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                BEFORE THE

         COUNCIL OF THE CITY OF NEW ORLEANS

APPLICATION OF          *
ENTERGY NEW ORLEANS,    *
LLC FOR A CHANGE IN     *
ELECTRIC AND GAS RATES  *
PURSUANT TO COUNCIL     *
RESOLUTION R-15-194     *
AND R-17-504 AND FOR    *
RELATED RELIEF          *
*  *  *  *  *  *  *  *  *

Deposition of BYRON S. WATSON, CFA, 8055 EAST
TUFTS AVENUE, SUITE 1250, DENVER, COLORADO
80237-2835, taken in the offices of Dentons US
LLP, 650 Poydras Street, Suite 2850, New
Orleans, Louisiana 70130, commencing at 2:06
p.m., on the 14th day of March, 2019.
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1            S T I P U L A T I O N

2       It is stipulated and agreed by and

3 between counsel for the parties hereto that

4 the deposition of the aforementioned witness

5 is hereby being taken under the Louisiana Code

6 of Civil Procedure, Article 1421, et seq., for

7 all purposes, in accordance with law;

8       That the formalities of reading and

9 signing are specifically not waived;

10       That the formalities of filing, sealing

11 and certification are specifically waived;

12       That all objections, save those as  to

13 the form of the question and the

14 responsiveness of the answer, are hereby

15 reserved until such time as this deposition,

16 or any part thereof, may be used or sought to

17 be used in evidence.

18              *    *    *    *

19       KELLY MANUEL, Certified Court Reporter,

20 Registered Professional Reporter, in and for

21 the State of Louisiana, officiated in

22 administering the oath to the

23 witness/witnesses.

24

25



Byron S. Watson, CFA
3/14/2019

www.currenland.com
(504) 833-3330 Curren Court Reporters, LLC FAX (504) 833-3355

Page 6

1            BYRON S. WATSON, CFA,

2 after having been first duly sworn by the

3 above-mentioned Certified Court Reporter, did

4 testify as follows:

5 EXAMINATION BY MR. MCNALLY:

6      Q.   Good afternoon, Mr. Watson.

7      A.   Good afternoon.

8      Q.   My name is Jamie McNally.  I'm an

9 attorney with Duggins Wren in Austin.  And I'm

10 here representing the company, ENO, in this

11 case.

12           Do you understand that?

13      A.   I do understand.

14      Q.   Okay.  I'm going to ask you some

15 questions today.  And if you don't understand

16 anything I ask, if you could just let me know

17 that, and I'll try and rephrase the question.

18 Okay?

19      A.   Okay.  I will.

20      Q.   Thank you.

21           Now, you make, in your direct

22 testimony, an ROE recommendation to the

23 Council in this case; correct?

24      A.   Correct.

25      Q.   Okay.
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1           MR. MCNALLY:

2                Sorry.  If you can wait just

3           a second.

4                I assume -- have you guys

5           agreed, for these depositions,

6           that we would waive objections,

7           except to the form of the

8           question or responsiveness of the

9           answer?

10           MR. BEATMANN:

11                As long as it's a discovery

12           deposition, yes.

13           MR. MCNALLY:

14                Okay.  And I understand that

15           we're taking these pursuant to

16           Federal Rules.

17           MS. MAURICE-ANDERSON:

18                No.  Local rules.

19           MR. MCNALLY:

20                Local rules.  Okay.

21           MS. MAURICE-ANDERSON:

22                And we also wanted to

23           reserve the ability to do a

24           subsequent deposition relating to

25           subsequent testimony or evidence
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1           that may be developed later in

2           the case.

3                So not necessarily asking

4           anybody to take a position on

5           that at this point, but just

6           making that reservation.

7           MR. BEATMANN:

8                Okay.  Well, we'll reserve

9           our right to object, if we feel

10           it's objectionable.

11                But he would like to read

12           and sign.

13           MR. MCNALLY:

14                Okay.  Do you want to get a

15           roll call of the folks that are

16           present or . . .

17           MS. MAURICE-ANDERSON:

18                Yes.

19           MR. MCNALLY:

20                Okay.  Yeah.  Can we do

21           that?

22                As I've indicated, I'm Jamie

23           McNally, from Duggins Wren in

24           Austin.

25           MR. BEATMANN:
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1                Jay Beatmann, with the

2           Council's Advisors.

3           MR. PREP:

4                Victor Prep with the Council

5           Advisors.

6           MR. REED:

7                Presley Reed, legal counsel

8           for the Council of the City of

9           New Orleans.

10           MR. GALLAGHER:

11                Ken Gallagher, consultant to

12           Entergy New Orleans.

13           MS. ROSEMOND:

14                Polly Rosemond, Entergy

15           New Orleans.

16           MS. MAURICE-ANDERSON:

17                And Alyssa Maurice-Anderson,

18           counsel for Entergy New Orleans.

19           THE WITNESS:

20                Byron Watson, I'm the

21           deponent, and the Advisors to the

22           Council.

23           MR. LAUGHLIN:

24                Michael Laughlin, attorney

25           for the City of New Orleans.
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1           MR. MCNALLY:

2                Thank you.

3                And no one's on the phone

4           yet; correct?

5               (No response.)

6      Q.   Okay.  Sorry for the interruption,

7 Mr. Watson.

8      A.   Quite all right.

9      Q.   Now, you ultimately make, as I

10 understand, the Advisors' ROE recommendation

11 to the Council in this case?

12      A.   That is correct.

13      Q.   Okay.  And as I understand that,

14 that recommendation is based on your DCF ROE

15 model?

16      A.   It is based upon my two-step DCF ROE

17 model, plus the analysis of a risk-based

18 adjustment, plus an analysis of a flotation

19 cost adjustment.

20      Q.   Okay.  And so you just mentioned

21 three pieces.  And I am going to ask you about

22 those pieces.

23           And the first piece was the

24 baseline ROE amount that your model

25 produced; correct?
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1      A.   Correct.  The two-step model.

2      Q.   Okay.  And as I understand it, that

3 is 8.09 percent --

4      A.   That's correct.

5      Q.   -- ROE?

6           And then you just testified that

7 you made a couple of adjustments to -- two

8 adjustments to that amount; correct?

9      A.   Correct.

10      Q.   One was a risk adjustment, for the

11 company's risk; is that correct?

12      A.   For the -- to take into account

13 certain risk factors, based on the variability

14 of other observed ROEs, and specific to the

15 circumstances in this docket.

16      Q.   Okay.  And then the third adjustment

17 was a flotation cost adjustment; correct?

18      A.   Correct.

19      Q.   And the sum of those parts made up

20 your 8.93 percent, I think, ROE

21 recommendation; correct?

22      A.   Yes.  That's correct.

23      Q.   So I just want to make sure that I

24 have an understanding, that it's those three

25 parts that make up the 8.93 percent ROE
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1 recommendation?

2      A.   Correct.

3      Q.   Okay.  Now, the 8.09 percent result

4 from the two-step DCF model, I understand that

5 you actually calculated that; correct?

6      A.   Yes.

7      Q.   Okay.  And your model produced that;

8 correct?

9      A.   That is correct.

10      Q.   Okay.  Now, did you -- you did not

11 calculate, as I appreciate it, the risk

12 adjustment that you mentioned; correct?

13      A.   That's correct.

14           Jim Proctor, Advisor Witness,

15 performed a standard deviation analysis of

16 the market excess returns from his capital

17 asset pricing model results.

18      Q.   Okay.  And as I understand, that

19 adjustment was an 81-basis point adjustment?

20      A.   I'll accept that, subject to check.

21           My recollection, without

22 checking, was 84, but perhaps I'm mistaken.

23      Q.   Well, was the flotation adjustment

24 three basis points?

25      A.   That's correct.
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1           You've cleared it up for me.

2           Yeah.  Eighty-one for risk and

3 three for flotation makes 84.

4      Q.   Okay.  And then the 84 adjustment,

5 the 84-basis point adjustment that you just

6 talked about added to your 8.09 percent ROE

7 results in the 8.93 percent ROE that you

8 recommend?

9      A.   That's correct.  That's the math.

10      Q.   Okay.

11           MR. MCNALLY:

12                Oh, hello.  Who joined?

13           MR. PIONTEK:

14                This is Luke Piontek, on

15           behalf of Crescent City Power

16           Users Group.

17           MR. MCNALLY:

18                Okay.  Luke, we're underway

19           here.

20           MR. PIONTEK:

21                All right.

22      Q.   Now, it was Mr. -- your colleague,

23 Mr. Proctor, who calculated the 84-basis point

24 adjustment; correct?

25      A.   I calculated the three percent
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1 flotation cost adjustment as part of

2 Exhibit BSW-4.

3           He calculated the 84 percent

4 risk-related adjustment, based upon a

5 standard deviation of the results of his

6 CAPM analysis.

7      Q.   Okay.

8      A.   C-A-P-M.

9           Sorry.

10      Q.   Okay.  So you reflected the

11 three-basis point flotation adjustment in your

12 DCF calculation?

13      A.   Yes.  It -- it was a calculated

14 factor on top of the observed ROEs for the

15 proxy companies.

16      Q.   Okay.  But was it Mr. Proctor that

17 determined that the three percent, or

18 three-basis point adjustment for flotation

19 cost was proper?

20      A.   I think so.  Yes.

21           I believe he is the witness that

22 made the recommendation that a flotation

23 adjustment was proper.

24      Q.   And, but is he the one who

25 determined what you should put into your model
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1 for the flotation adjustment?  Or did you do

2 it?

3      A.   I believe that, testimony-wise, he

4 made that determination, as to how it would be

5 calculated.

6           And then since the calculation

7 was based upon my data, the results of my

8 analysis, rather, I performed the

9 calculation that resulted in the

10 three-basis-point adjustment.

11      Q.   But he's the one who told you that

12 three basis points would be appropriate for

13 the flotation adjustment?

14      A.   He is the one that indicated, in his

15 testimony, that a flotation adjustment, based

16 upon Entergy Corporation's recent indicated

17 flotation cost for their, roughly, $1.5

18 billion equity flotation, would be the basis

19 for it.

20           And that flotation cost was then

21 applied into the calculations underlying

22 Exhibit BSW-4.

23      Q.   Okay.

24      A.   Then that resulted in three basis

25 points.
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1      Q.   Oh, I got it.  Okay.  Gotcha.

2           Now, the 81-basis-point risk

3 adjustment, Mr. Proctor determined that, I

4 understand; correct?

5      A.   That's correct.

6           I did an agreement with him in

7 calculating the 8.93.

8      Q.   And so you essentially added the

9 risk adjustment to your model's ROE result;

10 correct?

11      A.   That's correct.

12      Q.   Now, you also performed a constant

13 growth DCF analysis; correct?

14      A.   Yes.

15      Q.   But you declined to use those

16 results for your ultimate recommendation, I

17 understand; right?

18      A.   I discussed, in my testimony, why

19 the two-step methodology and calculation was

20 more relevant and appropriate.

21      Q.   Okay.

22      A.   So I chose to use that.

23      Q.   And you feel that there's some

24 limitations with the constant growth model,

25 and you prefer the two-step DCF model, as I
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1 appreciate it?

2      A.   Between the two, yes.

3      Q.   Okay.  The two-stage model results,

4 unadjusted, as I understand, produced a range

5 from a low of 5.74 percent to 10.64 percent;

6 is that correct?

7      A.   Subject to check, I would agree.

8      Q.   Let's just take a look at page 44 of

9 your testimony, lines 2 through 4.

