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DAl'E : OCTOBER 22, 1998 

TO: 

FROM: 

DIRECTOR, DIVISI ON Of RECORDS AND REPORTitiG (BAY6) ;__· 'Y? 
DIVI SION Of AUDI TING AND fiNANCIAL ANALYSIS (LE';.- n. 'f~,d{J. 
DRA PER, SLEMKEWICZJ) <j ~ '176 1>., 7fi!T6 f1 ' 
DIVISI ON Of ELECTRIC AND GAS (HAfF, rPALLINGERJ 

RE : 

DIVISION OF LEGAL SERVICES (ELIAS) \<\IE ~ 

DOCKET NO. 981390-EI - fLORIDA POWER & LIGIIT COMPAN Y -
INVESTIGATION I NTO THE EQUITY RATIO M<D RETURN ON EQUITY 
OF FLORIDA POWER & LIGHT COMPANY 

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

CRITICAL DATES: NONE 

SPECIAL INS'l'RDC'l'IotfS : NONE 

FILE NAME AND LOCA%ION : S:\PSC\AFA\WP\981390.RCM 

QISCVSSIQN 01 ISSVIS 

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

BEOOMMSNDATIQN: Yes . St aff believes i nformation exiets suggesting 
that FPL' s equity r atio is excessive and that its currently 
authorized ROE, 12 . 0, , exceeds a r easonable return required by 
~nvoators. The Commission should hold a limited proceeding hearing 
to determine the appropriate equity ratio and ROE for F"PL fot all 
regulatory purvoses . (Lester, Draper) 

' ,.,.,. 
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STAFf ANJU,XSIS : 

Summarv 

• 
In its 1998 forecasted earnings surveillance report, fPL 

projects an equity ratio of 65.7\, 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 o! purchasE'd power 
contracts . Bond rating agencies treat some amount or pur chased 
power contracts as off-bala·1ce sheet obligntions . Other factors, 
such as business risk, alJO a!fect the equity ratio . Baaed upon 
1 ts rev lew of the facts it has obtained to dat -.: , star f is 
recommending t hat the Commission hold a hearing to review rPL' s 
equity ratio and ROE. 

Egyitv Ratio Anolysia 

A f irm's equity ratio is defined as common equity divideo by 
tocal investor-supplied ~spital, which includes common equlty, 
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 r egulated utilities , 
high levels of common equity can increase the overall cost o! 
capital to unreasonable levels and can shield excess earnings. A 
utility holding company can maintain the utility subsidi~>ry• s 
achieved ROE within its authorized range by controlling the 4mount 
of equity r etained ac the util ity level . 

from a requlatory viewpoint, the issue is : 

Wha t is a r oason11ble level of common equl ty tor 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 
regulatory goal is to establish a range for the equity ratio th41: 
minimizes the coat of capital while nl ~~ enabling the ut1lity to 
maintain its !inancial viability and attract capital . 

As shown on Attachment 1, fPL' s equity ral:io has increased 
steadily from 48.6\ at th' end of 1994 to 6• . 1\ as of March 31 , 
1998 . Also, FPL filed a !orecaated surveillance report in Murch 
1998 showing a 65 . 7\ equity rntio tor 1998 . St:a!f notes that, 
compared with other investor-owned electric utilities with AA bond 
ratings, 65.7\ appears excessive. 
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Stat! met with tho utility and tho Offlce of Pu'Jllc Counsel 
(OPC) in June 1998 to discuss tho equ1ty ratio issue. f'PL 
representatives responded that the equity rat1o shou.d bP adJusted 
to reflect the effect of purchased power contracts . Bond rat1ng 
agencies, such as Standard and Poor's IS' PI and Moody's, view a 
portion of purchased power contracts as simlla _ :o debt. f'PL 
stated that its equity ratio was reasonable when adjusted tor the 
effect of those oft-balance sheet obligations . Sto!lf then begiln an 
investigation into eqult~ ratios for electric utilities ttnd the 
effect oC purchased power contracts . 

Staff met with f'PL and OPC agoin on September 24, 1998 to 
discuss its concerns rogardinq the uti llty• s equity :-atlo and 110!:. 
Tho utility responded t o those concerns on October 2, 1998. 

