growth Rates" under the heading 

"B," there you have eliminated three growth rates, the 

growth rate on line 2, negativ~ 2.7 percent, the growth 

rate on 5 for NextEra Energy, and the growth rate on 9 

for Sempra, right? 

A Yes. 

Q Would you accept, suijject to check, that once 

you've eliminated those, the average growth rate that 

remains is 5.4 percent? 

A If you've calculated it, I can accept it as a 

hypothetical. 
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• Q Thank you. 

If you would turn to Mr. Gorman's MPG-4 

• 


again. 

A Yes. 

Q Under the column SNL in the middle of the 

page, he's computed an average of 4.92 percent, right? 

A Yes. 

Q Okay. So you've gotten another 50 basis 

points of growth, if you will, by eliminating these 

three data points, right? 

A Yes. 

Q Okay. Let's just take a quick look at the 

column labeled "Reuters" in WEA-23, notwithstanding the 

note above it, the "B" note, tl1.e data on lines 2 

through 13 did not in fact come from MPG-4, did they? 

A They didn't come from the hard copy. I'm 

still perplexed because we wor~ed off of the electronic 

copy that was supplied to us. 

I will get to the bo~tom of this, but as I 

sit here, I can't tell you how it happened. It is 

perplexing. I mean, the numbe~s are in the same 

neighborhood, but they're not ~- clearly not the same. 

Q Well, if you look at 'the numbers that you've 

i 

• 
dropped out under the Reuters column and compare those 

to the numbers in MPG-4, you w~uld agree that the 
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numbers in MPG-4 for the course, -- for those companies 

are not illogically, low-end g~wth rates? 

A Well, you can't eval~ate a growth rate 

outside of the effect it has and when you use it in the 

DCF. 

So you can't say to us now that if 

Mr. Gorman's data that were reflected in MPG-4 were 

actually used in this calculat~on, that it would have 

caused you to conclude that th~y should be dropped out 

because they are illogical, low-end values? 

A No. I can look at the numbers, and you can 

see that some would not have produced a DCF that's 

above bond yields by 100 basis points. 

Would you agree that if you calculated the 

average in the column labeled "Reuters" under the 

caption liB" in your Exhibit WEA-23 and excluded the 

three values we've been discus$ing that you eliminated 

on line 2, line 5, and line 9, ,you would end up again 

with a growth rate average of about 5.4 percent? 

A Yes. And Mr. Gorman,-- we're talking Reuters 

now right? 

(Nodding head affirmatively.) 

A If we look at MPG, it's 5.3. So what that 

tells me is even though the numbers are different in 

order of magnitude, they're al*ost the same. 
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Q Well, let's investigate that. Let's look at 

Zacks, under the Zacks column ~n your WEA-23. 

A Yes. 

Q And you show for SCANA a growth rate of 


.9 percent, .95 percent, right? 


A Yes. 

Q Mr. Gorman's MPG-4 aqtually shows the growth 

rate is five times higher for SCANA; is that not 

right-

A That's correct. But if we go up to -

Q for Zacks? 

A PG&E, his growth tate is much lower than 

the one I use. So when you add them 1 up, you come 

out to approximately the same place. 

Q Let's look at your rebuttal test~ony, 

page 35, line 21 through page 36, line 4. 

A That was on 35, 21? 

Q Yes, sir. I'm sorry~ 

Well, you can start at 19 where the question 

begins, and you go over to page 36, let's end at line 4 

for the time being. 

A Yes. 

Q You used Mr. Baudino's conduct and his 


exclusion of negative growth r~tes to criticize 


Mr. Gorman for not doing likewise, right? 
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A That's correct. 


Q And, in fact, there are no negative growth 


rates on MPG-4, are there? 


A No. But the point is that you need to check 

the logical consi of the data you're using. And 

I used the method that FERC us~d. 

Q Who at FPL supervised your work with regard 

to, for instance, WEA-23 and wEA-24? 

A Mr. Vel ty, Ms. Ha~k, I coordinated with 


them, and also with the attorn~ys. 


Q Okay. Thank you. 


MR. SUNDBACK: Mr. Chairman, no further 


questions. Thank you for your time, Dr. Avera. 


THE WITNESS: Thank you. 


(Whereupon, proceedings continued in 


Volume 31.) 
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