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Q.
Please state your name and business address.

A.
My name is Paul R. Sutherland and my business address in 700 Universe


Boulevard, Juno Beach, Florida 33408.

Q.
Please indicate by whom you are employed and your current responsibilities.  


A.
I am employed by Florida Power & Light Company (FPL) as Assistant Controller for Financial Reporting and Research. In this capacity, which I assumed in June, 1993, 1 am responsible for managing the review, evaluation and interpretation of current and proposed generally accepted accounting principles and rules of the Securities and Exchange Commission and similar agencies that relate to accounting and financial reporting matters. This includes the preparation of external financial reports in compliance with generally accepted accounting principles and rules of the Securities and Exchange Commission and similar agencies.  In addition, I am responsible for ensuring  that  accounting   policies  and  reporting   requirements    are

effectively communicated throughout the organization and serve as primary liaison with FPL's external auditors during their annual financial audits. I have also been an Assistant Treasurer of FPL Group, which is the holding company for FPL, since March 1992.

 Q.
Please describe your responsibilities at FPL prior to becoming Assistant  Controller in June.

.A.
From July 1991 until June 1993, 1 served as Manager of Corporate Finance and Assistant Treasurer for FPL. As manager of Corporate Finance my 1responsibilities included managing the analysis of alternative financing vehicles, development of long term financing plans, and the acquisition of long term capital, both debt and equity, at the lowest cost. In addition, I was responsible for monitoring the financial markets for effective timing of financings and developing and maintaining relationships with the investment banking community.

Q. Please describe your educational background and other experience.  

A.
I arm a graduate of Cornell University with a Bachelor of Science degree in Electrical Engineering which I obtained in 1969. In 1973, 1 received a Master of Business Administration degree from the University of Chicago.

From 1973 to 1975, 1 was employed in various financial positions with the Singer Company, the last position being Controller of Singer's Industrial Products operation in Spain. In 1976, 1 accepted the position of Senior Project Coordinator for Research and Development with FPL. In 1979, I  joined the Finance Department of FPL as a Senior Financial Analyst and was

promoted to Coordinator of Financial Systems in 1981. I became Coordinator of Financial Planning in 1982 and was promoted to Manager of Corporate Finance in November 1984. in May 1986, I became an Assistant Treasurer of FPL and I assumed the position of Manager of Financial Analysis and Forecasting in February 1987, serving in that capacity until July 1991.

Q.     What is the purpose of your testimony?

A.  To provide information on the considerations and rationale used in  determining the Capital Structure and Rate of Return on Common Equity (ROE) for FPL that is being recommended for inclusion in FPL's filed formula rates. My testimony is divided into two sections, one for each item.  I first deal with the determination of FPL's appropriate capital structure and cost rates as demonstrated on Cost of Service Statement AV. The remainder of my testimony discusses the development of the Rate of Return on Common Equity (ROE) that is recommended.

I. CAPITAL STRUCTURE

Q.
Have you prepared or are you sponsoring any Exhibits or Schedules as part of your testimony concerning capital structure.

A 
Yes. I am sponsoring Exhibit___(PRS‑101) for Cost of Service Statements AV and AW for Period 1, and Exhibit_(PRS‑102) for Cost of Service Statements AV and AW for Period II.  I have also had prepared under my supervision one schedule as part of my testimony concerning capital structure which is attached to my testimony as Exhibit No. (PRS‑2).


Q.
What are the components of the Capital Structure included in FPL's Cost of



Service Statement AV and filed formula rates?


A.
Long Term Debt, Preferred Stock and Common Equity.

Q.
How are the costs for long term debt and preferred stock included in the



capital structure determined in Cost of Service Statement AV?

A. The costs for long term debt and preferred stock included in the capital structure in Statement AV were determined consistent with the guidelines set forth in the Code of Federal Regulations (CFR) Title 18 Section 35.13(h) (22). These costs have been calculated for both Period I and Period II.  

The cost of debt reflects the "embedded" cost of debt at the end of the

respective periods (1991 for Period I and 1993 for Period II. The cost is calculated by determining the yield to maturity of each issue outstanding at the end of period and then multiplying this by the outstanding principal for each issue to determine the annualized cost. I divided the total annualized cost by the total principal outstanding for all the issues to determine the overall cost. A similar calculation was performed to calculate the cost of preferred stock for the respective periods. The cost of each preferred issue was multiplied by the par amount outstanding for each issue to determine the annualized cost which was then divided by the total outstanding par amount to determine the overall cost.

How are the capital ratios and cost of long term debt and preferred stock included in FPL's filed formula rates different from those costs shown on statement AV?

A. The capital ratios and cost of long term debt and preferred stock included in 

FPL's filed formula rates differs slightly from those costs shown on statement



AV. The capital ratios and cost of debt and preferred stock included in the formula rates are based on a thirteen-month average balance for issues outstanding, instead of an end of period balance shown on statement AV.  Similar to the stated rate calculation using end of period balances, the yield to maturity of each issue is determined. However, in the formula rates this

is multiplied by the thirteen month average balance for each issue to determine an annual cost. The total annual cost was then divided by the thirteen month average balance for all issues outstanding to determine the overall cost. Schedule 1 of my Exhibit No. _ (PRS‑2) demonstrates that the difference in cost for these components under the two methodologies is minimal, just 3 basis points for the overall weighted cost of capital in Period II.