Staff met with ~PL and OPC on October 21, 1998. f'PL orally 
presented a proposal. In light o! the issues raued by th1s 
recommendation, staff could not support the proposal. Sta!! 
believes this r ecommendation should proceed because utlllty 
revenues ~y need to be held subject to refund depending on the 
outcome oC this matt.er. Hearinq dates have been rel'!erved for 
feb ruary 9 ' 10, 1999. By f111 nq this recommendation, stalt has 
not precluded the possibility or fPL presenting proposals or having 
ongoing discussions. 

E'PL filed the written version or Jts proposal at 11:30 a.m. on 
October 22, 1998. Staft will file 11 supplemental recommendation 
addressing this written proposal for consideration at tho November 
3, 1998 Agenda Conference. 

Pyrcboscd Poyer Effect 

A utility can add capacity by buying power with J lonJ- ~enu 

contract or by building qeneratinq plants. Both alternatives have 
advantaqes and disadvantages. Regarding financial r isk, building 
capacity can involve adding debt to finance the construction, cost 
overruns , and requlatory lag. Buying power increases the utility's 
fl~od charqes , which, in turn, can reduce fin3ncial flexibility. 

Particularly since tho passage of tho Hational Energy Policy 
Act of 1992, bond ratinq agencies have viewed tho fixed chnrgos 
ftom purchased power contracts in part as o!f-balonco ahaat debt 
~quivalenta. 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 tho present value of tho capacity payments 
Is added to the utility's balance ahoet aa debt for r~tln<J 

purposes. Financial ratios - including the cqult)' ratio and 
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FPL recover s its capacity payments through the capa ~ity cost 
recovery clause and the ener~y c harges through the fuel adjus~ent 
clause. Also, FPL's contracts with independent power producers are 
take-and-pay and many have regulatory out clauses . These factors 
contribute to S ' P assigning a low risk factor for FPL' s purchased 
power obligations. 

Attachment 2 indicates that FPL' s exist ing 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 i n E'PL's off-balance sheet obligation. 

An increase in E'PL ' s equity ratio that offsets S & P' s o!!­
baiance sheet obligation increases the costs to the ratepayers for 
these contracts . If it is appropriate to recogni:te these off­
balance sheet obligations for regulatory purposes , the ~osL­
effectiveness of these contracts needs further evaluation in the 
fuel docket . 

Equity Botio Compori ftop §Dd Trends 

Attachment 3 shows the actual and adjusted equity raLios f or 
fPL and a peer group of utilities . The peer group consists af a ll 
electric utilities t hat hav~ AA 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\ , wh ich is near the high end o! the 
range for the peer group. FPL's acLual and adjusted equity ratio 
arc significantly above the respective median and the average for 
th~ peer group. In its response, fPL states that 54 . 9\ is slightly 
higher than the average and that FPL' a capital structure is not out 
of line . For adjusted equity ratios, t ho difference between FPL' s 
and the aver_go for the peer group is 6\, from 54.9\ to 48 .9\. 
Staff believes this difference is significant and, as e xplained 
later, has a significant revenue effect . 

Attachment 4 shnws the actual and S ' P adjue~ted 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 tho 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 costa . The 
article specifically noted that the Florida Public Service 
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Commlssion permitted electric utilities to recover the buy-out 
costs associated with terrn1r.ating select purchased power contrac ts. 

The article further noted that : 

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

FPL's off-balance sheet obligation would decrease if S & Plowers 
the risk fac tor associated with purchased power. 