10      A.   (Complies).

11      Q.   Is that range correct?

12      A.   That is the -- that is what my

13 testimony says.  Yes.

14      Q.   Okay.  But that's what your --

15 that's the range your model produced; is that

16 correct?

17      A.   That is the range my model produced.

18 Yes.

19      Q.   Now, as I understand it, within that

20 range, the 8.09 percent that you're using for

21 your recommendation is the median; is that

22 correct?

23      A.   That's correct.

24      Q.   Okay.  And, but I also understand

25 that there was a midpoint of 8.19 percent; is
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1 that right?

2      A.   That may be right, again, subject to

3 my reviewing the table.

4      Q.   And that would be Exhibit 4?

5      A.   Correct.

6      Q.   Okay.  Hard to read.

7      A.   Yes, 8.19 percent.

8      Q.   Okay.  I apologize, but I'm going to

9 ask you about one more.

10      A.   That's quite all right.

11      Q.   I also understand that within that

12 range, there was an average, or a mean, of

13 8.33 percent; correct?

14      A.   That is the average, or mean.

15      Q.   Okay.  So of those three statistics

16 which you list here, I understand that you

17 chose the 8.09 percent to base your

18 recommendation on.

19           And can you tell me why you chose

20 that particular value, you know, of those

21 three to base your recommendation?

22      A.   I think that the median value is the

23 most representative of an appropriate point

24 within the range of the results, because the

25 midpoint and the average give substantial
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1 weight, by their mathematical nature, to

2 outliers.

3           And the median, in my opinion,

4 seeks the most useful point within the

5 range of results.

6      Q.   Okay.  So is it your belief that

7 with a range of values like this, the median

8 is always the best choice to use?

9      A.   "Always" is a very strong term.

10           People do indeed use the

11 midpoint, that I have seen.  If the

12 distribution is normal, and the outliers

13 are not extreme, then there may be no

14 particular advantage to the median over the

15 midpoint.

16           The midpoint offers an advantage

17 in terms of being easily understood.

18           But in general, I would favor the

19 median for most circumstances I can

20 foresee, sitting here right now.

21      Q.   But perhaps not always?

22      A.   Like I -- like I said, "always" is

23 such a hard thing to get my head around, that

24 I'm somewhat uncomfortable.

25           But generally, yes.
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1      Q.   Okay.  Well, is it the -- it turns

2 out that the value you selected was the lowest

3 of those three; correct?

4      A.   It does turn out to be that.

5      Q.   And in fact, the mean is 24 basis

6 points above the median; correct?

7      A.   That's correct.

8      Q.   Okay.  And I am wondering, are you

9 aware that there are certain statistical

10 analyses you can perform to determine which of

11 those three best fits a range of values?

12      A.   I am aware that there are a variety

13 of statistical tests for the quality of a

14 distribution of samples and results.

15           You would have to be specific.

16      Q.   Okay.  Well, I guess my -- but you

17 didn't perform any statistical analysis to

18 determine which of those three would best fit

19 that data array, did you?

20      A.   The statistical analysis I performed

21 was qualitative, in that I observed that there

22 was a wide range of results.  And the outliers

23 were quite prominent, compared to the midpoint

24 of this range.

25      Q.   Okay.  So on a qualitative basis,
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1 you thought that the median, in this case,

2 would be appropriate?

3      A.   Based on observation of the range of

4 the proxy company results and the -- and the

5 notable prominence of a couple of outliers.

6      Q.   Okay.  Now, did you review

7 Dr. Proctor[sic] -- let me back up.

8           I understand that Mr. Proctor

9 also performed an ROE analysis; correct?

10      A.   That is correct.

11      Q.   Okay.  And he performed a CAPM

12 analysis?

13      A.   That's correct.

14      Q.   And can you explain -- I mean,

15 you've explained how your recommendation is

16 based on your analysis.

17           Can you explain why Mr. Proctor

18 performed a CAPM analysis?

19      A.   CAPM is an accepted methodology in

20 matters such as this.  It is used.

21           Dr. Everett sponsored a CAPM

22 analysis, himself.

23           And approaching the question of

24 the appropriate allowed ROE for ENO from

25 two different independent analytical points
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1 of view seemed like a valuable check as to

2 the rationality and range of our results.

3      Q.   Well, if -- well, why did

4 Mr. Proctor -- or why didn't you perform the

5 CAPM analysis, in addition to the DCF

6 analysis?

7      A.   I can give you the simple answer:  I

8 was not asked to.

9           The deeper answer, I think, is

10 that Mr. Proctor has a great deal of

11 experience in CAPM analysis.  And even

12 though I'm capable of doing it, I think he

13 added value to the proceeding, and to the

14 information the Council can consider.

15      Q.   Okay.  So have you made CAPM

16 analysis before, in prior cases?

17      A.   I have performed CAPM analysis and

18 evaluated CAPM analyses.

19           But I've not testified, in the

20 past, to CAPM analysis in making an ROE

21 recommendation.  No.

22      Q.   Okay.  Have you made prior ROE

23 recommendations in utility cases before?

24      A.   I have had testimony where I discuss

25 ROE, the role of ROE, and the, you know,
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1 relative performance of utilities to their

2 ROE.  But I've not made a specific ROE in a

3 rate recommendation, in a rate setting

4 proceeding.

5      Q.   Okay.  So you've discussed the role

6 of ROE in prior cases, but never made a

7 particular ROE recommendation?

8      A.   Made a particular ROE recommendation

9 relative to setting rates --

10      Q.   Relative --

11      A.   -- what an ROE should be.

12      Q.   Understood.  Thank you.

13           But you didn't ask Mr. Proctor to

14 do a CAPM analysis; correct?

15      A.   No.

16      Q.   Okay.  So you were doing -- you were

17 performing your own DCF analysis, and you

18 didn't ask Mr. Proctor to do that, to perform

19 a CAPM analysis to support your analysis;

20 correct?

21      A.   I was not the engagement manager for

22 this proceeding.  I didn't actually make

23 decisions, or direct any witnesses as to what

24 they would testify to, or whether they would

25 testify.
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1      Q.   Okay.  I am just -- if you're -- do

2 you think it's appropriate to base the

3 Advisors' ROE recommendation on your DCF

4 analysis?

5      A.   My recommendation to the Council for

6 an ROE is equal to the output of my analysis,

7 two-step analysis, plus the adjustments we

8 discussed.  But it is not based solely on

9 that.

10           I think that the output and the

11 analyses of Mr. Proctor is also the basis

12 for it, and supportive of it.

13      Q.   Well, if Mr. Proctor had not

14 performed his analysis, is it your view that

15 your analysis would be sufficient to produce a

16 proper ROE recommendation to the Council?

17      A.   I think that my analysis is

18 sufficient basis for an ROE recommendation.

19           But I think that Mr. Proctor's

20 analysis is part of the consideration that

21 I undertook or, rather, considered, before

22 I made the recommendation that I made.

23      Q.   And how did you consider

24 Mr. Proctor's -- the results of Mr. Proctor's

25 analysis?
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1      A.   In my testimony, I state -- without

2 flipping the pages and finding exactly -- that

3 it is an indication, as his results were

4 45-some-odd, approximately, basis points

5 lower, an indication that there was no need

6 for the Council to adopt an ROE higher than

7 the 8.93 percent I recommended.

8      Q.   And that was based on what part of

9 Mr. Proctor's CAPM analysis?

10      A.   The totality of it.

11           He performed what I believe is an

12 analytically correct analysis, that is

13 based upon, in my opinion, broadly accepted

14 analytical methods.  And, therefore -- and

15 using a roughly comparable set of proxy

16 companies, as I used, and not very

17 different from that used by Dr. Everett

18 either.

19           And as such, that when I

20 considered all of that, my conclusion and

21 my testimony was that it was evidence that

22 there's no need for the Council to adopt an

23 ROE lower than 8.93.

24      Q.   Mr. Proctor's -- from your

25 description of your recommendation,
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1 Mr. Proctor's CAPM analysis didn't actually

2 figure into the quantitative recommendation of

3 the 8.09 percent, as I understand it.

4      A.   That's correct.

5           The impact of Mr. Proctor's

6 analysis was qualitative and supportive of,

7 and I think that given the relatively

8 narrow divergence between our end results,

9 you know, a fairly high degree of

10 concurrence between us.

11      Q.   Okay.  Now, the two-step analysis,

12 the two-step model of the DCF model that you

13 performed, is it your understanding that

14 that's the same model that FERC currently

15 requires?

16      A.   It's my understanding that FERC may,

17 in the near future, adopt a multiple model

18 approach.

19           It is my current understanding

20 that it is still a matter that requires a

21 final Commission decision.

22           But as of today, and certainly, I

23 think, as of the preparation of this

24 analysis, a two-step DCF model is the -- if

25 not the only accepted, the primary accepted
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1 method.  Yes.

2      Q.   So you -- I'm sorry -- you think

3 that currently that the two-step DCF model is

4 the preferred method at FERC?  Is that --

5      A.   Yeah.  I -- today, certainly as of

6 the preparation of my testimony, the answer is

7 yes.

8           Whether or not FERC has taken

9 further action in a particular docket,

10 where they are trying to adopt CAPM and two

11 other risk-plus methodologies, I honestly

12 don't know what the actions have been over

13 the past couple of weeks.

14      Q.   Are you aware that FERC has recently

15 indicated that reliance on a DCF model would

16 not be appropriate?

17      A.   My understanding of the -- to my

18 knowledge, currently not finalized, I believe

19 that the organization of MISO states recently

20 filed a brief generally in opposition of this

21 approach, is that the two-step DCF model would

22 remain one of, I believe, four approaches that

23 could be considered by the Commission.

24      Q.   Okay.  I'm sorry.  I thought that I

25 heard you say earlier that you thought it was
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1 the preferred, that the two-step DCF model was

2 the preferred method by FERC?

3      A.   It used to be.  To my knowledge, it

4 used to be.

5           But I believe that we're in a

6 period of transition, where it is quite

7 probable that it will become one of several

8 accepted methods, if it hasn't already

9 happened, like I said.

10           If it has happened, it's probably

11 been in the past month.

12      Q.   Okay.

13      A.   The final -- a final Commission

14 decision on the matter.

15      Q.   Let me see if I can show you an

16 exhibit, if I could.

17           MR. MCNALLY:

18                If I could give you what's

19           been marked as Exhibit 1, Jay.

20           There's some other copies for

21           folks as well.

22      Q.   Now, I've handed you Exhibit 1,

23 Mr. Watson.

24      A.   Uh-huh (indicating affirmatively).

25      Q.   And it's an order from the FERC, an
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1 order directing briefs.

2           I'm just wondering -- it's dated

3 November 15th -- and I'm wondering if you

4 happen to have seen this before?

5      A.   (Reviews document).

6           I don't think I've seen this

7 exact document.

8      Q.   Okay.

9      A.   But I am familiar with some of the

10 stuff it's discussing.

11      Q.   Okay.  Fair enough.  I appreciate

12 that.

13           If I could just ask you to flip

14 to Paragraph 32.

15           MR. BEATMANN:

16                Let me just state, for the

17           record, Mr. McNally just handed

18           the witness a 37-page FERC Order

19           that he's stated he doesn't

20           recall seeing.

21                So to the extent that he can

22           answer --

23           MR. MCNALLY:

24                Sure.

25           MR. BEATMANN:
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1                -- isolated questions about

2           the document, we just wanted to

3           reflect that on the record.