I believe that the thirteen month average balances more accurately reflect the capitalization ratios and incremental changes in the weighted cost of long term debt and preferred stock throughout the year based upon the effect of new securities issuances, refundings of outstanding maturities and maturities.  Compared to using projected end of period balances and costs in calculating a stated rate, the use of thirteen month averages will produce lower rates during periods of increasing capital costs and higher rates during periods of decreasing capital costs. Over time, any differences should balance out. 

Q.
Why is use of thirteen month averages more appropriate in formula rates?

A.
Using a formula based upon thirteen month averages of capitalization ratios


and costs, with a true‑up based on actual costs, will always more accurately 
reflect the cost of capital used to finance the assets that provide the service

than using projected end‑of‑period balances and costs. Projections that are not trued‑up can be skewed because an end‑of‑period balance is a snap shot of capitalization ratios on a single day, and represents projected costs at the end of the period, and not actual or even projected costs during the period.  The more accurate presentation of costs based on average balances is fairer to both FPL and to its customers, as it neither over nor understates capital costs. It is consistent with the use of formula rates to produce accurate pricing over time, and it also synchronizes capital costs with the cost of rate base assets, which are included in the formula based upon thirteen month balances.

Q.
What is the basis for the Cost of Common Equity included in Cost of Service

Statement AV and the filed formula rates?

A. The cost of common equity for both periods is based on our determined cost of common equity. The rationale for our cost of common equity or required ROE is provided in Section II of my testimony. Changes in the cost of equity in the formula may be initiated from time to time. The Commission may initiate such a change or FPL is free to file a change in this component of the formula by means of a Section 205 filing while customers are free to  request changes through a Section 206 filing.

Q.
What factors are considered in determining FPL's capital structure?

A.
FPL's capital structure is based on objectives determined as part of an annual Capital Structure study. External and internal information and data are considered in the development of an appropriate capital structure. Risk considerations are of primary concern.

The major risks of a company can be broken into two components: business risk and financial risk. The business risk of a company relates to the uncertainty of a company's operations (i.e. the riskiness of its earnings stream). The financial risk of the company is related to the financial leverage of the enterprise, meaning the use of financing vehicles other than common equity, such as debt and preferred stock. Unlike equity, these alternative financing vehicles typically represent fixed obligations to the firm, therefore they affect the risk of the firm. Good business practice suggests that there should be an inverse relationship between the business risk and financial risk a company subjects itself to. For example, if a company is subjected to a high degree of business risk, the financial risk or financial leverage for the company should be minimized. Balancing this relationship affords a company the financial flexibility it needs. The question then becomes what is the optimal capital structure that will balance these risks and also contribute the least to the overall cost of capital. The specific objective of FPL's capital

structure policy is to enable FPL to maintain financial indicators which are consistent with a "single A" first mortgage bond rating. Such indicators typically include measures of leverage and pre‑tax interest coverage. FPL's objective considers the company's current high level of capital expenditures, approximately $5 billion over the five years 1993 to 1997, as well as the need  to maintain financial flexibility during a period of increasing competition in the electric utility industry. The desirability of increased financial flexibility afforded by a higher bond rating must be tempered by limitations on the amount of equity that the market can efficiently absorb during a period of high construction expenditures.

FPL's capital structure policy is also influenced by the significant amount of financial commitments which are not explicitly recognized in FPL's capital structure. Specifically, such commitments include purchased power contracts and nuclear fuel lease obligations. Since rating agencies consider such  commitments when assigning credit ratings, FPL must include equity in its capital structure to off‑set such commitments to at least some extent.

Q.      Is FPL's capital structure projected to be significantly different from that  supporting your filing.

A.      No. The capital structure in the future is not expected to be significantly

different from that filed. FPL's capital structure has remained fairly stable over the past few years and is within the range which is appropriate for a "single A" electric utility, assuming that FPL has the opportunity to earn a fair return on equity.


Q.
Are the costs for the components of the capital structure projected to be significantly different than those supporting your flag


A.
No. However they are anticipated to decline somewhat, in particular the cost of debt. The current cost of fixed income securities is low enough so that over the past year it has been economically attractive to refund substantial amounts of debt and preferred stock which, generally, was issued five years or more ago when interest rates were much higher. This has reduced the embedded cost of both debt and preferred stock. Ile benefits realized from these reductions in cost will be passed on to our customers through the formula rates.

II. RETURN ON COMMON EQUITY

Q.
What is your recommended Rate of Return on Common Equity (ROE) for FPL?

A.
12.8%

Q.
Have you prepared or are you sponsoring any schedules as part of your testimony concerning ROE?

A.
Yes. I have prepared or have had prepared under my supervision 7 schedules that are attached to my testimony as Exhibit No.