S & P upgraded FPL' s bond rating from At to AA- in July 1995. 
FPL' s equity ratio was 51. n• a s of June 30, 1995. Since then , 
FPI. ' s equity ratio has increased substantially while it has not 
increased its purchased power commitments. Staff does not believe 
that FPL's i ncreases in its equity ratio were necessary !or it to 
maintain i ts AA- bond rating. In i t s response, FPL states that the 
lower financial risk from a higher equity ratio just offsets the 
"increased business risk facinq the electric utility industry . H 

Also in its response, FPL states that it has a 
disproportionate amount of off-balance sheet obligations . The 
utility believes the average equity ratio for the qroup of 
companies to which staff compares it should be a weighted average , 
though it did not calc ulate a weighted average in i:s response. 
Staff believes the average equity is appropriate for comparison 
purposes . The amount o! the off-balance sheet obligation varies 
from utility to utility but so does the amount o( 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 accord ing 
to Moody's. FPL states that this is less than the average of 55 . 4\ 
calculated for all electric utilities 122 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). Staf f notes ~hat this 
Moody's analysis apparently used preferred and common stock in 
calculatinq the equity ratio. Staff ' s analysis is based on the 
common equity ratio . Also, tho 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 o f Debt 

• 
Tne higher equity ratio has not enabled rPL to borrow at a 

significantly lower rate of interest. On June 11, 1998, FPL issued 
10 year bonds rated ~~- and yielding 6 . 08\ , approximately 57 basis 
points above comparable t r easury 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 o f Ma rch 31 , 1998 , FPL' s equity ratio was 64 .1\ (54 . 9\ 
adjusted) and Consol idated Edison' s equity ratio was 54.9\ (51 . 4\ 
adjusted) . This example shows that, for similar debt , FPL' s cost 
o1 borr owing is only 15 basi s points less than a utili t y with a 
lowe r bond ra t ing and a significantl y lower equity ra t io . This is 
not enough to offset the highe r capital costs imposed by t he higher 
equity ratio . 

The appr opr iate capital structure is the relative amounts o! 
debt and equity that minimize tho company' s cost o f capital . In 
theory, t he r e is no exact poi nt , but a range ~f relative ratios , 
over which t he cost of capital is minimized . However, in FPL' s 
situation, equity maintained at the utility level t.o;s increased 
significant l y without o commensurate decreaoo !n the cost of debt 
or equity . Tho result has been a steady incredse in the overall 
cost of capit al that ratepayers have had to support . Attachmenl 5 
compares t he overa ll coat of cap ital, pre-tax and after-tax , !or 
each of t he investor -owned electric utilities in Florida. This 
shows that, over the past 5 years , Tampa Electric' s cosl of capital 
has increased slightly and FPC's and Gul! ' s cost oC capital have 
declined. In contrast, FPL' a overall cost of capital has steadily 
increased . 

Business Ri s k Analysis 

Business risk consists of qualitative facto r s that af!ect 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 lar ge amounts 
of debt . 

According to S ' P, FPL has a business profile oC 3 on a scale 
of 1 to 10 wie,h 1 being the strongest. Business profiles of 1 and 
2 are reserved !or distribution-only utilities. Thero!ore, FPL has 
the strongest possible business profile for an electric utility 
that has generating capacity . 
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S & P note" that: FPL' s service terri tory hr.s strong economic 
and population growth, supportive regulation , and small industrial 
load . Regarding c.ompetit i vonoss, S & P notes tha t FPL has 
competitive :tates and that there are cross-state border 
transmission capacity limitations. 1.1 its quarterly meetings with 
security analysts, FPL has stated its belief that deregulation o { 
generation i n Florida is unlikely to occur in the near future . 

S & P stated in its August 1998 Utility Credit Report that one 
challenge <PL faces is improving the performance of t he St . ~ucie 
nuc lea r plant. After that report , the NRC releaaed its 1998 
Systematic Allsessment of Licensee Per formance (SALP) score !or St. 
Lucie. The score improved from 2. 0 to 1 . 5. FPL' s Turkey Point 
nuclear plant is at a pe:tfect 1.0 . 

Non-utility Risks and Effects 

In its August 1998 Utility Credit Report for rPL, 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 i nvestments. FPL-GC has a much risk~er 
bus iness profile of 7 compared wi th 3 for FPL. iet FPL-GC's equity 
ratio was 40.2\ as of December 31, 1997, much lower than FPL' s 
equity ratio. FPL-GC has a n A bond rating . 

rPL Group, the paren~ company of FPL and FPL-GC, guarantees 
the unsecured debt of FPL-GC, and FPL Group is dependent on the 
operat ions of FPL for 98\ ot its net income . In its Utility Credit 
Report for FPL-GC, s & P states : 

Standard and Poor' s views the acquisitions of U.S.-b'sed 
9enerating a~sots and the ownership of IPP planes co bo 
high risk due to fluctuating energy prices. competition 
from other suppliers , power grid constraints , 
r enegotiated contracts, and possible legal and regulatory 
impediments . Credit qual ity expectations dictate that 
the financial benefits and cash fl ow provided from these 
generating activi t ies wil l be commensurate with the hiqh 
level o f risk assumed . 