4      Q.   Now, you indicated a few moments

5 ago, Mr. Watson, that you thought you might be

6 familiar with some of the items in here.

7           The second sentence, I would like

8 to just call your attention to the second

9 sentence in Paragraph 32, where it says,

10 The Commission previously relied solely on

11 the DCF model to produce the evidentiary

12 zone of reasonableness.  (As read.)

13           And then it goes on, As explained

14 below, we are concerned that relying on

15 that methodology alone will not produce

16 just and reasonable results.  (As read.)

17           Do you see that there?

18      A.   I do.  I've read it.

19      Q.   Okay.  And had you seen that text

20 before?  Can you recall?

21      A.   I am familiar with this matter, and

22 that conclusion.

23           I do not recall seeing those

24 exact words in this exact document.

25      Q.   Okay.  And if you look over on the
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1 next page, on Paragraph 34.

2      A.   (Complies).

3      Q.   The third sentence, that says, For

4 reasons that follow, we believe that in light

5 of current investor behavior and capital

6 market conditions, relying on the DCF

7 methodology alone will not produce a just and

8 reasonable ROE.  (As read.)

9           Do you recall having seen that

10 before?

11      A.   Again, I don't recall reading this

12 exact document.

13           I am aware of that FERC position,

14 and some of the things leading up to this

15 point.

16      Q.   Got it.

17           Well, given that awareness, are

18 you concerned at all about your ROE

19 recommendation in this case being based on

20 the two-step DCF model?

21      A.   Well, in my testimony, I stated that

22 it would be -- that it would be appropriate if

23 the Council were to choose Mr. Proctor's ROE

24 results from his CAPM model, as adjusted for

25 risk and flotation.



Byron S. Watson, CFA
3/14/2019

www.currenland.com
(504) 833-3330 Curren Court Reporters, LLC FAX (504) 833-3355

Page 32

1           But I outlined relative risks to

2 ratepayers of accepting that lower ROE as

3 being largely incalculable, in the event

4 that the lower ROE were to cause damage to

5 the various standards applicable to ENO's

6 credit worthiness related to its allowed

7 return.

8           And I concluded that the, if I

9 recall, roughly, $3.4 million a year,

10 subject to check from my testimony, that my

11 higher ROE result caused was considering

12 the risk of the harm if the CAPM results

13 turned out to be low enough to cause harm

14 to ENO's credit rating in related matters,

15 that considering those risks, it was better

16 to take the 8.93.

17      Q.   Right.  I understand.

18           The 8.93 that was produced by

19 your DCF analysis; correct?

20      A.   Correct.

21      Q.   So I guess what I'm asking is:  Are

22 you concerned at all about making a DCF

23 recommendation to the Council based on that

24 DCF model and not, perhaps, some other models

25 as well?
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1      A.   Well, as I said, it was not based

2 solely on my DCF analysis.

3           It was based upon the DCF

4 analysis, and also considering the

5 relatively strong concurrence and results

6 from Mr. Proctor's results, and also -- and

7 also, you know, just a general

8 consideration of all the relevant

9 circumstances.

10           And so the answer is:  I am

11 confident that my recommendation to the

12 Council represents a reasonable ROE, and

13 the fact that it's computationally equal to

14 the results of the DCF analysis is true.

15           And so just to take it one step

16 further, I believe that discounted cash

17 flow analysis is a tool that, while

18 notwithstanding what is said in the

19 document you put before me from FERC,

20 represents a consideration of the present

21 value of expected future cash flows, which

22 is a bedrock financial concept.

23      Q.   So I gather from that that you feel

24 comfortable basing your analysis solely on the

25 quantitative results of the DCF?
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1           MR. BEATMANN:

2                Well, I'm going to object to

3           that.  That's a

4           mischaracterization of his

5           testimony.

6      A.   As I said, it is equal to the

7 results of my analysis.

8           But the basis is the

9 consideration of more than one factor.

10      Q.   Okay.  What were -- you indicated

11 earlier that the constant growth DCF analysis,

12 you felt, suffered from some flaws.

13           Could you explain those to me,

14 please?

15      A.   Yeah.  The constant growth DCF

16 analysis assumes a single growth rate in

17 dividends and/or earnings, assuming dividend

18 payout ratio remains roughly unchanged.

19           And the growth rates that are

20 projected by industry professionals,

21 institutional organizations, are typically

22 over the relatively near term.  And by that

23 I mean, five years, roughly, three to five

24 years.

25           And it is possible, it is
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1 reasonable to conclude that those

2 nearer-term growth rates do not reflect the

3 growth rate that is maintainable

4 indefinitely, which is the variable G, in

5 the Gordon constant rate growth model.

6           And so to the extent they are too

7 high, valuations would be unreasonably

8 high.

9           And to the extent that they are

10 being estimated to be, in the near term,

11 lower than the long-term potential of the

12 utility, it will be too low.

13           And therefore, the two-step model

14 is intended to address that problem.

15      Q.   And so you used two different growth

16 rates, essentially, in the two-step model;

17 correct?

18      A.   That's right.  A short-term growth

19 rate, which is specific to each utility and --

20 proxy company utility, I mean.  And a

21 long-term growth rate, which is an average of

22 various, three, expert organizations'

23 projections of GDP growth.

24      Q.   Okay.  Doesn't it also -- the model

25 also assume that there's never a change in the
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1 dividend yields?

2      A.   The model assumes there's no change

3 in the dividend payout ratio.

4           I don't -- I don't think that if

5 you were to apply the growth factors

6 through the model, and reduce it back to

7 its original form, as I discussed early in

8 my testimony, necessarily, that the

9 dividend yield would be equal throughout

10 every period, out to infinity.

11           I guess my answer is:  I don't

12 know.  I would have to examine the math.

13      Q.   Well, let me explore that a bit.

14           I mean, the model assumes that a

15 dividend that a company pays stays the same

16 in perpetuity; correct?

17      A.   No.  No.  There's a dividend growth

18 factor that is assumed.  And so the dollar

19 dividend amount -- dollar dividend amount is

20 assumed to grow at the short-term growth rate

21 for a period of time, and the long-term growth

22 rate thereafter.

23      Q.   Okay.  So it's your view that the

24 dividend yield would change that?

25      A.   That consideration is not necessary
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1 to the application of the model at the

2 practitioner level.

3           To answer that question, I would

4 have to do some calculations that I could

5 do, and answer it for you.

6           The model formula, which I

7 outlined in my testimony, does not involve

8 an input as to the future dividend yield.

9 It involves inputs related to the growth

10 rate of dividends, and the present dividend

11 yield.

12           And sitting here right now,

13 without taking a 15-minute break to get out

14 my pencil and paper and work it out, I

15 cannot be certain about that math.

16           The only thing I can say with

17 certainty is it's not necessary to the

18 application of this model.

19      Q.   Okay.  Would you agree that after

20 the last financial crisis that the Federal

21 Reserve became active in the market to

22 facilitate liquidity?

23      A.   Yes.  The Federal Reserve is always

24 active in the market.

25           And they purchased different -- a
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1 variety of different kinds of bonds to

2 inject liquidity.

3      Q.   Okay.  And that had -- would you

4 agree that that had an effect on the market?

5      A.   It had an effect, in my opinion, on

6 some markets.  I have not evaluated every

7 market for every security.  In my opinion,

8 there is no single market.

9           And specific to Entergy

10 New Orleans, I did not evaluate to what

11 extent it may have had an effect on

12 investment-grade bonds issued by utilities.

13      Q.   How about equity in the market for

14 utility stocks, do you think it had an impact

15 on that?

16      A.   There are innumerable factors

17 causing the -- or affecting the price of

18 utility stocks, in my opinion.  To what extent

19 quantitative easing, for example, by the

20 Federal Open Market Committee affected them, I

21 do not know with certainty.

22           The price of utilities is broadly

23 regarded as a defensive stock, because of

24 the perceived risk of most US utilities.

25 And as such, I'm not certain that the



Byron S. Watson, CFA
3/14/2019

www.currenland.com
(504) 833-3330 Curren Court Reporters, LLC FAX (504) 833-3355

Page 39

1 effects of quantitative easing necessarily

2 were the prime drivers of stock prices for

3 utilities.

4      Q.   Okay.  But the Fed's actions, since

5 2008, have largely had the effect of keeping

6 interest rates low.  Would you agree?

7      A.   I would agree that interest rates

8 fell and stayed low, roughly concurrent with

9 the initiation of quantitative easing.

10           But I note that interest rates

11 remain fairly low, despite the gradual

12 reversal of those balance sheet positions

13 held by the Treasury.  And therefore, I

14 can't -- I can't say that -- I certainly

15 would not agree it's the entire cause of

16 it.

17           And I can't say, nor do I believe

18 it can be said, you know, to what extent it

19 was the cause of interest rates outside of

20 those instruments that the Fed directly

21 participated in.

22      Q.   Well, since you just kind of

23 indicated that utilities are generally --

24 utility stocks are generally defensive --

25           I think you used the word
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1 "defensive."

2      A.   Correct.

3      Q.   -- wouldn't you imagine that in

4 periods of low interest rates, investors might

5 be more attracted to utility stock

6 investments?

7      A.   Well, first of all, I think I was

8 meaning to be discussing utility equities, not

9 necessarily utility bonds.

10           And I do not, sitting here,

11 recall a particularly sharp increase in the

12 coupon rates of Entergy New Orleans bond

13 issuances over the past couple of years,

14 during which quantitative easing has been

15 slowly, initially taking the first steps of

16 being reversed.

17           And certainly, the purchases of

18 bonds and the increase to the balance sheet

19 has stopped.

20           So I am not certain that I can

21 completely agree with you.  Although I

22 accept the notional logic of your question.

23      Q.   Yeah.  I mean, if interest rates are

24 low, wouldn't you agree that utility stocks

25 that, you know, pay dividends would be
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1 relatively more attractive in periods of low

2 interest rates?

3      A.   I am aware of a theory that, again,

4 has some notional logic to it, but I have not

5 seen, have not tested, myself, quantitatively

6 that the Fed's quantitative easing, and its

7 efforts to keep short-term interest rates low,

8 have driven yield-interested equity investors,

9 or driven investment in equities to seek a

10 higher yield, and that that may have driven up

11 some stocks, and, thereby, driven down their

12 dividend yields.

13      Q.   Right.

14           And when you say "driven up," you

15 mean increased prices for the equity;

16 correct?

17      A.   Correct.  That's what I meant.

18      Q.   And I guess the DCF model doesn't,

19 another aspect of the DCF model, indicate or

20 assume that there's no change to the

21 price-earnings ratio?

22      A.   I can't say with mathematical

23 certainty that there's no change.  But an open

24 market for a utility stock would suggest that

25 it would tend to be true.
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1      Q.   I'm sorry.  That what?

2      A.   That it would tend to be true, that

3 the PE ratio would remain the same throughout

4 this analytical period of the DCF model.

5      Q.   Yeah.

6           And so if the Fed reverses

7 course, can you explain what effect you

8 think that might have on --

9      A.   Well, what course are you assuming

10 the Fed is on?

11      Q.   I apologize.  We've been talking

12 about Fed actions that keep interest rates

13 low, which keep utility equity investments

14 relatively more attractive.

15           And so I guess I'm asking you:

16 When that Fed activity ceases, wouldn't you

17 expect that the price-earnings ratio of

18 those utility stocks would then fall?