Q.
Do your schedules support your recommended ROE?


A.
Yes. The schedules demonstrate that the ROE being requested by FPL for inclusion in the filed formula rates is reasonable and in keeping with the required ROE calculated for FPL.


Q.
Why is your recommended ROE lower than the simple average of the results of the methods shown on your schedules?


A.
My analysis suggests that an ROE of 13.5% is required by our common equity investors based purely on the results of the quantitative analysis, that is to say the simple average of the DCF, risk premium and comparable earnings methods I employ. However, the determination of an appropriate ROE is not an exact science and therefore necessitates some exercise of judgement. I have attempted to minimize the need for subjective adjustments by utilizing multiple methods as part of my analysis since no single quantitative approach can entirely address all the issues that need to be considered. In fact, due to the uncertain and changing nature of required

returns, a range for allowed ROE, rather than a specific estimate, is typically set in many state jurisdictions, including Florida. In Florida this range is normally 100 basis points above or below some established mid‑point value.  However, because it is not possible for a range estimate to be included in formula rates, a point estimate must be established in this case. In establishing the recommended ROE I have evaluated the sensitivity of my analytical results to the methodologies used in my analysis. For example, using a comparable earnings analysis, Schedule 7 of Exhibit No. _ (PRS‑3) shows that the 5 year historical average ROE for the group of comparable industrials was 17.2%. This result could be considered an "outlier" which causes the average ROE to be somewhat higher than it would be using the other methods I employ. If the comparable earnings method excluded this result, the average ROE calculated by my analysis would be 12.8%. This as well as other factors, including our allowed ROE for retail rate‑making at the

time that this analysis was conducted, have led me to my recommendation of 12.8%.

Q.
Subsequent to completing your analysis, did FPL agree to accept an authorized ROE midpoint for retail ratemaking purposes which is less than 12.8%?

A.
Yes. On June 17, 1993 at the request of the Florida Public Service 

Commission (FPSC) staff, FPL sent a letter to the FPSC agreeing to accept a 12.0% authorized ROE midpoint with a range of 11% to 13% for all retail regulatory purposes. The FPSC approved the new midpoint and range on July 6, making FPL's authorized ROE the same as the other three major investor owned electric utilities in Florida. Under this agreement FPL is still provided with the opportunity to earn up to 13% without regulatory intervention.


Q.
Does this mean that if you were to update your analysis, you would change your recommended ROE for this docket from 12.8% to 12.0% ?


A.
No. My recommendation would remain unchanged. FPL's agreement with the FPSC was reached after meetings with FPSC staff, the Office of Public Counsel and the Florida Industrial Power Users Group at which neither testimony nor analyses were presented to support 12% as an appropriate rate.  FPL agreed to the lower ROE to avoid the effort and expense of a more extensive rate proceeding. However, that does not mean that 12 % would be an appropriate ROE if new rates were being set in a general rate proceeding, nor does it mean that it is appropriate in a different jurisdiction, that is to say for wholesale transmission and generation rates.

Q.     What factors need to be considered in developing FPL's required ROE for

wholesale rates?


A.
In developing the required ROE for FPL, and for any company, it is important to consider die factors that influence the market for the company's stock. Through the purchase of common stock, the equity investor is acquiring the right to an income stream represented by the earnings of the company and the appreciation in value of the investment.  The riskiness of the income stream the investor expects to realize, in terms of either business risk or financial risk,  influences the price he is willing to pay for the stock and correspondingly his required return. With respect to business risk, both macro‑economic as well as micro‑economic factors, such as the general state of the economy, the influence of current market conditions on utility stocks, and the regulatory climate at both the federal and state levels, need to be considered.  An important example of business risk is that risk associated with acquiring new generating capacity.

The financial risk of an organization arising from its use of financing vehicles other than common equity, such as debt and preferred stock, also affects the common equity investors income stream and naturally his perceived risk and required return. Consequently, it is important, to consider factors affecting a company's financial leverage, either directly or indirectly, in determining the required return on common equity.

In summary, external factors such as the general state of the economy, the alternative set of investments available to investors, the character of the utility's service territory, and the risk of rate regulation, as well as company​ specific risks such as a large construction program or nuclear exposure, and a company's use of financial leverage are all factors dim shape an investor's risk perceptions.


Q.
How are risk factors such as those you have described generally reflected in your calculation of required ROE?


A.
They are generally reflected in two ways. Firstly, in the DCF and comparable earnings approaches, risk related measures are used as criteria to select comparable companies. Secondly, in the risk premium approach, a specific quantitative measure of risk and its associated cost for FPL is used to calculate a required equity return incremental to either an historical or a forecasted cost of debt. above a debt return.

Q.
Are there any other factors that need to be considered in developing FPL's required ROE?

A.
In addition to risk per se. the overall financial integrity of a firm is important. By financial integrity I mean the relationship between the earnings and cash flow of a company and the business and financial risks borne by the 

company. For example, a company with a relatively high level of risk can still maintain its financial integrity if its earnings are sufficient to compensate for the risks involved.