However, despite S ' P's opinion that the financial and business 
profile of IPPs is at the hiqh end of the risk spec trum, FPL Group 
finances i to riskier investments through FPL-GC with much more debt 
than i t s investment in FPL . This ls contnny to what financial 
theory suggests and raises the concern that FPL' s ratepayers are 
subsidizing FPL Group's riskier investments. 
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Caoital Expenditures 

• 
In September 1998, fP~ accelerated its plans for repowerlng 

project:~ !or che Fe. Hyer:1 and Sanford plants. Based on th!:o 
acceleration, t he current forecast for capi tal expenditures is : 

capital. Expenditure• ($ Nilliona) 

Current roreceat 

un 
$551 

l.2il!. 

$630 $770 

~ 

$824 

This increased projected capital expenditures by a~ut $225 million 
for t he 1998- 2000 pe Liod over the previous forecast. fPL' s 
estimated depreciation and amortization e xpense for 1998 is $1 , 045 
million . Therefore, FPL can rely on internal funds !or f inancing 
this expansion and does not face major fin::ncing steese in the 
future . In its response to staff, the utility did not discuss any 
other projects i t anticipates undertaking that wou l d increase debt 
and decrease the equity ratio . 

In Docket No. 950359-EI, the Comrtiss1on authorized accelerated 
depreciation o! generat i ng assets and accoler~ted amortl%atlon of 
regulator y assets !or FPL in Order No. PSC-96-0461-fOf-EI, dated 
April 2, 1996. In Docket No. 970410-EI , the Commission e xtended 
the depreciation and amortization through 1999 in Order No. PSC-98-
0027-FOP-EI , dated January 5, 1998 . S 4 P notes this is positive 
for the utility' s credit profile. S ' P also notes that: 

FP•L strengthened its balance shoet in 1991 by retiring 
about $500 million of long-term debt and preferred stock . 
The continued accelerated recovery o f generating 
facilities and regulatory assets in 1998 wil l further 
strengthen the balance sheet. 

A hearing would allow the Commission to de t ermine if FPL' s 
s trengthening of its balance sheet benefits ratepayers . 

Conclusion on Egylty RAtio 

For financial analysis and bond rating purposes, it may be 
appropriate to impute fixed charges like capacity ann lease 
payments in calculating financial ratios. However, rPL' ~ achieved 
ROL 1s ca lculated UDing the ac~ual level o! equity, not ~he level 
ildjusted by S & P. Given FPL's risk profile u discus:sed above and 
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the consequences of a high equity ratio, sta. f questions why the 
utility's adjusted equity ratio should exceed the average !or 
utilities with off-balance sheet obli<;~atlcns and similar bond 
ratings . Once t .he equity ratio is adjusted for the purchased power 
effect , the result iA that f'PL is a very low risk utility. The 
benefits of this low risk should inure to the ratepayer as well as 
the inve stor . Staff believes a hearing is necessary to determine 
all the factors affecting FPL's equity ratio and Lo determine a 
reasonable equity ratio for regulatory purposes. 

Rqyenye Effect of Higher Egyity Ratio 

Staff noted above that a high equity ratio can shield excess 
revenue and earnings. Attachment 6 shows the effect o! four 
different equity ratio adjust:ments . I! f'PI.' 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. 

ROE Discugnioo 

The Commission set FPL' s currently authori%ed ROE at: 12.0\ in 
J~ly 1993. The 30-year treasury bond wa~ yielding 6 .62\ In July 
l99J. ~s of September 1998 , tho yield was 5.19\. Currently, the 
30-year treasury bond is at historic l ows and has been below 5\. 

