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TO: DIRECTOR, DIVISION OF RECORDS AND REPORTING (BAYS)
FROM: DIVISION OF AUDITING AND FIHAHCIAL hHALYSIS (LES

DRAPER, SLEMKEWICZ))9
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DIVISION OF LEGAL SERVICES (ELIAS) {f

RE: DOCKET NO. 981390-EI - FLORIDA POWER & LIGHT COMPANY -
INVESTIGATION INTO THE EQUITY RATIO AND RETURN ON EQUITY
OF FLORIDA POWER & LIGHT COMPANY

AGENDA: 11/03/98 - REGULAR AGENDA - INTERESTED PERSONS MAY
PARTICIPATE

CRITICAL DATES: NONE
SPECIAL INSTRUCTIONMS: HNONE

FILE HAME AND LOCATIOM: 3S:\PSC\AFA\WP\9B1390.HCM

RISCUSSION OF ISSUES

ISBUE 1: Should the Commission hold a hearing to determine the
appropriate eguity ratio and return on equity (ROE) for Florida
Power and Light Company (FPL)?

EECCOMMENDATION : Yea. Staff belleves information exists suggesting
that FPL’s equity ratio is excessive and that its currently
authorized ROE, 12.0%, exceeds a reasonable return required by
investors. The Commission should hold a limited proceeding hearing
to determine the appropriate equity ratio and ROE for FPL for all
regulatory purposes. (Lester, Draper)
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STAFF ANALYSIS :
SUMmaLy

In its 1998 forecasted earnings surveillance report, FFPL
projects an eguity ratio of €5.7%, which is very high compared with
other electric utilities. FPL states that its equity ratio is not
out of line when adjusted for the effect of purchased power
contracts. Bond rating agencles treat some amount of purchased
power contracts as off-balahce sheet obligations. Other factors,
such as business risk, also affect the equity ratio. Based upon
its review of the facts it has obtained to date, staff is
recommending that the Commission hold a hearing to review ¢PL's
equity ratio and ROE.

Equity Ratio Analysis

A firm's equity ratio is defined as common equity dividea by
total investor-supplied .apital, which includes common equity,
preferred stock, long-term debt and short-term debt. Firms must
have a sufficient level of common equity to borrow funds at a
reasonable rate of interest. However, for regulated utilities,
high levels of common equity can increase the overall cost of
capital to unreasonable levels and can shield excess earnings. A
utility holding company can maintain the utility subsidiary's
achieved ROE within its authorized range by contrelling the amount
of equity retained at the utility level.

From a regulatory viewpoint, the issue is:

What is a reascnable level of common equity for the
utility?

Both quantitative factors such as interest coverage ratios and
credit spreads, and qualitative factors involving the various
aspects of business risk, affect this issue. The appropriate
requlatory goal is to establish a range for the equity ratio that
minimizes the cost of capital while stiil enabling the utility to
maintain its financial viability and attract capital.

As shown on Attachment 1, FPL's equity ratio has increased
steadily from 48.6% at the end of 1994 to 64.1% as of March 3l,
1998, Also, FPL filed a forecasted surveillance report in March
1998 showing a 65.7% equity ratio for 1998, Staff notes that,
compared with other investor-owned electric utilities with AA bond
ratings, 65.7% appears excessive.
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Staff met with the utility and the Office of Public Counsel
(OPC) in June 1998 to discuss the equity ratio issue. FPL
representatives responded that the equity ratio should be adjusted
to reflect the effect of purchased power contracts. Bond rating
agencies, such as Standard and Poor's (5 & P) and Moody's, view a
portion of purchased power contracts as simila. to debt. FPL
stated that its equity ratio was reasonable when adjusted for the
effect of these off-balance sheet cobligations., Staff then began an
investigation into equit, ratios for electric utilities and the
effect of purchased power contracts,

Staff met with FPL and OPC again on September 24, 1998 to
discuss its concerns regarding the utility’'s equity ratio and HOE.
The utility responded to these concerns on October 2, 1998,

Staff met with FPL and OPC on October 21, 1998. FPL orally
presented a proposal. In light of the issues raised by this
recommendation, staff could not support the proposal. Staff
believes this recommendation should proceed because utility
revenues may need to be held subject to refund depending on the
outcome of this matter. Hearing dates have been reserved for
February 9 & 10, 1999. By filing this recommendation, statf has
not precluded the possibility of FPL presenting proposals or having
ongoing discussions.