Q.
How is financial integrity measured?

A.
To a large degree investors rely heavily on security analysts and rating agencies such as Standard & Poors to facilitate evaluation of factors relating to risks and financial integrity. This is evidenced by the prices investors pay for variously rated bonds. Through employment of qualitative as well as quantitative analysis, rating agencies attempt to determine the financial integrity of a firm or the relative risk of one enterprise compared to another.  Rating agencies communicate their opinions on risk and financial integrity via their credit ratings of companies' debt. Consequently, credit rating was used as one of the screening criteria in selecting comparable companies. The indicators of financial integrity used by the investment community to rate a company's debt include Pre‑tax Interest Coverage, Net Cash Flow to Permanent Capital, Debt Ratio and Return on Equity.

The pre‑tax interest coverage ratio is one of the most widely used financial indicators and reflects a company's ability to meet its debt obligations.  Generally, the higher the coverage ratio, the lower the perceived risk and 

return demanded by the investor. Net Cash Flow to Permanent Capital measures the cash flow generation ability of a company. The higher this ratio the lower the perceived risk. if FPL is to maintain its financial integrity it must continue to produce strong financial results as measured by indicators such as these.

Q.
Why is it important for FPL to maintain its financial integrity?

A.
Florida is one of the fastest growing states in the nation and unlike many utilities in other states, FPL is experiencing a relatively large increase in demand  for electricity FPL anticipates an annual increase in customers of approximately 2.7% between 1992 and 1997. Further, FPL estimates that capital requirements for the period 1993 through 1997 will be approximately $5 billion. Consequently, FPL has a need to raise capital from the financial markets to facilitate expansion of its system as dictated by this growth in electric demand within its service territory and by FPL's obligation to provide for this service. FPL must compete with other prospective investments for capital in the financial markets. Only if FPL is able to provide new investors with adequate returns commensurate with its associated business and financial

risks,  will it be able to raise capital at attractive prices.   It is imperative that a utility be allowed the opportunity to earn a return commensurate with its risk level in order to be able to attract capital at reasonable prices, maintain

the financial integrity of presently invested capital and provide a return to common equity holders that is commensurate with returns in other enterprises of corresponding risk.  This is consistent with the findings of the U.S. Supreme Court in both the Bluefield Waterworks and Hope Natural Gas cases.

Q.
Please describe FPL's current financial condition.

A.
FPL's financial condition must be evaluated in the context of the off balance sheet type commitments, which are not included in FPL's stated capital structure, specifically its nuclear fuel lease program and purchased power contracts. When these items are considered in the manner adopted by Standard & Poors, for example, FPL's debt ratio for year end 1992 increases to about 54% and its pre‑tax interest coverage ratio decreases to approximately 2.6 times. The "A" rated utilities debt ratio guideline for Standard and Poor's is 44% ‑ 54% and the interest coverage guideline for A rated utilities is 2.5x ‑ 4.0x. This puts FPL at the outer edge for "A" rated utilities with respect to debt ratio and pre‑tax interest coverage at a time when the company was earning a regulatory ROE for retail purposes of just 12.4%. These factors as well as FPL's nuclear exposure, illustrate the need for FPL to maintain its financial integrity and provide an appropriate return to its common equity investors in order to cost effectively raise capital in the

financial markets and insure that financial flexibility exists to support optimal

operating decisions within the company.


Q.
Please summarize your approach in developing FPL's required ROE.


A.
My approach to determining FPL's ROE encompasses three methodologies:

· Discounted Cash Flow (DCF)

· Risk Premium

· Comparable Earnings

The DCF analysis incorporates two calculations for a comparable group of electric utilities (five year historical and projected), as well as two calculations for a comparable group of industrials.

The Risk Premium analysis includes three calculations: a ten‑year risk premium calculation for FPL, a Capital Asset Pricing Model (CAPM) calculation for FPL, and a CAPM calculation for a group of publicly traded non‑utility generators (NUGs).

The Comparable Earnings analysis includes a 5 year historical average ROE for the two comparable groups, electric utilities and industrials.

Based on the methodologies utilized, FPL's required ROE is 13.5 % using a

 simple average of the return for each methodology.