19      A.   It's my understanding that the Fed

20 has ceased to take positions, balance sheet

21 positions, intended to inject liquidity by

22 buying long-term bonds.  So the course the Fed

23 is on, as I understand it, with regard to

24 that, is a very gradual unwinding of its

25 balance sheet positions.  It continues to
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1 maintain, probably, historically below average

2 short-term target interest rates.

3           And to my understanding, although

4 I haven't checked in the past several

5 months, continues to pay a 25-basis-point

6 premium to bank depositors.  But those are

7 short-term interest rate targets and

8 actions.

9           So I don't agree that the Fed is

10 continuing to, at this time, attempt to

11 maintain below-market normal long-term debt

12 interest rates.

13      Q.   Well, are you concerned at all about

14 the results of your DCF model, given that

15 historic Fed activity since 2008 may change in

16 the future?

17      A.   Well, as I said, it's my

18 understanding that the Fed has been slowly,

19 very slowly reducing its balance sheet.  And

20 therefore, there's no, you know, further

21 activity.

22           I am not concerned by that for a

23 couple of reasons, with regard to my DCF

24 analysis.

25           One, the Fed's position has been
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1 largely stable for the six-month period

2 during which my model and my analysis was

3 collecting the data, the second half of

4 2018, is my general understanding of the

5 Fed's activities.  Therefore, you know,

6 you've got a stable thing.

7           Two, the IBES growth expectations

8 are based upon the rational expectations of

9 institutional brokers who make these

10 estimates.  And so, you know, there is a

11 rational expectation component to my

12 analysis based on a consensus of these

13 institutional brokers.

14           And as such, unless the Fed takes

15 substantial unexpected action in one

16 direction or the other, I think that the

17 underlying analysis and assumptions of the

18 DCF are okay for the perspective of the

19 Fed.

20      Q.   Now, did you do anything, any sort

21 of quantitative analysis to determine whether

22 your overall recommendation of 8.93 is

23 otherwise reasonable?

24           MR. BEATMANN:

25                Other than what is contained
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1           in his testimony?

2           MR. MCNALLY:

3                I'm sorry.  Other than the

4           DCF analysis.

5      A.   Well, as I said, Mr. Proctor's CAPM

6 analysis was probative.  It was a basis.  It

7 was an element of the basis of my

8 recommendation.  It offered, in my opinion,

9 general concurrence between the two methods

10 and the two analyses.

11           And then, also, before any

12 adjustments to Dr. Everett's two-step DCF

13 analysis, if you were to adjust for, as I

14 discussed in my testimony, a not, in my

15 opinion, reasonable long-term growth factor

16 assumption, there was also some reasonable

17 concurrence with his analyses.

18           So I think that -- I think that

19 those were the analyses and the factors

20 that I considered in making my

21 recommendation.

22      Q.   Okay.  Did you consider other recent

23 ROE awards around the country?

24      A.   I'm aware that some are higher.

25      Q.   Okay.  But did you compare your DCF
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1 result, you know, to check for reasonableness

2 against what's been awarded recently around

3 the country for utilities?

4      A.   Many ROE decisions are made by

5 regulators that -- they are the adoption of a

6 settlement.  And many of them involve the

7 considerations that regulators have the

8 authority and latitude to make beyond the

9 types of analytical things.

10           In my review, it's common for a

11 regulator to adopt an ROE that is higher

12 than that recommended by some of the

13 participants in the relevant proceeding.

14           And so while I was aware that

15 other regulators had approved ROEs higher

16 than my recommended 8.93, I didn't consider

17 that to be the most relevant factor to

18 consider.

19      Q.   Okay.  But you didn't do any sort of

20 quantitative analysis to determine where your

21 recommendation fell within the range of recent

22 awards, I gather; correct?

23      A.   I evaluated that.  And it's my

24 recollection that it is lower than the range

25 of most recent awards that I looked at.
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1      Q.   Did you do -- when you say you

2 evaluated that, how did you evaluate that?

3      A.   All the ones that I saw, that I

4 became aware of, they did indeed authorize an

5 ROE that was higher, at least somewhat higher

6 than the 8.93.

7      Q.   So these were results that you

8 happened to come across?  Or did you do a

9 calculation of these or . . .

10      A.   I did not seek to examine every ROE,

11 retail ROE award.

12           You know, we certainly looked at

13 the most recent Entergy Operating Company

14 awards.

15           I looked at recommended ROEs at

16 the FERC level, that to my knowledge are

17 pending a final Commission order.

18           So that would be the extent of

19 it.

20      Q.   Can you recall, was there any ROE --

21 do you recall seeing any ROE for a vertically

22 integrated utility this year that was as low

23 as 8.09 percent?

24      A.   I don't recall that.

25      Q.   You don't recall seeing one that
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1 low?

2      A.   That's correct.

3      Q.   Do you remember seeing one as low as

4 8.93 percent?

5      A.   No.

6           I'm confused.  I thought that's

7 what you just asked me.

8      Q.   8.09, your --

9      A.   Oh.

10      Q.   My first question dealt with the

11 result, the unadjusted result of your model.

12 And I'm sorry.

13           MR. BEATMANN:

14                Jamie, if we could, could

15           you just repeat the original

16           question?

17           MR. MCNALLY:

18                Yeah.  Let me --

19           MR. BEATMANN:

20                So that the record --

21           MR. MCNALLY:

22                I will do that.

23      Q.   Do you recall, in this year, seeing

24 any ROE result for a vertically integrated

25 utility as low as your unadjusted 8.09 percent
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1 recommendation?

2      A.   I didn't recommend 8.09 to the

3 Council as an ROE.

4           But no, I didn't see -- I'm not

5 familiar with, in the past year, a

6 commission that ordered or authorized an

7 8.09 ROE.

8      Q.   Okay.  And how about an 8.93 percent

9 ROE?

10      A.   So that is my recommendation to the

11 Council.

12           And no.  I am not familiar with a

13 retail regulator, or regulator that has

14 ordered an ROE of 8.93.

15      Q.   Well, let me back up.

16           Would that be the same case for

17 the year 2017?

18      A.   I don't think I reviewed any data

19 for 2017.

20      Q.   Okay.  So did the data -- the recent

21 data you reviewed was just for 2018 then?

22      A.   It's a rough range of 2018.

23 There's, you know, the order date, effective

24 date.  But generally, yes.  That's correct.

25      Q.   Well, can you -- I mean, when was
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1 the last time -- or can you point me to the

2 last time you're aware that a regulatory

3 jurisdiction ordered an 8.93 percent ROE for a

4 vertically integrated utility?

5      A.   I am not familiar with that.

6           But just to reiterate my earlier

7 answer, the previous orders of other

8 commissions that the Council is not

9 obligated to follow, in my experience, are

10 based on their application of many factors,

11 and a broad authority, and are not a strong

12 factor supportive of my recommendation.

13      Q.   Okay.  Thank you, Mr. Watson.

14           Now, I believe you -- didn't you

15 testify in Docket Number UD 1602, which

16 is -- which was the company's application

17 to construct the New Orleans Power Station?

18      A.   Yeah.  Yes, I did.

19      Q.   Do you recall that case?

20      A.   I do.

21      Q.   And you did file testimony in that

22 case, is my understanding; correct?

23      A.   I did, yes.

24      Q.   Okay.  And I understand that you

25 estimated the bill impacts in that testimony,
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1 in your case -- in that particular case?

2      A.   That's correct.

3      Q.   And for the purpose of that, my

4 understanding is that you used an estimated

5 ROE of 9.75 percent.  Is that accurate?

6      A.   That's -- I did not estimate an ROE.

7           That is the ROE I used for my

8 analysis.  But I did not estimate an ROE.

9      Q.   Right.

10           And an ROE was not set in that

11 case, is my understanding; correct?

12      A.   That's correct.

13      Q.   Okay.  But your analysis required

14 you to use an ROE; correct?

15      A.   The various options that were under

16 consideration had different degrees of capital

17 intensity.  And some had more O&M and less

18 capital, relative to the others.  And

19 therefore, using an ROE of 11.04, which is the

20 electric average ROE in New Orleans most

21 recently approved by the Council, might have

22 skewed my analysis in terms of the relative

23 economic attractiveness of those options.

24           And therefore, I chose, for the

25 purpose of that analysis, 9.75.
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1      Q.   And you thought that for the

2 purposes of that analysis, you thought the

3 9.75 percent ROE was appropriate; correct?

4      A.   For the purposes of the analysis of

5 relative economic attractiveness of different

6 options in that docket, at that time, yes.

7      Q.   My understanding is that from the

8 Commission's -- or, I'm sorry -- from the

9 Council's resolution in that case, that your

10 testimony indicated that that 9.75 percent ROE

11 was in line with ROEs recently set by

12 regulators.

13           Do you recall that particular

14 statement?

15      A.   I think, if I recall, my testimony

16 was that 9.75 was in the range of recently

17 approved Entergy Operating Company ROEs.  And

18 therefore, would be more closely in line with

19 the ROEs the Council would be expected to

20 consider in this proceeding.  And that's

21 why -- and that's why I chose it for the

22 purpose of that analysis.

23      Q.   So is it a fair characterization of

24 your testimony that you just looked at other

25 Entergy Operating Companies' ROEs?
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1           MR. BEATMANN:

2                In Docket UD 1602?

3           MR. MCNALLY:

4                I'm sorry.  Yes.  In Docket

5           UD 1602.

6      A.   I have -- I don't recall.

7           I most certainly looked at the

8 most recently authorized Entergy Operating

9 Company-allowed ROEs.

10           But at that time, I may also have

11 been considering some nationwide survey

12 data as well.

13      Q.   And the 9.75 percent ROE, in that

14 particular docket, was in line with that

15 national survey data that you saw?

16      A.   I think, primarily, it was in line

17 with the Entergy Operating Companies.

18           And the national survey, to the

19 extent I reviewed it for that particular

20 docket would have been more like a check.

21      Q.   Okay.  But when you say "like a

22 check," was it in line with what you consider

23 in line with 9.75?

24      A.   I don't recall the specifics of what

25 the average, or median, or midpoint of the
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1 range of the ROEs were from the national

2 survey.  But I think yes.

3      Q.   And do you recall the time that

4 the -- over which the survey was taken?

5      A.   The survey would have been an annual

6 survey that was then performed by a trade

7 magazine called Public Utilities Fortnightly.

8 They no longer provide that service.  Although

9 there are others that do.

10           So I would suspect that that time

11 frame would have been, to the extent I did

12 it, 2016.

13      Q.   Okay.  Is there a reason you might

14 have looked at other regulator awards in that

15 docket, and not in this particular case?

16      A.   The purpose of my testimony before

17 NOPS was the relative economic attractiveness

18 of different options to solve certain

19 reliability concerns for New Orleans.  It was

20 not to set an ROE.

21           I think it would have been

22 excessive, superfluous for me to have

23 performed a complete ROE analysis solely

24 for the purpose of a discount factor and a

25 return factor, to calculate the relative
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1 economic attractiveness of certain options.

2           Going to that level of precision

3 just wouldn't have added any value.

4      Q.   Yeah.

5           No.  I'm asking why you would

6 perform a survey of recent awards in that

7 docket, but not do the same survey in this

8 docket?

9      A.   Because, in my opinion, the awarded,

10 the allowed ROE, by a regulator, is not a

11 strong indicator of what is appropriate as a

12 recommendation.

13           Because, as I said, it's my

14 understanding and experience that

15 regulators might accept a negotiated

16 settlement, and then, additionally, they

17 might apply a great number of

18 considerations when setting an ROE apart

19 from, you know, a market-based analysis,

20 such as discounted cash flow and CAPM.