FPL filed the written version of its proposal at 11:30 a.m. on
October 22, 1998, Staff will file a supplemental recommendation
addressing this written proposal for consideration at the November
3, 1998 Agenda Conference.

Purchased Power Effect

A utility can add capacity by buying power with a long-term
contract or by building generating plants. Both alternatives have
advantages and disadvantages. Regarding financial risk, building
capacity can involve adding debt to finance the construction, cost
overruns, and regulatory lag. Buying power increases the utility’'s
fixed charges, which, in turn, can reduce financial flexibility.

Particularly since the passage of the National Energy Policy
Act of 1992, bond rating agencies have viewed the fixed charges
from purchased power contracts in part as off-balance sheot debt
eguivalents. S & P's method is to discount a utility’s capacity
payments under a long-term purchased power contract at a 10%
discount rate. Part of the present value of the capacity payments
is added to the ucility’s balance sheet as debt for rating
purposes. Financial raties - including the equity ratic and

-% -




DOCKET NO. 93139&1 .

DATE: October 22, 1998

FPL recovers its capacity payments through the capa—-ity cost
recovery clause and the eneryy charges through the fuel adjustment
clause. Also, FPL's contracts with independent power producers are
take-and-pay and many have regulatory out clauses. These factors
contribute to 8 & P assigning a low risk factor for FPL’'s purchased
power obligations.

Attachment 2 indicates that FPL's existing purchased power
commitments will not increase in the future. Also, two of the
contracts on this schedule, Okeelanta and Osceola, are |in
litigation and may not repre.ent obligations for the future. This
could cause a decrease in FPL's off-balance sheet obligation,

An increase in FPL's equity ratio that offsets S & P’'s olf-
balance sheet obligation increases the costs to the ratepayers for
these contracts. If it is appropriate to recognize these off-
balance sheet obligations for regulatory purposes, the cost-
effectiveness of these contracts needs further evaluation in the
fuel docket,

Equity Ratio Comparison and Trends

Attachment 3 shows the actual and adjusted equity ratios for
FPL and a peer group of utilities, The peer group consists of all
electriec utilities that have AR or AA- bond rating - FPL's is AA-
- and have off-balance sheet obligations. Staff notes that, after
the imputation of the off-balance sheet obligation, FPL's S & P
adjusted equity ratio is 54.9%, which is near the high end of the
range for the peer group. FPL's actual and adjusted equity ratio
are significantly above the respective median and the average for
the peer group. In its response, FPL states that 54.9% is slightly
higher than the average and that FPL's capital structure is not out
of line. For adjusted equity ratios, the difference between FPL's
and the aver.ge for the peer group is 6%, from 54.9% to 48,.9%,
Staff believes this difference is saignificant and, as explained
later, has a significant revenue effect.

Attachment 4 shows the actual and S & P adjusted equity ratios
for FPL and the peer group from 1993 through March 31, 1998. FPL's
actual and adjusted equity ratio increased significantly during
this time whereas the averages for the peer group do not show a
corresponding increase.

Staff notes that S & P recently reported that several states

have addressed the recovery of high purchased power costs. The
article specifically noted that the Florida Public Service
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Commission permitted electric utilities to recover the buy-out
costs assoclated with termirating select purchased power contracts.

The article further noted that:

As states adopt responsive plans toward purchased power,
expectations are for lower-risk factors and subsequent
improvement in financial coverages.

FPL’s off-balance sheet obligation would decrease if S & P lowers
the risk factor associated with purchased power.