The tables below summarize the results of the ROE Analysis

DCF METHODS

4

5

6
ComparableCompanies
Schedule
Required

ROE

Unadjusted
Flotation

Adjustment
Required

ROE

Adjusted

7

8

9

10

11

12

13

14
Electric Utilities

  Historical Growth

Electric Utilities

  Projected Growth

High Quality Industrials

  Historical Growth

High Quality Industrials

Projected Growth
High Quality Industrials
High Quality Industrials
High Quality Industrials
1

1

2

2
9.5%

9.9%

17.0%

14.7%
.3

.3

.2

.2
9.8%

10.2%

17.2%

14.9%



15
AVERAGE

12.8%

13.0%

16






RISK PREMIUM METHODS

2

3

4
Method
Schedule
Required

ROE

Unadjusted
Flotation

Adjustment
Required

ROE

Adjusted

5

6

7

8

9
10-Year Risk Premium

Capital Asset Pricing

Model

Capital Asset Pricing

Model (NUG)
3

4

5
11.7%

11.9%

13.5%*
Implicit

.5

-
11.7%

12.4%

13.5%

10
AVERAGE

12.4%

12.5%

11

12
*Adjusted for leverage

COMPARABLE EARNINGS METHODS

13

14
Comparable Companies
Schedule
Required

ROE*

15

16
Electric Utilities

High Quality Industrials
6

7
13.0%

17.2%

17
AVERAGE

15.1%

18

19
* Flotation adjustment is implicit in these methods.

Q.
Is it necessary to utilize more than one methodology in calculating FPL's required ROE?

A. Yes. The calculation of ROE requires the interpretation of various factors that affect the risk perceptions of investors. There are a number of theoretically justifiable methods available that translate these factors into required returns. These methods require that a number of simplifying assumptions be made; however empirical evidence in the market place does not fully support all the underlying assumptions in any single model.  Consequently, there are practical limitations and weaknesses in each method with no one method being necessarily more reliable than another. Therefore, it is appropriate to employ more than one method in determining a company's required ROE.

Q.
Do you think that current market conditions exist that would compromise the

results calculated using the DCF method?

A.
Yes, I believe there is a temporary aberration in the financial markets that may be causing the DCF methodology to understate the true cost of equity from a longer term perspective. The current low level of short term interest rates during this period of very low economic growth has caused many retail investors in particular to cash in short term investments such as certificates of deposits and invest in high yielding utility stocks instead. This has lead

to unusually strong price appreciation which is not necessarily related to any fundamentals of the utility stocks themselves. Ibis appreciation suppresses the dividend yield component of the DCF calculated ROE, causing the result to be understated.


Q.
Does that mean that you believe the DCF method should not be used in this proceeding?


A.
No, it does not. I believe it only illustrates that no single method of calculating ROE will give credible results under all circumstances. While one method may understate results in a certain economic environment, another may overstate results. Thus, there is the need to consider a variety of methods at any given time and draw conclusions which average them together and avoid extremes. This is what my analysis has done.

Q.
Is it necessary to utilize a comparable group of companies in calculating

FPL's required ROE?

A.
Yes. Investors are faced with different investment opportunities in the market place and will choose to invest in those opportunities that provide the best risk/return tradeoffs. It is therefore important to understand the returns being demanded by investors for similar risk investments to determine the investors opportunity cost. The prudence of this is again pointed out in the landmark

Bluefield and Hope cases which state that a utility's allowed return should be

commensurate with returns of other firms having corresponding risk. As

such, three sets of comparable companies have been identified and utilized in

my analysis: (1) electric utilities which are similar in risk to FPL; (2)

industrials which are similar in risk to FPL; and (3) publicly traded non​-

utility Generators (NUGS).

Q.
How did you identify a group of companies comparable with FPL?


A.
As previously mentioned, FPL's ROB should equal the expected ROE for a

group of companies with equivalent risk. Those companies can then be used

to determine an appropriate ROE using the DCF Methodology and the

Comparable Earnings approach.  The electric utilities and industrial

companies were screened based on the same general risk criteria. In some

cases the risk criteria were utility specific and, therefore, were not applied to

the industrials. It should be noted, however, that the screening criteria were

not applied against the group of NUGs due to the small number of publicly

traded NUGs Consequently, my analysis uses the entire population identified

for this group. The screening criteria are as follows:

A)
Beta < 1


Beta (() is a measure of a stock's variability or riskiness relative to

the overall market. As such it measures the degree to which a given stock moves up and down with the market. A company with a beta of 1, tends to move in lockstep with the market while a company with a beta greater than I tends to appreciate or depreciate in value to a greater extent than the market as the market moves up or down respectively. Conversely, a company with a beta less than I will move up or down less than the movement in the market. The beta calculated by Value Line Investment Service (Value Line) for FPL Group is .60, which indicates that FPL Group is less sensitive to market swings than the average stock. Therefore, only those companies with a beta less than I were considered comparable to FPL.

B)
Standard & Poor's ("S&P") Bond Rating A‑ to A+

Companies whose debt is rated A‑ to A+ (one relative position rating above and below FPL's A rating) are those which are considered to have a strong capacity to pay interest and repay principal and can be considered similar to FPL. It is important to recognize that this measure of risk and financial integrity was only applied to the electric  utilities because a  large number of  industrial firms are not rated by S&P. 


C)
Total Assets > $1 billion
This size  criterion is used to eliminate any small firms that may have a different operating environment than highly capitalized firms such as FPL At year end 1992, FPL had total assets of over $11 billion.

D)
Value Line Financial Strength B + + to A+
Value Line's Financial Strength ranking is a measure of overall financial integrity of a firm. The Value Line Financial Strength for FPL is "A".  Therefore only those companies one rating above or below (B++  to  A+) FPL were considered comparable.