21      Q.   Now, you've testified about

22 Mr. Proctor's CAPM analysis.

23           I take it you think his results

24 are reasonable; correct?

25      A.   Because he is applying an accepted
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1 methodology, and using market-based data in

2 what appears to me to be an impartial

3 analytical fashion, yes.

4      Q.   Okay.  And my understanding is those

5 results -- that analysis produced two basic

6 ROE results, a 6.68 percent ROE result, and a

7 7.57 percent result.  Is that correct?

8      A.   I recognize the second number

9 better.

10           What -- can you give me the

11 context of the 6.68, so I could answer

12 that?

13      Q.   Well, I'm asking -- so you don't

14 recall the 6.68 percent?

15      A.   I guess what I'm saying, if you give

16 me the context of it, I might very well recall

17 it.

18      Q.   Okay.  Fair enough.

19           My understanding is he did two

20 sets of analysis.  Each one producing an

21 ROE result.

22           My understanding is one, the

23 higher one, is 7.57 percent.  Is that

24 correct?

25      A.   That's correct.  That's the -- that
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1 is the primary value that I relied upon with

2 regard to his work.

3      Q.   Okay.  So you didn't rely on a lower

4 value that was produced by his analysis?

5      A.   No.  I think that when you look at

6 my testimony, when I discuss the basis-point

7 differences between the results of our

8 analyses, that the 7.57 works out

9 mathematically.

10      Q.   Okay.  And so it was mainly the

11 7.57 percent ROE result that you were

12 considering when you testified that you

13 thought that was reasonable?

14      A.   That's right.

15           I was -- you know, when I was

16 discussing the reasonableness of it, I

17 believe that I cited that value.  And I

18 discussed the basis-point difference

19 between his result and my result.

20      Q.   Did you discuss the inputs of his

21 CAPM analysis with him?

22      A.   During the preparation of our

23 respective testimonies?

24      Q.   At any time.

25      A.   Yes.
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1      Q.   Okay.  So you're familiar with his

2 inputs?

3      A.   Yes.

4      Q.   Okay.  And you think they are

5 appropriate?

6      A.   Yeah.  Yes.  I do.

7      Q.   Okay.  Now, my understanding is that

8 Mr. Proctor used the 13-week treasury bill

9 yield as the proper measure of the risk-free

10 rate.

11      A.   That's correct.

12      Q.   Is that your understanding?

13      A.   That's my understanding as well.

14      Q.   And you think that use of the

15 13-week treasury bill yield is proper for that

16 purpose?

17      A.   The theory, as I understand it,

18 underlying CAPM, the risk-free rate should be

19 free of risk.  And longer-term treasuries,

20 while the default risk is generally regarded,

21 for analytical purposes, as negligible, do

22 bear an interest rate risk.  And therefore,

23 the shorter-term treasuries both have no

24 default risk and have minimal interest rate

25 risk.
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1           And so yes.

2      Q.   So are you aware of contrary

3 financial opinion to the effect that, in fact,

4 you should use the yield on a longer-term

5 instrument, so that you can match the period

6 of the stock investment?

7      A.   Yeah.  I am aware of that.

8      Q.   But you disagree with that?

9      A.   I think that the notional

10 application of the regression theory

11 underlying the capital asset pricing model is

12 consistent with what Mr. Proctor did.

13           I am not going to say that I

14 would necessarily disagree with the results

15 that people are seeking to get from using

16 the longer-term interest rate.  But

17 Mr. Proctor is more correct.

18      Q.   Okay.  So you're aware that there's

19 financial authority out there that says a

20 longer-term, 30-year, for example, instrument

21 would be more appropriate than the 13-week;

22 correct?

23      A.   I am aware that there's a difference

24 of opinion.  Yes.

25      Q.   Okay.  But you think it's more
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1 correct, more proper to use the 13-week yield

2 that Mr. Proctor used?

3      A.   Yes.  Because equities are highly

4 liquid.  Utility equities are highly liquid.

5 And their prices are based, to a strong

6 degree, on the immediately upcoming earnings

7 and dividends that are payable.  And that is

8 closer to a short-term instrument.

9           It is true that an equity

10 persists indefinitely, but its cash flows

11 are not fixed, or, in particular, tied to

12 what came before it.  And so the theory of

13 using a 30-year or some longer-period

14 treasury as the risk-free rate does not --

15 does not fit as well as Mr. Proctor's

16 application.

17      Q.   Well, if that's the case, and

18 13-week yield is preferable to the yield of a

19 30-year instrument, why didn't Mr. Proctor use

20 a four-week instrument yield?  That's even

21 shorter term; correct?

22      A.   That's correct.

23           My recollection is that he

24 discussed that in his testimony.  But

25 sitting here right now, I do not remember
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1 the justification for it.

2      Q.   But you don't have an opinion on

3 that, whether a four-week would be more

4 preferable than a 13-week?

5      A.   The market segmentation theory of

6 highly short-term treasuries would suggest

7 that there could be something potentially

8 anomalous in their yields that would make it

9 less useful than a somewhat longer-term, but

10 still short-term treasury.

11      Q.   So that same logic wouldn't apply to

12 the 30-year instrument in your view?

13      A.   I recognize that people employ the

14 longer-term treasuries as risk-free input to

15 the CAPM.  And I note that the difference is

16 not strictly additive, because the risk-free

17 component exists both inside and outside of

18 the multiplication factor.  And so because of

19 that, I don't lose sleep over people's use of

20 that.

21           But because you're asking, I

22 think that the shorter-term ones are closer

23 to the theoretical application of this

24 model.

25      Q.   For Mr. Proctor's risk premium
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1 portion of his analysis, I believe he used

2 historical estimates.

3           Is that your understanding as

4 well?

5      A.   I don't recall.

6           If you could clarify, by

7 historically, you mean he took market

8 measurements?

9      Q.   Yes.

10      A.   I see.

11           That's my understanding.

12      Q.   Okay.  And those market measurements

13 he took were for past historical periods;

14 correct?

15      A.   Yes.  That's -- yes, I think that's

16 how he did it.

17      Q.   Okay.  And would you agree that the

18 whole concept of this CAPM analysis is that

19 it's forward-looking?

20      A.   I think CAPM is better described as

21 "in the moment."  Because you have a

22 regression factor beta.  And you have the

23 present risk-free rate.

24           And so I don't know that I can

25 agree that it's forward-looking in terms
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1 of -- I'm not aware of an input to it that

2 involves somebody's projections of the

3 future in the same way that the DCF does.

4      Q.   Well, are you aware that, again,

5 financial -- there's quite a bit of financial

6 literature that suggests, in fact, what you

7 should be doing is thinking -- is using

8 investors' expectations of what that premium

9 would be?

10      A.   I have not read financial

11 literature.

12           I am aware that -- I'm aware that

13 practitioners use both, or that I'm aware

14 that it's -- I'm aware that people have

15 used the forward-looking ones.

16           I think that -- I think that

17 underlying the CAPM is the assumption that

18 the general paradigm of the market for the

19 regression period will hold into the

20 future.  And therefore, also relying upon

21 market premiums, historically, may not add

22 a significant error, or problem, or reason

23 to distrust the results.

24      Q.   But you think it would be preferable

25 to use analysts' expectations of what that
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1 premium would be?

2      A.   Preferable, no.

3           I am aware that -- I'm aware that

4 that is a method that is used by some

5 people.

6      Q.   Well, do you think it's preferable

7 to use historical information on what that

8 premium was?

9      A.   Well, like I said, the CAPM relies

10 upon the evaluation of the historical

11 performance in the calculation of beta.  And

12 therefore, preferable, maybe, I've not

13 formulated an opinion.

14           I didn't sponsor CAPM analysis in

15 this proceeding.  But it is, in my opinion,

16 acceptable and analytically consistent to

17 calculate the market premium.

18      Q.   Okay.  Now, I believe you had said

19 that you talked about the basis-point

20 difference between your ROE result and

21 Mr. Proctor's ROE result with the CAPM model.

22           And if I could get you to look at

23 page 44, here, of your testimony.

24      A.   (Complies).

25           I'm there.
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1      Q.   Now, I believe on line 19, you

2 suggest that there's a 52-basis-point

3 difference; correct?

4      A.   Yes.

5      Q.   And just so I understand, that's

6 between a 7.57 percent and the -- your

7 unadjusted 8.09 percent; correct?

8      A.   Correct.  I think the math works

9 out.

10      Q.   So for that, for those purposes, you

11 were comparing it to your unadjusted model

12 result of 8.09; correct?

13      A.   Correct.

14      Q.   Okay.  And you think that -- or you

15 believe that the 52-basis-point difference is

16 an indication that the results are essentially

17 in the same ballpark?

18      A.   First of all, I don't think that

19 there's any reason why they should match

20 precisely.  They are different models.

21           But yes, being off by 52 basis

22 points between the two does suggest that

23 the two different approaches are moving in

24 towards a common understanding of what the

25 right ROE is.
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1      Q.   And would you feel similarly if the

2 result were 52 basis points above the

3 8.09 percent DCF result?

4      A.   I imagine I might.

5           I hadn't -- I hadn't given it any

6 thought until this moment, but I imagine I

7 might.

8      Q.   But a 52-point basis ROE --

9 unadjusted ROE 52 basis points above your

10 8.09 percent would also be reasonable?

11      A.   I think, now that you ask me that,

12 that would still indicate that the two

13 separate models, using separate methodologies,

14 were pointing towards a common range of

15 reasonable ROEs.

16      Q.   Okay.  How are you doing on time?

17 Do you need a break?

18           MR. BEATMANN:

19                I do.

20           MR. MCNALLY:

21                You do?  Okay.

22                If anyone needs a break,

23           please --

24           THE WITNESS:

25                Sure.
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1           MR. MCNALLY:

2                Are you okay?

3           MR. BEATMANN:

4                It can be short.

5           MR. MCNALLY:

6                We've been going a while, so

7           let's take a break.

8           (Whereupon the proceedings went

9      off the record.)

10      Q.   So, Mr. Watson, one question about

11 your testimony on your ROE recommendation.

12           I believe you indicated that it

13 was lower than other ROE awards that you

14 had seen recently.  And I'm wondering, if

15 that's the case, if you would be at all

16 concerned about the company being able to

17 compete in the market for equity capital,

18 if other -- if other companies had higher

19 ROEs?

20      A.   That does not concern me.

21           The market for equity capital is,

22 as I understand it, quite robust.  And it's

23 based upon the market yield of the

24 utilities.

25           And so long as ENO is allowed a
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1 total rate of return that fulfills, or

2 gives it the opportunity, rather, to earn a

3 fair return, maintain its credit, I think

4 that's indicative that it will be able to

5 also track capital, which is yet another

6 standard.

7           And so, in my opinion, no.

8      Q.   Okay.  So you're not concerned about

9 an ROE award for ENO that would be lower than

10 what its peers have recently gotten?

11      A.   That, in and of it -- well, you

12 asked me, as I understand the original

13 question, am I concerned that they would not

14 be able to attract equity capital.  My answer

15 is no.

16           The second question, as I

17 understand it, am I concerned, in general.

18 Also no.

19           An ROE, should ENO, through

20 prudent operation and management, achieve

21 it, of 8.93, just a bit below nine percent

22 is, in my opinion, a reasonable market

23 return that you would see for a low-risk

24 company in the open stock market.

25      Q.   Let me ask you about -- you have a
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1 discussion of double leverage in your

2 testimony.  And I would like to ask you what

3 your explanation of that concept is.