S & P upgraded FPL’s bond rating from A+ to AA- in July 1995.
FPL's equity ratio was 51.41% as of June 30, 1995. Since then,
FPL'’'s equity ratio has increased substantially while it has not
increased its purchased power commitments. Staff does not believe
that FPL's increases in its equity ratio were necessary for it to
maintain its ARA- bond rating. In its response, FPL states that the
lower financial risk from a higher equity ratio just offsets the
“increased business risk facing the electric utility industry.”

Also in its response, FPL states that it haa a
disproportionate amount of off-balance sheet obligations. The
utility believes the average equity ratio for the group of
companies to which staff compares it should be a weighted average,
though it did not calculate a weighted average in its response.
Staff believes the average equity is appropriate for comparison
purposes. The amount of the off-balance sheet obligation wvaries
from utility to utility but so does the amount of debt, equity, and
assets.

FPL further states that its adjusted equity ratio, using
common and preferred stock, is 52.4% as of June 30, 1997 according
to Mocody’'s. FPL states that this is less than the average of 55.44%
calculated for all electric utilities (22 utilities) rated Aal, Aa2
or Aa3 in the same report. The range in adjusted equity ratios is
from a low of 41.6% for Florida Power Corporation (Aa3) to a high
of 63.6% for Tampa Electric Company (Aa2). Staff notes that this
Moody's analysis apparently used preferred and common stock in
calculating the equity ratio. Staff’s analysis is based on the
common equity ratio. Also, the Moody’s report was as of June 30,
1997 whereas staff has used S & P financial information as of March
31, 1998.
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Cost of Debt

The higher equity ratio has not enabled FPL to borrow at a
significantly lower rate of interest. On June 11, 1998, FPL issued
10 year bonds rated AA- and yielding 6.08%, approximately 57 basis
points above comparable treasury bonds. On June 22, 1998,
Consolidated Edison issued 10 year bonds rated A+ and yielding
6.18%, approximately 72 basis points above comparable treasury
bonds. As of March 31, 1998, FPL's equity ratio was 64.1% (54.9%
adjusted) and Consolidated Edison’s equity ratio was 54,.9% (51.4%
adjusted). This example shows that, for similar debt, FPL's cost
of borrowing is only 15 basis points less than a utility with a
lower bond rating and a significantly lower equity ratio. This is
not enough to offset the higher capital costs imposed by the higher
eguity ratio.

The appropriate capital structure is the relative amounts of
debt and equity that minimize the company's cost of capital. In
theory, there is no exact point, but a range =f relative ratios,
over which the cost of capital is minimized. However, in FPL's
situation, equity maintained at the utility level has increased
significantly without a commensurate decrease in the cost of debt
or equity. The result has been a steady increase in the cverall
cost of capital that ratepayers have had to support., Attachment 5
compares the overall cost of capital, pre-tax and after-tax, for
each of the investor-owned electric utilities in Florida. This
shows that, over the past 5 years, Tampa Electric's cost of capital
has increased slightly and FPC’s and Gulf’s cost of capital have
declined. 1In contrast, FPL’s overall cost of capital has steadily
increased.

Business Risk Rnalysis

Business risk consists of qualitative factors that affect the
utility’s operating income. Lower levels of business risk allow a
company to take on more debt, Traditionally, as regulated
monopolies, utilities have low business risk and use large amounts
of debt.

According to S & P, FPL has a business profile of 3 on a scale
of 1 to 10 with 1 being the strongest. Business profiles of 1 and
2 are reserved for distribution-only utilities. Therefore, FPL has
the strongest possible business profile for an electric utility
that has generating capacity.
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S & P notes that FPL’s service territory has strong economic
and population growth, supportive regulation, and small industrial
load. Regarding competitiveness, S & P notes that FPL has
competitive rates and that there are cross-state border
transmission capacity limitations. 1Iu its quarterly meetings with
security analysts, FPL has stated its belief that deregulation of
generation in Florida is unlikely to occur in the near future.