E)
Electric Revenues > 75% of Total Revenues
Approximately 98% of FPL Group's operating revenues are from the sale of electricity. Only utility companies with electric revenues greater than 75% of total revenues were considered comparable to FPL.

F)
Nuclear Generation  > 0

Approximately 25 % of FPL's total generation is from nuclear energy. Utilities which rely on nuclear power are perceived by the financial markets to have additional risk, therefore only those electric utilities which have some nuclear exposure were considered comparable to 

FPL.

G)
Construction Expenditures 5% of Total Capitalization 

FPL has estimated capital construction requirements for 1993 and 1994 of approximately $1.2 billion and $1.1 billion, respectively.  This is approximately 14.1% and 12.1% of the utility's total capitalization for the respective years. Because FPL is faced with significant construction risk, it was important to include a risk filter which identified only those companies that are faced with similar construction requirements.

Q.
Why do you use a Beta for FPL Group rather than for FPL?

A.
FPL's common stock is not publicly traded, because it is owned entirely by FPL Group. FPL Group issues all new common stock and provides new common equity to FPL as required. Therefore, it is not possible to determine a beta for FPL without looking at the stock of FPL Group. However, since FPL accounts for approximately 98% of the revenues of FPL Group, it is safe to assume that investors in FPL Group are primarily influenced by their perceptions of FPL's risk in determining their required return. As such FPL Group should serve as a good proxy for FPL for purposes of estimating beta

Q.
Please describe the theory reflected in the DCF method.

A.
The DCF methodology is based on the premise that a company's stock price is equal to the expected discounted value of future cash flows. The traditional DCF formula states that under certain assumptions, the equity investors' expected return can be viewed as the sum of an expected dividend yield, plus the expected growth rate of future dividends. The traditional DCF Model is shown below:
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Q.
How are dividend payments handled in your DCF calculation?

A.
The traditional DCF Model assumes that dividends are paid annually, while in fact most companies, FPL included, pay dividends quarterly. Since stock prices reflect the quarterly stream of dividend payments, the DCF Model needs to consider this factor as well. I have thus utilized a quarterly DCF model. In the quarterly DCF Model, D is the current dividend multiplied by a quarterly growth factor. The quarterly growth factor recognizes that dividends are paid quarterly and is calculated as follows:

Quarterly Growth Factor  =  
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Q.
How do you compute the expected growth rate used in your DCF model?

A.
Determination of the growth component is the most difficult step in implementing the DCF model, since expected growth is in the minds of investors. There are two reasonable proxies for estimating investors expected growth: (1) Historical Growth, and (2) Analysts Projected Growth. As shown on Schedules 1 and 2 of Exhibit No. _(PRS‑3), both historical and projected growth were used in applying the quarterly DCF Model. The historical dividend growth information utilized in my analysis was obtained from Value Line, and the projected growth rates taken from the Zack's Investment Research database.

Zack's Investment Research compiles averages of the projected growth estimates of numerous investment advisory firms. It can be best described as a compilation of Wall Street projected earnings growth estimates, and it is a reasonable proxy for the information made available to investors.

Utilizing this information for each comparable utility and industrial, my analysis calculates a historical and projected quarterly compound growth rate based on the quarterly growth model I have outlined earlier. Applying these growth factors against the most recent annual dividend for each company, I determine a next annual dividend (DI) projection based on historical growth and projected growth. I then divide each D by the recent stock price, as reported by Value Line, for each company to determine the dividend yield component of the DCF model. This dividend yield is adjusted for flotation costs and added to the respective growth rate to determine the required return. The historical and projected returns for the comparable electric utilities and industrials are then averaged to produce the result of 13.0% for all DCF calculations ass shown on my table for this method.

Q.
Why is a flotation cost adjustment necessary?

A.
When a company issues common equity, it incurs legitimate business costs such as underwriting fees and commissions which are associated with the issue. All die capital provided by the investor is not available for investment by the company. Therefore, a return will not be earned on part of the capital being provided by investors. Investors, however, expect to earn this required rate of return on all the capital they provide.  Therefore, it is necessary for the company in question to earn a return higher than the market cost of capital to provide investors with this required return. This means that in each and every year, and not just in the year when the new equity is issued, the

net proceeds to the company must earn a return sufficient to provide the equity investor with this required return. For example, let's assume that an investor invests $100.00 in FPL common stock and expects to earn 10%. If issuance costs are 5%, proceeds to FPL will be $95. If FPL were allowed to earn 10% on the proceeds the investor would realize a return of only:

                     $95 X 10%
                         $9.5
                              9.5%         


            $100
                             $100

In order to fully compensate the investor, FPL must therefore earn a return of more than 10% on the net proceeds.  In this case, FPL would need to earn:

                    Required Return        =     10%         (            10.53%

                   (1‑Flotation Cost)             .95

Further, since the difference between funds provided by the equity investor

and net proceeds to the company which are available for investment is a

permanent one, an adjustment is necessary irrespective of whether the

company plans to issue common stock in the future or not.