4      A.   I would -- I would rest upon my

5 testimony.  And that is, a double leverage

6 occurs when there's a significant deviation

7 between a subsidiary, such as ENO's equity

8 ratio and the equity ratio of the parent

9 company, in this case, Entergy Corp.

10      Q.   Why is that a concern?

11      A.   The effect of it is that -- well,

12 let me start over, please.

13           Customary ratemaking involves

14 return on rate base at WACC.  WACC, one of

15 the key factors is the equity ratio.

16           Equity is almost invariably

17 higher cost than debt, for a reasonably

18 healthy company, for two reasons.

19           One, because of the economic

20 logic that equity should have a higher

21 return than debt.

22           And two, because dividends are

23 not tax deductible.

24           Those two factors cause the total

25 before tax cost of equity to be higher than
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1 debt.  And therefore -- which is the case

2 for ENO, I might add -- and so the higher

3 the equity percentage, the higher the WACC,

4 which, when multiplied by your rate base,

5 gives you a higher revenue requirement.

6           And so maintaining a high equity

7 ratio, if it is allowed, as the basis for

8 ratemaking, higher, significantly higher

9 than that of the parent company, imposes

10 costs on ratepayers that I don't think have

11 a corresponding benefit.

12      Q.   What cost does it impose on

13 ratepayers?

14      A.   A higher-than-otherwise revenue

15 requirement.

16      Q.   Is the concern that the parent would

17 borrow money at one rate and invest it in

18 equity in the subsidiary utility?

19      A.   There is no one transaction that is

20 required to achieve the state of double

21 leverage.  So the parent company does not have

22 to borrow money and put paid-in capital into

23 the subsidiary to achieve it.

24           You can achieve the state of

25 double leverage through other methods, such
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1 as reducing the dividend payout of the

2 subsidiary to the parent.  And that would

3 achieve the same state.  So the means by

4 which you achieve it is not important.

5           The question is, is it -- is any

6 difference between the two equity ratios

7 unreasonable, and does it impose an

8 unreasonable cost on ratepayers that has no

9 corresponding appreciable benefit.

10      Q.   So you think any difference -- or,

11 I'm sorry.

12           Can you define what an

13 unreasonable difference would be?

14      A.   I can't define it in terms of

15 numbers.  And I think it would be specific to

16 the utility.

17           Entergy Corp's equity ratio of in

18 the rough range of 35 and a half percent,

19 would not, in my opinion, be reasonable to

20 apply to ENO.  Because that -- if ENO, as a

21 stand-alone organization, had so much

22 leverage, that much leverage, I'm not

23 certain that given its other overall

24 circumstances, it could maintain a good

25 credit rating, and attract capital, and all
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1 of those good things.

2           And so there is no number that I

3 can give you, because I don't think that

4 that's how I would determine reasonable.

5      Q.   Well, I guess I'm confused.

6           Is the concern that the debt at

7 the parent level is priced less than the

8 equity at the sub, it holds at the sub

9 level?

10      A.   The debt held by the parent, to my

11 knowledge, has no impact on the ratemaking of

12 the sub.  Except, perhaps, to a minor extent,

13 to the extent that the -- that the overall

14 organization has serious financial problems or

15 something.  But generally, no impact.

16      Q.   Well, if the debt at the parent has

17 no impact on ratemaking, then why are you

18 suggesting a change to ratemaking equity ratio

19 based on the debt level of the parent?

20      A.   Well, the way I interpreted your

21 previous question was the debt rate, the

22 coupon rate, the yield to maturity of the

23 parent's debt.  That's what I was answering.

24           So to the extent I misunderstood

25 your question, I apologize.
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1           The coupon rate, the yield to

2 maturity of the parent's debt, is not a

3 significant concern.

4      Q.   So it's just the percentage

5 difference in debt?

6      A.   That's what I thought I heard your

7 question asking.

8           If the question is the amount of

9 the debt versus equity at the parent level

10 being relevant, it can be.

11      Q.   I'm sorry.  I didn't hear that.

12           It can be?

13      A.   It can be.

14           You know, the ratio of the debt

15 to equity at the parent level can be

16 relevant to the consideration of what a

17 reasonable equity ratio is at the sub.

18      Q.   Okay.  So, but the concern is not

19 that the parent is borrowing money and

20 contributing it in exchange for equity.  Is

21 that -- is that what you're saying, that

22 that's not a concern?

23      A.   Well, what I said is, that's not the

24 only -- that is one way that you can achieve a

25 state of double leverage.  And if that were
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1 done, and it could be proven that it was done

2 with the intent of achieving double leverage,

3 I think that would be inappropriate.

4           But you can achieve double

5 leverage in other ways, by, again,

6 adjusting your dividend payout ratio for

7 the subsidiary.

8      Q.   What if what I described, where the

9 parent borrowed money and then invested it as

10 equity in the sub was done without the intent

11 that you talked about?

12      A.   Well, I mean, for example, ENO is in

13 the process of constructing the New Orleans

14 Power Station.  And my review of their capital

15 planning, as I recall, sitting here, is that

16 they are going to make an equity contribution

17 from Entergy Corp, or Entergy Utility

18 Holdings, or a senior organization, down to

19 ENO to be one of the sources of capital to

20 construct that.  That's not inherently wrong.

21           And, you know, treasury

22 principles, as I understand them, you don't

23 generally borrow money specifically because

24 you're going to do any one thing.  You

25 borrow money because your overall capital
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1 planning indicates a needed amount of

2 capital, and then you pursued various means

3 of doing that, such as retained earnings,

4 and issuing new debt, and occasionally

5 issuing new equity.

6      Q.   Okay.  I would like to -- I believe

7 you answered an RFI question on this issue

8 that I wanted to show you --

9      A.   Okay.

10      Q.   -- if I can locate it.

11           Just a second.

12           MR. MCNALLY:

13                If I can mark this as

14           Number 2, please.

15      A.   Thanks.

16      Q.   Mr. Watson, this is a response to

17 ENO Discovery Requests 2-27.

18      A.   Yes.

19      Q.   Okay.  And you've seen this before?

20      A.   I have.

21      Q.   And did you -- you drafted it;

22 correct?

23      A.   I was a primary author.

24           The responses are those of the

25 Advisors.
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1      Q.   Okay.  So the response there says,

2 on page 51 of your testimony, A utility that

3 engages in double leverage effectively borrows

4 money at the top corporate level and places

5 that money into its utility subsidiary as

6 common equity.  (As read.)

7           Correct?

8      A.   That's what it says.  Yes.

9      Q.   Okay.  Now, I apologize.  I thought

10 I asked you whether that was what you were

11 talking about with double lever -- excuse

12 me -- double leverage.  And I thought I heard

13 you just testify that that really wasn't it.

14      A.   Well, no.  Well --

15      Q.   I may have been wrong.  But --

16      A.   In this response, we sought to

17 clarify that.

18           And what I mean, on page 51 of my

19 testimony, is, the effect is as if Entergy

20 had done it.  And the purpose of that was

21 just to illustrate what -- what a mechanism

22 and what an effect is.

23           So what I mean by the word

24 "effectively" in that testimony, on page 51

25 is, there are many ways to get there.  But
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1 the effect is as if Entergy Corp borrows

2 money and places it into ENO as common

3 equity.

4      Q.   Okay.  And you have an objection to

5 that?

6      A.   My objection, like I said earlier in

7 this testimony, prior to this passage, is the

8 ratepayer cost of maintaining a significantly

9 higher and unreasonable equity ratio at the

10 ENO level, as compared to -- as compared to

11 the Entergy Corp level.

12           And then later on in my

13 testimony, I discuss that the double

14 leverage effect of ENO is higher than the

15 average of the other operating companies.

16      Q.   So your view, you determined the

17 reasonableness of the subsidiary's equity

18 ratio by looking at the parent?

19      A.   That would be one factor, yes.

20           As I discussed in my testimony,

21 Entergy has a non-vertically integrated

22 regulated utility business, EWC, Entergy

23 Wholesale, that reasonably might, given all

24 the issues surrounding merchant nuclear

25 operations, have a different equity ratio,
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1 and is not subject to regulation rate of

2 return-type regulation.

3           And therefore, I note that,

4 presently, Entergy Corp's equity ratio is

5 not -- is not the only indication of double

6 leverage.

7      Q.   Well, I guess that's my question,

8 Mr. Watson.

9           Entergy Corp does have other

10 subsidiaries, some of which that are

11 unregulated.  And so why would you -- to

12 determine ENO's -- the reasonableness of

13 ENO's equity ratio, why would you look at

14 the equity ratio of the parent?

15      A.   Well, like I said, that is one

16 factor I looked at.

17           I also looked at the average

18 equity ratio of the other regulated

19 utilities, Entergy Operating Companies, and

20 I looked at the ratemaking treatment that

21 was given to other assets, that are

22 currently being given to other assets at

23 the ENO level.

24           And taking all of those things

25 into consideration, I made my
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1 recommendation.

2      Q.   Right.

3           No.  I understand that you looked

4 at those other things.  But I'm curious as

5 to why it's important to look at the

6 parent.

7      A.   The utility is separated into

8 subsidiaries.  And they have some individual

9 credit characteristics.  But the utility is

10 operated, if it's operated properly, I should

11 say, a corporation is properly operated to

12 maximize the value for its top-level

13 shareholders, its ultimate shareholders, its

14 owners.

15           And so -- and so it is possible

16 to select a wide range of equity ratios and

17 achieve a wide range of equity ratios for

18 different organizations within the company,

19 but it's still constrained by the capital

20 markets for the whole organization.

21           And therefore, you can -- you can

22 have whatever the market most positively

23 rewards for the organization as a whole.

24 In this case, it would appear, roughly, 35

25 and a half percent equity for the
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1 organization as a whole.

2           And then there is a revenue

3 requirement effect of deviating from that,

4 at the regulated level.  And the deviation

5 that currently exists favors shareholders

6 in a way that I cannot identify a

7 particular advantage to ratepayers.

8      Q.   So you generally think it's a bad

9 thing if there's a deviation between the

10 equity ratio at the subsidiary utility level

11 and the parent level?

12      A.   Well, I would say it's a cause for

13 concern, absent some other consideration.

14           And as I discussed in my

15 testimony, the EWC consideration presently

16 is of worthwhile note.  And that is a

17 primary reason why I didn't consider

18 recommending an equity ratio down in the

19 30s for ENO.

20      Q.   So it would clearly be unreasonable;

21 correct?

22      A.   Today, given my understanding of

23 today's market and Entergy's circumstances,

24 today, yes.

25      Q.   Okay.  If I could ask you to take a
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1 look at Subsection A of that response.

2      A.   (Complies).

3      Q.   The second sentence at the end of

4 it, where you say, The top corporate level

5 borrows money and places that money into its

6 utility subsidiary as common equity.  (As

7 read.)

8           Do you see that language there?

9      A.   I do.

10      Q.   Okay.  So do you think it's possible

11 to trace the dollars that a parent borrows to

12 the dollars that it -- to the equity that it

13 places into the subsidiary?

14      A.   I don't think that that is how

15 corporate treasury principles and practices

16 work, tracing individual dollars.  But every

17 debit and credit is traced.

18      Q.   So you do think it's possible to

19 trace dollars that are borrowed at the parent

20 level, and then contributed as equity to the

21 sub level?

22      A.   No.  I -- the contributions can be

23 traced.  The borrowing can be traced.  But

24 money is fungible.