S & P stated in its August 1998 Utility Credit Report that one
challenge FPL faces is improving the performance of the St. Lucie
nuclear plant. After that report, the NRC released its 1998
Systematic Assessment of Licensee Performance (SALP) score for St.
Lucie. The score improved from 2.0 to 1.5. FPL's Turkey Point
nuclear plant is at a perfect 1.0.

Non-utility Risks and Effects

In its August 1998 Utility Credit Report for FPL, S & P listed
as a challenge the performance of FPL’s sister company - FPL Group
Capital (FPL-GC). This company is the funding entity for FPL
Group's non-utility investments. FPL-GC has a much riskier
business profile of 7 compared with 3 for FPL. fet FPL-GC's equity
ratio was 40.2% as of December 31, 1997, much lower than FPL's
equity ratio. FPL-GC has an A bond rating.

FPL Group, the parent. company of FPL and FPL-GC, guarantees
the unsecured debt of FPL-GC, and FPL Group is dependent on the
operations of FPL for 98% of its net income. In its Utility Credit
Report for FPL-GC, S & P states:

Standard and Poor's views the acqguisitions of U.S.-bvsed
generating assets and the ownership of IPP plants to be
high risk due to fluctuating energy prices, competition
from other suppliers, power grid <constraints,
renegotiated contracts, and possible legal and regulatory
impediments. Credit guality expectations dictate that
the financial benefits and cash flow provided from these
generating activities will be commensurate with the high
level of risk assumed.

However, despite 5 & P’s opinicn that the financial and business
profile of IPPs is at the high end of the risk spectrum, FPL Group
finances its riskiler investments through FPL-GC with much more debt
than its investment in FPL. This is contrary to what financial
theory suggests and raises the concern that FPL's ratepayers are
subsidizing FPL Group’s riskier investments.
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Capital Expenditures

In September 1998, FPL accelerated its plans for repowering
projects for the Ft. Myers and Sanford plants. Based on this
acceleration, the current forecast for capital expenditures is:

Capital Expenditures (§ Millions)

1897 1998 1999 2000
Current Forecast §551 $630 $770 $824

This increased projected capital expenditures by about $225 million
for the 1998-2000 period over the previous forecast. FPL's
estimated depreciation and amortization expense for 1998 is 51,045
million. Therefore, FPL can rely on internal funds for financing
this expansion and does not face major financing stress in the
future. In its response to staff, the utility did not discuss any
other projects it anticipates undertaking that would increase debt
and decrease the equity ratio.

In Docket No. 950359=-El, the Comuission authorized accelerated
depreciation of generating assets and accelerated amortization of
regulatocry assets for FPL in Order No. PSC-96-0461-FOF-EI, dated
hpril 2, 1996. In Docket NWo. 970410-EI, the Commission extended
the depreciation and amortization through 1999 in Order No, PSC-98B-
027-FOF-EI, dated January 5, 1998. S5 & P notes this is positive
for the utility’s credit profile. 5 & P also notes that:

FP4L strengthened its balance sheet in 1997 by retiring
about $500 million of long-term debt and preferred stock.
The continued accelerated recovery of generating
facilities and regulatory assets in 19% 8 will further
strengthen the balance sheet,

A hearing would allow the Commission to determine {f FPL's
strengthening of its balance sheet benefits ratepayers.

Conclusion on Equity Ratio

For financial analysis and bond rating purposes, it may be
appropriate to impute fixed charges like capacity and lease
payments in calculating financial ratios. However, FPL's achieved
ROE is calculated using the actual level of equity, not the level
adjusted by S & P. Given FPL's risk profile as discussed above and
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the consequences of a high equity ratio, stacf questions why the
utility’s adjusted equity ratio should exceed the average for
utilities with off-balance sheet obligaticns and similar bond
ratings. Once the equity ratio is adjusted for the purchased power
effect, the result is that FPL is a very low risk utility. The
benefits of this low risk should inure to the ratepayer as well as
the investor. Staff believes a hearing is necessary to determine
all the factors affecting FPL's equity ratio and to determine a
reasonable equity ratio for regulatory purposes.