Q.
What flotation cost adjustment have you made in your calculations?

A.
In my analysis a flotation cost adjustment. of 5% is used. This is supported by various empirical studies. A study of 641 common stock issues by 95 electric utilities identified a flotation cost allowance of 5.5 % ("total Flotation Cost for Electric Company Equity Issues", Public Utilities Fortnightly,

February 20, 1986). Also, in a working paper, Ecko & Masulis ('Rights vs. Underwritten Stock Offerings: An empirical Analysis University of British Columbia, Working Paper No. 1208, September 1987) found an average flotation cost of 4.175% for utility common stock offerings. In addition, they found that the relative price decline due to market pressure amounted to approximately 1.5 %. Adding these two together, total flotation costs exceeds
5.5%.

My flotation cost adjustment has been applied by increasing the dividend yield component of my DCF calculated returns by 1 ‑ flotation cost or .95. My flotation cost adjustment adds approximately 33 basis points to my DCF calculated ROE for comparable electric utilities and approximately 18 basis points to my DCF calculated ROE for comparable industrials.

Q. 
What Risk Premium methods have you used in your analysis.

A. 
I have developed three risk premium calculations:

(1)
10‑ year average risk premium (Schedule 3 of Exhibit No. (PRS ​-  3)).

(2) Capital Asset Pricing Model (CAPM) for FPL (Schedule 4 of Exhibit
 


No. _ (PRS‑3)).

(3)
Capital Asset Pricing Model (CAPM) for Non‑utility Generators (NUGS) (Schedule 5 of Exhibit No. (PRS‑3)).


Q.
Please describe the 10 Year Risk Premium method.


A.
This risk premium calculation is based on a 10‑Year Average difference between FPL debt cost and FPL equity cost (calculated quarterly). FPL debt cost is the rate on newly issued 30 year first mortgage bonds for a particular quarter.  If FPL did not have a bond issue in a quarter,  the proxy  used was the projected yield on utility bonds with comparable bond ratings (as indicated by Blue‑Chip Financial Forecast). FPL's cost of equity was determined each quarter by applying the DCF methodology to comparable electric utilities.   The average historical spread (Risk Premium) for this I 10‑year period was 319 basis points. Ibis was added to the 12‑month forecasted yield on A‑Rated Utility Bonds per the Blue‑Chip Financial Forecast of 8.5% resulting in 11.69% as the ROE calculated for FPL using this method.

Q.
Please describe your use of the Capital Asset Pricing Model ("CAPM") for

FPL.

A.
The CAPM method is another way to calculate an investor's required return based on a risk premium approach. The theory behind the model is that an investor's required ROE is equal to the risk‑free rate of return plus a risk premium; where risk is measured relative to the market by the beta coefficient. The mathematical representation is as follows:
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on common stocks and long‑term Government

Bonds (1991 lbottson & Associates Yearbook, "Stocks, Bonds, Bills, & Inflation 1926​-1990").

*The lbottson Yearbook specifically states that the arithmetic mean (not the geometric mean) is the appropriate mean to use when estimating market required rates of return.

I utilize the 30‑year Government bond  as the risk free rate in my analysis as I find this government security to be more in keeping with an equity investor's horizon which is long term. 'Ibis is consistent with previous statements made by this Commission. In Opinion No. 285 issued on September 30, 1987, Docket No. EL87‑21‑000, the Commission stated at page 39 that:

  …we will use long‑term U.S. treasury securities as the benchmark for a risk free investments

Further, in the first Generic Rate of Return Proceeding, Docket No. RM84​-15‑000, the Commission stated at pages 90‑91 that:

Furthermore, the Commission believes that to the extent a reliable risk premium can be developed at all, long‑term government bonds rather than Treasury bills should be used. While it is true that Treasury bills are closer to being a risk‑free security, it is not necessary to have such a security serve as the base rate. Moreover, interest rates on Treasury bills are more subject to short‑term fluctuations and thus can experience much wider swings than Treasury bonds. To add a 50‑year average equity risk premium to a spot Treasury bill rate is more likely to produce a distorted indication of the cost of equity at any moment in time. Although a similar problem can occur when using Treasury bond interest rates, the Commission believes that it is more likely that changes in the costs of equity and long‑term debt will be in the same direction.


The 12 month forecasted yield on 30‑year government bonds per the Blue-Chip Financial Forecast was 7.60%.   The Beta for FPL Group as reported by Value Line is .60. The market premium as represented by the arithmetic mean difference between common stocks and 30 year treasuries for 1926-1990 is 7.20%. Utilizing these values in the CAPM equation results in an ROE of 11.92% which when adjusted for flotation costs becomes 12.38%.   

Q. 
Please describe the CAPM method using Non‑Utility Generators (NUGs).

A. 
Most of the publicly traded NUGs identified do not currently pay dividends

or have publicly available financial growth projections. Therefore, a CAPM analysis, rather than a DCF or comparable earnings analysis is the only methodology I could employ for non‑utility generators.