25           And the way corporate treasury
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1 works, you do not, you know, segregate

2 individual dollars for only one purpose, as

3 I understand it.

4           So the answer is no, because of

5 the corporate treasury.

6           But I was merely noting that

7 accountants do trace inflows and outflows.

8      Q.   So dollars are fungible -- or is it

9 your position that dollars are fungible and

10 can't be traced, but because of accounting

11 systems, they can effectively be traced?

12           MR. BEATMANN:

13                Let me object to the

14           question.

15                I think it mischaracterizes

16           his previous answer.  If you want

17           to restate it -- but I don't

18           think the question fairly

19           characterizes his previous

20           answer, which attempted to do

21           that.

22      Q.   Yeah.  And Mr. Watson, my question

23 may not have fairly characterized your

24 testimony.  And if it hasn't, please correct

25 me.
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1      A.   Well, then I will gently just note

2 that the reference part of Response Subpart A,

3 you know, it says words like "in general", "as

4 being", "as if" the corporate level borrows

5 money.  And so it's -- you know, those words

6 are meant to be illustrative.

7           And to be clear, money, cash is

8 fungible.  And it is not the practice to

9 segregate and trace individual dollars.

10      Q.   Okay.  And in this case, you don't

11 recommend that the Council adopt the parent's

12 debt ratio, in this particular case, for

13 ratemaking purposes; correct?

14      A.   In this proceeding, as of right now,

15 that's right.  Yes.

16      Q.   So you don't actually -- your

17 adjustment to the capital structure isn't

18 really determined by the double leverage

19 adjustment that you have been talking about;

20 correct?

21      A.   So I -- my intent of my testimony,

22 without rereading every word, is to describe

23 double leverage, in general.  Describe the

24 effect in cost to ratepayers of double

25 leverage in terms of the application of the
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1 WACC ratemaking concept.  And then make a

2 recommendation as to what an appropriate

3 equity ratio is for ENO.

4      Q.   Okay.  But that recommendation isn't

5 based on a double leverage calculation;

6 correct?

7      A.   It's based on the recognition that

8 double leverage appears to be existing, and

9 that it imposes a cost on ratepayers.

10           But it is not based upon the

11 actual amount of double leverage that may

12 be occurring.

13      Q.   All right.  Thank you, Mr. Watson.

14           Now, I would also like to visit

15 with you, briefly, about this concept of

16 accumulated deferred income tax associated

17 with AMI meters.

18      A.   Yes.

19      Q.   I understand, from your testimony,

20 that you're proposing an adjustment to rate

21 base to include accumulated deferred income

22 taxes associated with that equipment; is that

23 correct?

24      A.   I would characterize it as, I'm

25 recommending the Council deny ENO's proposed
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1 exclusion.

2      Q.   Okay.  Fair enough.

3           So would it -- so this is ADIT

4 that --

5      A.   Correct.

6      Q.   And that is a deferred tax

7 liability; correct?

8      A.   In this case, it's a liability.

9 Yes.

10      Q.   Okay.  And it has been on the

11 company's books; correct?

12      A.   To my understanding, it is on the

13 company's books.

14      Q.   And that's because it was associated

15 with public utility property that was also on

16 the company's books; correct?

17      A.   That's right.

18           And specifically, I believe

19 substantially all of it is meters that were

20 retired before the end of their depreciable

21 life.

22      Q.   Okay.  So the meters were retired

23 before the end of their depreciable life, but

24 they still had some net book value on the

25 books; correct?
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1      A.   Yeah.  Per FERC Electric Accounting

2 Instructions, they became, as I understand it,

3 a debit to accrued depreciation.

4      Q.   Okay.

5      A.   Accumulated depreciation.

6      Q.   Okay.  When they were retired, they

7 were essentially removed from Entergy, the

8 asset was essentially removed from Entergy's

9 balance sheet; correct?

10      A.   No.  My understanding of the way it

11 is accomplished is that, effectively, there's

12 multiple entries, but the end result is a net

13 debit to accumulated depreciation equal to the

14 net book value of those meters.

15           So it remains on the balance

16 sheet, just not in plant, in service.  It's

17 on the balance sheet in the form of a debit

18 to accumulated depreciation.

19      Q.   Okay.  But the debit to accumulated

20 depreciation for the net book value?

21      A.   Yes.  Correct.

22      Q.   Not original cost?

23      A.   I believe that the original cost is

24 one of the ledger entries, general entry

25 components.  But the accumulated depreciation
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1 also remains.  And so the net effect,

2 regardless of the actual debits and credits,

3 is that what remains on ENO's books is the net

4 book value when they are retired.

5      Q.   Okay.  Let me -- it's your

6 understanding that when equipment is retired,

7 its net book value remains on the books?

8      A.   That is my understanding.

9      Q.   And it's not your understanding that

10 the original cost is both reduced from the

11 asset and accumulated depreciation?

12      A.   No.  I think that you are right.

13           But I believe that the net effect

14 of that is that the remaining net book

15 value stays on the books, at one form or

16 another.

17      Q.   So it's your understanding that, as

18 we sit here today, after the retirement, that

19 there's net book value on ENO's books

20 associated with those assets?

21      A.   Well, no.  Because there was an AIP

22 that converted it to a regulatory asset.  So

23 it was negotiated that that would be taken off

24 the books and replaced by a regulatory asset

25 that's being amortized.
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1      Q.   Okay.  So --

2      A.   I was discussing accounting in

3 general, when I said what I said prior to now.

4           But specific to this instance,

5 there's an AIP and a regulatory asset.

6      Q.   Fair enough.

7           Let's start with -- let me go

8 back to just accounting, in general.

9           And I would just like to get your

10 understanding of when an asset with

11 remaining net book value is actually

12 retired, what happens to it.

13      A.   Well, let me state that I am not

14 holding myself forth as a CPA in this

15 preceding.

16      Q.   Fair enough.

17      A.   It is my -- not CPA, but rather

18 financial analyst's understanding that FERC

19 Electric Instruction Number 10 calls for,

20 effectively, a debit to accumulated

21 depreciation, and that those assets then cease

22 to be -- the original cost ceases to be

23 multiplied by the depreciation rate

24 thereafter.  And so it stays on the books in

25 one account or another.
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1      Q.   Is it your understanding that it

2 would be included in rate base?

3      A.   It's my understanding that,

4 generally speaking, that is -- that has been

5 ENO's position, that I don't believe we're

6 disputing.

7           I think that in this immediate

8 rate case, this instant rate case, there's

9 roughly $10 million of such assets that we

10 are going to have a special form of

11 depreciation expense to amortize.

12      Q.   Let me -- okay.  When you say

13 "special form of depreciation," I understand

14 that there was a settlement, and there's a

15 regulatory asset that will be amortized over,

16 I believe, a 12-year period.

17           Is that your understanding?

18      A.   That's correct.  That is the,

19 roughly, $24 million net book value of meters.

20           I regret bringing in extraneous

21 facts.  There's an unrelated $10 million

22 that is not in a regulatory asset, that is

23 reflective of this FERC Electric

24 Instruction 10 accounting, to my

25 understanding, that, separate from the
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1 meter issue, it's separated from the ADIT

2 issue we're discussing, will have a,

3 roughly, million dollars a year

4 depreciation expense intended to get it off

5 the books.

6      Q.   Okay.  So let me -- I'm not sure I

7 followed that.

8           Is it your contention, then, in

9 addition to this regulatory asset, which

10 will be amortized, that the net book value

11 of the meters is still effectively on ENO's

12 books?

13      A.   No.

14      Q.   Okay.  Then --

15      A.   I have muddied the waters.

16           The $10 million is unrelated to

17 meters, to my knowledge.

18      Q.   Okay.

19      A.   It is similar in concept, which is

20 why I brought it up.  Because it does relate

21 to other assets that were retired before they

22 were fully depreciated.

23      Q.   Okay.  But in this case, it's your

24 understanding that the net book value of those

25 meters is not in rate base -- I mean -- I'm
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1 sorry -- not on the books?

2      A.   That is correct.  There was an AIP

3 in the AMI proceeding, and the net book value

4 of those meters, $24 million, roughly, was

5 taken off the books.

6           And there is a regulatory asset

7 that has a prescribed amortization of

8 $2.4 million a year, electric, and a bit

9 less than $400,000 a year, gas, as I

10 recall.

11      Q.   Okay.  And then you're taking -- so

12 it's your position that the regulatory -- the

13 amount of the regulatory asset is the net book

14 value of the meters that we're discussing?

15      A.   It's my position that the regulatory

16 assets is a negotiated amount.

17      Q.   Okay.  So now, you -- my

18 understanding is, you recommend, I guess,

19 denying Entergy's exclusion of the ADIT, the

20 associated ADIT, from rate base; correct?

21      A.   ENO's per books reporting in this

22 application included that ADIT gas and

23 electric.  And then, if I recall correctly,

24 AJ15 excluded it from the adjusted rate base.

25      Q.   Okay.  Now, and it's your position
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1 that ratepayers ought to get the benefit of

2 that in rate base; correct?  That offset to

3 rate base?

4      A.   That's correct.  I think that the

5 best of that ADIT should enure to the

6 ratepayer.

7      Q.   Okay.  Now, you said that the amount

8 of the regulatory asset was negotiated.  If

9 the amount of that regulatory asset included

10 the benefits of any ADIT, then you -- would

11 you agree that the adjustment you propose, the

12 additional adjustment that you propose, would

13 be appropriate?

14      A.   Well, first, not necessarily,

15 because a deal is a deal.

16           And the words of the deal, in the

17 AIP, in my opinion, are clearly consistent

18 with my recommendation to the Council.

19           Second of all, the underlying

20 negotiation derivation of that amortization

21 amount did not reflect ADIT.  Not that

22 that, in my opinion, matters.

23           But just for clarification, if

24 you take ENO's then debt rate of

25 4.97 percent present value of the
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1 $24 million, and a 12-year period, and then

2 calculate a payment with those inputs, you

3 will get a value slightly lower than our

4 negotiated amortization expenses.

5           And so I believe that -- I

6 believe that both conceptually and just in

7 terms of my plain language, nonlawyer

8 reading of the AIP, the ADIT should be

9 allowed in rate base.

10      Q.   Okay.  So you believe that based on

11 your calculation that you just described, that

12 the regulatory asset does not include any ADIT

13 benefits?

14      A.   Actually, my testimony is that based

15 upon the plain language of the AIP, and the

16 common understanding of what a net book value

17 means, the ADIT should not be excluded in this

18 proceeding.

19           I was just adding to that, that

20 the calculation of the negotiated

21 amortization expenses, not that that

22 matters, because, in my opinion, it's an

23 AIP, it's a negotiated deal, did not

24 include ADIT.

25      Q.   I understand.
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1           If the negotiated amount, in

2 fact, did include that ADIT benefit, or a

3 negotiated amount representing that

4 benefit, would you still advocate for your

5 adjustment in this case?

6      A.   If the AIP had said something to the

7 effect of net book value less ADIT, or net

8 book value, or, you know, rate -- customary

9 rate base related to the meters, something

10 like that, then, no, I would not have -- I

11 would not have opposed, or recommended to the

12 Council, rather, rejecting those proposed

13 adjustments.  And so, but it didn't.

14      Q.   Okay.  And so you think your

15 adjustment isn't any sort of double

16 accounting?

17      A.   No.

18      Q.   Now, the agreement does also -- that

19 you quoted, also does indicate that this

20 negotiated regulatory asset amount is not in

21 rate base; correct?