Revenue Effect of Higher Equity Ratio

Staff noted above that a high equity ratio can shield excess
revenue and earnings. Attachment 6 shows the effect of four
different equity ratio adjustments, If FPL's equity ratio was
held to 57.13% so that its adjusted equity ratio matched the
average for the peer group - 48.93%, then the revenue effect is
approximately $74 million.

BOE Discussion

The Commission set FPL’'s currently authorized ROE at 12.0% in
July 1993, The 30-year treasury bond was yielding 6.62% in July
1993, As of September 1998, the yield was 5.19%. Currently, the
i0-year treasury bond is at historic lows and has been below 5%.

In its response, FPL states that the credit spread over the
30-year treasury bond for a AA- rated utility bond was 60 basis
points in July 1993, It states that recent credit spreads were 170
basis points. It states that, because of this increase in the
spread, AA- rated electric utility bonds have decreased by 50 basis
points in yield since July 1993. 5Staff notes that a decrease of 50
basis points is significant. Staff believes the current level of
interest rates could cause an eventual decline in the credit
‘pread.

In Docket No. 960502-GU, the Commission set City Gas®' ROE at
11.3% in Order Mo. PSC-96-1404-FOF-GU, dated November 20, 1%9%96. In
Docket No. 860833-TP, the Commission set BellSouth
Telecommunications’ ROE at 12.0% in Order No. PSC-98-0604-FOF-TP,
which was issued on April 29, 1998. Staff believes that FPL has
less risk than BellSouth Telecommunications. Recent ROEs set by
other state regulatory commissions have been as follows:
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COMPANY ORDER DATE ROE

EmPIRE DISTRICT ELECTRIC 07/21/98 9.50%
METROPOLITAN EDISON 06/26/98 10.00%
ROCHESTER ELECTRICL & P 06/24/88 11.00%
GREEN MOUNTAIN POWER 06/08/88 11.25%
CONCORD ELECTRIC COMPANY 05/11/98 10.20%
PACIFICORP 05/05/98 10.00%

SourCE: RATE OF RETURN DATA Boow, 3D QTR. , 1008, Kan & Assoc.

Based upon the decline in interest rates and the levels of returns
approved in other jurisdictions, it appears the currently allowed
ROE is excessive. Therefore, staff recommendsa the Commission hold
a limited proceeding hearing to determine the appropriate ROE for
FPL for all requlatory purposes,.

2SSUE 2: Should this docket be closed?

RECOMMEMDATION: MNo. The docket should remain open for a hearing.
(Elias)

STAFF ANMALYSIS:

The docket should remain open for a limited proceeding hearing
regarding FPL’s equity ratio and ROE.
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Attachment No. 1

Florida Powsr & Light Company
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1994 1995 1996 1997 01/31/98
Florida Power & Light
Unadjusted Equity Ratio 48.6% 54.0% 58.5% 62.7% 64. 1%
Adjusted Equity Ratio 42.1% 46.8% 50.4% 53.8% 54.9%
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page 1 of 2 Atzachment No. 2

FP&L Estimation of the § &6 P OBS Calculation

Purchased Power: Riak

Factor
Southern Company 40% $893,735,678 $357,494,271
SJRPP 50% 752,018,536 376,009,268
CoGen 10% 328,215,451

3,282,154,505

sub-total 1,061,718,990
FP&LL Fuels 186,300,000
Total Imputed Debt 51,248,018, 989

= 13 =
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Florida Power & Light
Company