Since published betas were not available for NUGs, it was necessary to calculate betas, using a standard approach. The S&P 500 index is considered to be representative of the overall market. Since beta represents a stock's variability with the market the relationship between a stock and the market can be expressed mathematically as a linear equation with beta as its slope. One way of specifying this equation is by "regressing" historical return data for the market against historical returns for the stock. Specifically, my CAPM approach utilized a regression analysis which regressed historical monthly returns on the S&P 500 stock index against monthly historical returns for the NUGs. The data utilized in the regression analysis spanned approximately five years (1988‑1992). This results of the regression analysis produced a beta for each company which was then averaged to determine a beta for the group. The beta calculated for the group was 1.25. A CAPM calculated ROE for the NUGs using the values of 7.60% for long term bonds and 7.2% for market premium results in an ROE of 16.6%.

Recognizing that leverage significantly influences cost of capital, an 

adjustment to the CAPM calculated NUG ROE was made to 'normalize" for differences between the capital structures of the NUGs and FPL. This adjustment was based on a theoretical relationship between leverage and cost of equity developed by Modigliani and Miller in their CAPM theory on cost of capital. Ibis adjustment (shown on Schedule 5 of Exhibit No. ___ (PRS​- 3)) reduces the calculated ROE from 16.6% to 13.5%   The calculated adjustment was subjected to a "reasonability" test based on current long term debt rate spreads between NUGs and FPL. The average of the three risk premium calculations is then 12.5 %.

Q.
Why do you include non‑utility generators in your CAPM analysis?

A.
I have included the group of NUGs to reflect their increasing impact on the risk characteristics of the utility industry. NUGs have had a significant influence on investor perception of utility risks. Perhaps more importantly, however, regulators are redefining the risks that they expect utility investors to take so that they are more consistent with those being borne by NUGs.  Specifically, these are risks associated with the acquisition and delivery of bulk power. In the recent past, NUGs have accounted for a significant amount of the new generation coming on line (close to 50%). This trend is projected to continue through the year 2000. As such, NUG's will increasingly be in direct competition with traditional utilities for their 

consumer markets as well as for funds from the capital markets. This competition will lead to further convergence of investor perceptions of the risks between the two groups and the corresponding returns demanded by investors from NUGs and utilities alike. It can be shown that, with the exception of financial risk associated with the highly leveraged structure typically used by NUGs, equity investors in those projects are subject to risks similar to those borne by investors in utility projects. As I previously mentioned, I have adjusted for the difference in capital structure utilized by utilities and NUGs in my calculations.

Q.
Did you apply a flotation adjustment in the risk premium methodologies you

have described?

A.
Yes. I applied a flotation adjustment for the CAPM calculated ROE for FPL.  For the same reasons explained earlier in my testimony, it is necessary to adjust the CAPM results for flotation costs. However, for the 10 year risk premium method this adjustment is unnecessary, as it is already incorporated in the equity returns being used to determine the spreads between FPL debt and equity . For the CAPM calculation for NUGs an adjustment is theoretically necessary but was not made due to the inability to segment the calculated ROE into its dividend yield and earnings growth components since, as I stated earlier, published growth projections for NUGs are generally

unavailable.

Q.
Please describe your Comparable !Earnings method.

A.
The use of comparable earnings to determine a fair and reasonable return is consistent with the landmark Hope and Bluefield cases. The Hope case specifically states that the allowed ROE should be commensurate with return which can be earned on investments in other firms having corresponding risks. The Bluefield case states that the return should be sufficient for the utility to maintain financial integrity and attract capital on reasonable terms. 

Two comparable earnings calculations were performed using the same group of electric utilities and essentially the same group of industrials as were used with the application of the DCF.  The group of industrials differs slightly from that used in the DCF calculation due to the historical ROE for a few of the companies not being available on the Bloomberg financial market information service, the source of this information. A 5‑year average of comparable earnings was used to estimate FPL's required ROE.  Since we are using historical earnings of comparable companies as a proxy for investor expectations, it is important to average returns over time. The period for analysis must be. long enough to limit the impact of abnormal years and short enough for investors to consider the data as relevant for assessment of the 

future. Five years is an appropriate period of time to analyze comparable earnings.


Q.
Please summarize how you arrived at your recommended ROE based on the various methodologies you have described.


A.
The average required ROE using the comparable earnings method is 15.1 The average required ROE calculated using the DCF method is 13.0%. The average result using the risk premium approach is 12.5%. As I have said previously, since no single method can be expected to give consistently appropriate results, I have averaged the result from the three methods to yield a required ROE of 13.5%. If the high Quality Industrials comparable earnings result is excluded as a possible "outlier", then the remaining comparable earnings ROE of 13%, when averaged with the DCF and risk premium results yields a required ROE of 12.8%, which is my recommendation for use in the formula rates in this proceeding. 

Q. 
Does this conclude your testimony?

A. 
Yes, it does.
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