22      A.   That's right.

23           The amortization is the only form

24 of recovery of the regulatory asset, the

25 negotiated amortization.
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1      Q.   Okay.  I'm sorry.

2           So there's no return on that

3 amount while that amount is being

4 amortized?

5      A.   That is correct.

6           However, again, the AIP speaks

7 for itself, in my opinion.

8           However, I will say that, as I've

9 just explained a few questions ago, my

10 derivation of that proposed settlement

11 amount of $2.4 million electric, for

12 example, included a return of 4.97 percent.

13      Q.   Are you concerned that there would

14 be -- are you familiar with the -- I know you

15 indicated you are not an accountant.  I

16 appreciate that.

17           But are you familiar with the

18 normalization rules of the Internal Revenue

19 Code?

20      A.   I am familiar with normalization

21 rules from the regulatory ratemaking point of

22 view.

23      Q.   Okay.  Given that the regulatory

24 asset that we've been discussing is not in

25 rate base, are you concerned that your
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1 inclusion of the associated ADIT in rate base

2 might constitute a normalization violation?

3      A.   I don't see -- I don't personally

4 see why.  Normalization involves placing ADIT

5 on the books to recognize temporary timing

6 differences.

7           I am not aware of a normalization

8 rule where failure to recover ADIT, or

9 failure to allow ADIT in ratemaking is

10 normalization violation.

11           Normalization violations, as they

12 have been presented to me, are where you

13 seek some sort of -- some sort of

14 flow-through.

15           So, you know, I'm sure ENO is

16 free to make its argument in the next round

17 of testimony.  But no.  I don't see a

18 problem.

19      Q.   Okay.  Have you ever heard of a

20 general proposition that, perhaps, ADIT should

21 not be included as an offset to rate base when

22 the associated asset is not in rate base?

23      A.   I am not familiar with that

24 argument.

25           And I note that ADIT does not
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1 have to relate to an asset.  There's ADIT

2 related to deferred O&M, which becomes a

3 regulatory asset.

4           So again, I would be very happy

5 to read and consider carefully a contrary

6 argument in the next round of testimony.

7 But no.

8      Q.   Okay.  Thank you, Mr. Watson.

9           Now, you have a section in your

10 testimony on single rate -- single-issue

11 ratemaking, I believe.  And I would like to

12 ask you just a couple of questions, if I

13 could, on that.

14           You recommend, in your testimony,

15 against the adoption of several proposed

16 riders for a number of reasons; is that

17 right?

18      A.   That's correct.

19      Q.   And as I understand, your principal

20 objection to these collection of riders is

21 that they constitute impermissible

22 single-issue ratemaking.  Is that accurate?

23      A.   And I could not identify a good

24 reason to make an exception to that general

25 proscription.
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1      Q.   Okay.  Can you describe to me what

2 you mean about single-issue -- what you mean

3 by "single-issue ratemaking," when you use

4 that term?

5      A.   Sure.  I believe I defined it the

6 way I mean it in my testimony.

7           And my recollection of my

8 testimony is that it's a deviation from the

9 generally accepted principle that a

10 utility, for ratemaking purposes, a

11 utility's costs should be evaluated as a

12 whole.

13           And Advisor Witness Prep goes

14 into the advantages, and his desire for

15 that form of ratemaking analysis.  And

16 single-issue ratemaking is a deviation from

17 that, and is regarded as inappropriate as

18 such.

19      Q.   Okay.  Is it your view that that

20 would always be inappropriate?

21      A.   No.

22      Q.   Can you just describe to me when you

23 think that that might be appropriate?

24      A.   In my opinion, if the underlying

25 cost is variable, unpredictable, and outside
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1 of ENO's control, then it might be appropriate

2 to allow single-issue ratemaking and

3 single-issue recovery, which are similar.

4      Q.   Okay.  So if a cost is variable and

5 outside the utility's control, then --

6      A.   And unpredictable.

7      Q.   -- and unpredictable, then it would

8 be appropriate, perhaps, to use a rider in

9 that case?

10      A.   It would be appropriate to engage in

11 single-issue ratemaking, which could be

12 effected through a rider.  Yes.

13      Q.   And so you think, like, for example,

14 a fuel adjustment clause would be acceptable?

15      A.   I think that's a -- sort of an ideal

16 example of when single-issue ratemaking is

17 okay.

18      Q.   Because it meets all of your

19 criteria?

20      A.   Yes.

21           And also my understanding that

22 it's generally accepted practice.

23      Q.   Okay.  So would there be any other

24 instances you can think of, where a rider

25 might be appropriate?
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1      A.   Well, Advisor Witness Rogers

2 recommends a series of riders, MISO rider,

3 PPCACR rider, that constitute single-issue

4 ratemaking.  And I agree with his conclusions

5 there.

6      Q.   Well, is that because they meet

7 your -- the criteria you just enumerated?

8      A.   I think they do.  Yes.

9      Q.   But you disagree, for example, with

10 the proposed GERP rider, in this case, as I

11 understand it?

12      A.   I do.

13      Q.   Correct?

14      A.   Correct.

15      Q.   Can you explain why that is?

16      A.   GERP is not variable.  GERP is

17 substantially either a capital investment, or

18 there's also an O&M project.  But it is a

19 measurable, as I understand it, external

20 project.  And so its -- its rate of spend is

21 predictable.  And its total amount, to my

22 understanding, is known.

23           And so GERP doesn't meet the

24 tests, as I see it.

25           Or I wouldn't say "tests."  Let
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1 me retract that.

2           The considerations for an

3 exception to the single-issue ratemaking

4 proscription, because capital expenditures

5 are budgeted in advance.

6           The Council, for the GERP to

7 date, you know, set an annual spending

8 amount.  And as such, the related costs of

9 depreciation and return on rate base are

10 not variable and are well known.

11           And I might add that it's our

12 recommendation, I believe, through the

13 testimony of Vic Prep, and also through my

14 testimony, indirectly related to Adjustment

15 14, Entergy Adjustment 14, that you can

16 have out-of-test-period pro forma

17 adjustments for things just such as GERP.

18           And so not only does it not meet

19 with the criteria for an exception, there

20 is another alternative that should allow

21 ENO satisfactory recovery of its cost.  And

22 that's why I recommended against the GERP

23 rider.

24      Q.   I wonder if there are not some other

25 factors, perhaps, the need to keep GERP
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1 contractors available and ready in the

2 jurisdiction, that might not also be an

3 additional reason to consider a rider like

4 this?

5           MR. BEATMANN:

6                Is that a question?

7           MR. MCNALLY:

8                Yeah.

9      A.   I don't agree that the need that

10 whatever advantages there are to continuity of

11 keeping the crews working at a predictable

12 level applies to the need for the rider.

13 Because the more predictable, you know,

14 long-term engagement you have with these

15 people, the less you need a rider, in my

16 opinion.  Because the costs and the rate of

17 expenditures are even more well known.

18           If you say, you know, we have you

19 people on staff, and you are able to expend

20 12 and a half million dollars per year --

21 by "staff," I mean as external

22 contractors -- 12 and a half million

23 dollars per year, then the FRP process is

24 even more, in my opinion, able to allow ENO

25 recovery of related costs.
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1      Q.   When you said -- I think you

2 referred to "people" in that answer, were you

3 referring to contractors?

4      A.   Yes.  My understanding is that GERP

5 is accomplished substantially through external

6 contractors.

7      Q.   Okay.  So you don't think that the

8 need to keep contractors available warrants an

9 exception to your criteria for a rider in the

10 instance of GERP, as I understand it?

11      A.   I don't see the connection.

12      Q.   Okay.  You also mentioned the FRP.

13 And as I understand it, the FRPs would be for

14 three years, and the GERP program would be for

15 10 years.

16           I'm wondering if that disparity

17 in ensuring that a program like that could

18 be completed, once it is undertaken, might

19 not warrant, perhaps, another exception to

20 your criteria for a rider?

21      A.   No.  First of all, my recommendation

22 is in this docket.  And this docket relates to

23 the next several years.

24           If, at the conclusion of the FRP,

25 you know, there is not another rate case,
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1 and if even then, an FRP is not

2 contemplated, then some form to allow

3 recovery of ENO's capital expenditures,

4 which are many, cost-related capital

5 expenditures, which are many, and not just

6 GERP, might need to be addressed.

7           But assuming the Council approves

8 an FRP, I believe that that is an

9 appropriate means by which ENO can more or

10 less contemporaneously recover its related

11 cost to any GERP investment the Council

12 might authorize.

13           MR. MCNALLY:

14                If I could just have a

15           moment.

16           MR. BEATMANN:

17                Okay.  Do you want us to

18           step out?  We can step out.

19           MR. MCNALLY:

20                Okay.  Okay.

21           (Whereupon the proceedings went

22      off the record.)

23           MR. MCNALLY:

24                Thank you, Mr. Watson.  I

25           have no further questions.  I
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1           appreciate it.

2           THE WITNESS:

3                Thank you.

4           MR. BEATMANN:

5                Anybody?

6                Going once.

7                All right.  Thank you all

8           for coming.

9           MR. MCNALLY:

10                Thank you.

11           (Whereupon the deposition was

12      concluded at 4:47 p.m.

13           Total time on the record:

14      02:34:46.)
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1               REPORTER'S PAGE

2     I, KELLY MANUEL, Certified Court Reporter

3 in and for the State of Louisiana, the

4 officer, as defined in Rule 28 of the Federal

5 Rules of Civil Procedure and/or Article 1435

6 (B) of the Louisiana Code of Civil Procedure,

7 before whom this sworn testimony was taken, do

8 hereby state on the Record;

9 That due to the interaction in the spontaneous

10 discourse of this proceeding, dashes (--) have

11 been used to indicate pauses, changes in

12 thought, and/or talkovers; that same is the

13 proper method for a Court Reporter's

14 transcription of proceeding, and that the

15 dashes (--) do not indicate that words or

16 phrases have been left out of this transcript;

17 that any words and/or names which could not be

18 verified through reference material have been

19 denoted with the word (phonetic); that [sic]

20 after a word denotes incorrect use of and/or

21 misspoken word; that [SIC] after a sentence or

22 paragraph denotes more than one instance of

23 incorrect use of and/or misspoken word or

24 words in that sentence or paragraph.

25
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2

      I, KELLY MANUEL, Certified Court
3 Reporter, in and for the State of Louisiana,

as the officer before whom this testimony was
4 taken, do hereby certify that  BYRON S.

WATSON, after having been duly sworn by me
5 upon authority of R.S. 37:2554, did testify as

hereinbefore set forth in the foregoing 105
6 pages; that this testimony was reported by me

in the stenotype reporting method, was
7 prepared and transcribed by me or under my

personal direction and supervision, and is a
8 true and correct transcript to the best of my

ability and understanding; that the transcript
9 has been prepared in compliance with the

transcript format guidelines required by
10 statute or by rules of the board; that I am

informed about the complete arrangement,
11 financial or otherwise, with the person, or

entity making arrangements for deposition
12 services; that I am in compliance with the

prohibition on contractual relationships, as
13 defined by Louisiana Code of Civil Procedure

Article 1434 and in rules and advisory
14 opinions of the board;

that I have no actual knowledge of any
15 prohibited employment or contractual

relationship, direct or indirect, between a
16 court reporting firm and any party litigant in

this matter nor is there any such relationship
17 between myself and a party litigant in this

matter; that I am not  related to counsel or
18 the parties herein, nor am I otherwise

interested in the outcome of this matter.
19

20        ___________________________________
          KELLY MANUEL, #94024
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