Equity Ratic - Adjusted & Unadjusted, Off Balance

Sheet Debt

Attachmen: No. 3

March 31, 1998

Roxistin DirrerEnce
5 & P Bowp RATING/UTILITIES OBS Deet EQuiTr RATIO o RATIO H:11:ﬁf fnn.
A8 {a) b}
Madison G & E 810.4 57.0% 55.2% 1,18y
Tampa <lectric Company 41.3 59.8 58.7 1.12
AA-
Central Illinois Light 13.7 48.7 47.8 0. 96
Co.
Florida Power Corp. 450.3 47.2 i<.1 5.08
Indlanapolis P & L 60.1 53.8 51.7 2.09
Hentucky Utilities 118.5 51.4 46,1 5.29
Louisville G & E 16.8 48,0 47.5 0.5%6
Northern State Power 229.5 47.7 45.6 2,09
(M)
Oklahoma G & E 136.8 £4.3 49.8 4.50
Otter Tall Fower 3.1 46.4 43.4 2.M
Unton Electric Company 5.4 52.6 52.2 0,42
Wisconsin P & L 144.6 53.1 47.0 6.14
Average 51.7% 48.9% 2.75%
Hedian 52.0% 47.6% 4.39%
Florida Fowar Light 81,261.1 64.1% 54.90 9.20%

* Im MILLIows

Soupci. 8§ 7 P FInamCIAL STATIOTICS, Gilosal UTILITIES RaTimé Szavice, Mamcm 31, 19%0
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Attachment No. 4

Florsts Power & Light Compasy Equity Rt - Adysuted & Usspasted, OfF Badancr Sheet Dbt For 5 & o Doubie A Bated
Companics with (RS Dl

AnapazsTip EQuiTy Kang 1920 e e Qe 1w s | QOL
Central o Light Company B0 45.4% T S a15% ™ Tam
Florida Power Corp 470 ni u LT e a2 a8
Florids Power & Lighi “na uo LR} a7 i e
Indianapolis PEL w0 Y ] an 1L 1Y | i il
kentschy Utilees A4 Lo 473 an2 "7 il Th
Lowrwvilie G&E a4y 2 4 & | 419 o (13
Madison CRE ELE ] 514 551 510 519 70 &7
Northern State Power (M) ane ant WA
Oklahsonma GE 27 W L+ uj WA
Cmter Tail Power 454 45 10 a4 'Y 1)
Tumpa Electric Ca 12 5857 1 490 o WA 13
Lison Flectric Co 3.3 s 13 an s ATh i
Wisconsin PAL 03 LT 526 134 il 8 13
A Equity Ratso
Cemiral Tinods Light Compaery 41% - % aan 46 In an ot T Td%
Fenwda Powesy Corp LIR "2 aan Ay 411 421 o7
Inndennapoles PRL 0.3 s as "y 57 n a4
Kerwuchy Utslams 412 a4 4z 44} “7 4 6 i
Lowss Be GRE 447 a6 4 453 at4 ans (1]
Madeon (b F 14 07 13 11 o L ] 0o
Morhern Sme [ower (M) Y a6 MiA
Dl labens (LEF i L) 4 s HiA
Oser Tud Power 4 i it 414 4 A3
Tamgps Electric Co. 0 3 10 LR | %0 n ni
Unkon Elctric Co £ 1 "a 110 | a4 513 10
Wiscuasin P&L 24 - 419 4°4 i) 110 19
Averages A1% e % AT WIN v T
Fioida Power & Light 42 1% LY 1d% 1M ol L

Source 5 & P Financial Glatistics, Global Utilies Raling Servics, March 31 1068
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Weigited Cost of Capital: Pre-Tax

sy o lagally Cosl Maw o 9 1% Grsasd oy by | 000 (P98 Lransid i

Attachment No. §
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Attachment No. 6

Approximate
Equity Ratio’ Mjwuw Revenue Effec | Notes:
(in milions)
Adjusted From 65.68%
1o
51.40% 44.02% $1255 7/85 Bond rating
upgraded.
57.13% 48.93% $73.9 Average for peer
group.
58.20% 49 84% $64.2 FPL Group's equity
ratio
60.00% 51.39% $48.0

! March 31, 1998, Standard & Poor’s financial information.

’ Based on FP&L’s 1998 forecasted Earning Survelillance
Report and a 12.50% return on equity.
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