In its response, FPL states that the credit spread over the 
30-year treasury bond fo r a AA- r3ted utility bond was 60 baois 
points in July 1993 . It states that recent credit spreads were 170 
basis points. Ic states th.n, because o! this increase in the 
spread, AA- rated electric utilicy bonds have decreased by 50 basis 
points in yield since July 1993 . St:aff notes that 3 decrease or 50 
basis points is si9nificant . Sta(! believes the current level of 
interest rates could cause an eventual docline in the credit 
•presd. 

In Docket No. 960502-GU, tho Commission set City Gas' ROE at 
11.3\ in Order No. PSC-96-1404-f'Of'-GU, dated November 20, 1996. In 
Docket No. 960833-TP, the Commission soL BeilSouth 
Telecommunications' ROE at 12.0\ in Order No. rsC-98-0604-f'Of'-TP, 
which was issued on April 29, 19 98. Sta!! boll~vos that FPL hds 
less risk than BellSouth Te1ocommunications. ReconL ROEs cot by 
other state ro<;~uiatory commissions have been as follows: 

- 10 -
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COMPANY 

EMPIRE DISTRICT ELECTRIC 

METROPOUTAN EoiSOH 

ROCHESTER ElECTRIC l & P 

GREEN MouNTAIH POWER 

CONCORD ELECTRIC CONPN« 

PACIFICOOP 

• 

ORDER DAT.Ii 

07121/98 

06126198 

06124/98 

06106198 

05111198 

05105198 

SouRcE: RATE 01 s.rn- DATA 8001<. 3110 OTR. • 1998, KAH & ASSoC 

9.50% 

10.00% 

11 .00% 

11 .25% 

10.20% 

10.00% 

Based upon the decline i n int erest ra t es and the levels of returns 
~pprovcd in other jurisdictions , it appears the c urrently allowed 
ROE is excessive. Therefor e , staff recommends the Commission hold 
a limited proceeding hear ing to determine tho appropriate ROE for 
FPL for all regulatory purpose s . 

: sSQB 2 : Should this docket be closed? 

Rl99MM'HPATIQH: No. The docket should remain open for a hearing . 
(Elias) 

STAff Nfl\LXSIS : 

The docket should r emain open for a limited proceeding hearing 
regarding FPL's 04uity ratio and ROE. 
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Attachment ~o. l 

- r---------------------------------------------------, 

-
-

l -j 
t 

- •• 

-

•• • • •• 
•• 

• • ,. . 
•• ,. . 

•• •• •• 

• • • • 
•• 

.. ,. ... ,. .... 

- ~--------L-------~------~------~~ - - - - -
__________ .. __ 

----

Flori4l Poyer i Light 

Unadjusted Equity Ratio 

Adjusted Equity Ratio 

·-

l..U1 01/31/98 

48.6\ 54. 0\ 58.5\ 62.7\ 

42.1\ 46. 8\ 50.4\ 53.8\ 
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paqe 1 of 2 

• 

FPU. Eet.i&ation of the S ' P OBS Caloul.ation 

Purchased Power : 

Southern Company 

SJRPP 

CoG en 

sub-total 

fP&L fuels 

Total Imputed Debt 

Risk 
factor 

40\ 

50\ 

10\ 

$893 , 735, 678 

752,018,536 

3,282,154,505 

- 13 -

At: achment No . 2 

$357,494,271 

376,009,268 

328 . 215 . 451 

1,061 , 718 , 990 

186.300 . 000 

$1 , 248 , 018 , 989 
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Attachmeo . No . 3 

Florida Power ' Llqht 
Compony 

Eqully Rot!o - Adjusted ' Unadjusted, O!C Bal•nco 
Sheot Oobt 

S ' P IIOIID IIAf iiiO/lhiLlTIU 

l!.td loon C ' & 

Tampo . loetrlc Co=pany 

Cenlrel I llinois Ll9ht 
co. 
r~lorida Po·wer Corp. 

lndlanapolle P ' L 

Kentuc ky Ut l lit!os 

Louiulllo c ' £ 

Uorthern State Power 
(Kil l 

OklohOJU C ' E 

Ollor Tail Power 

Union Electric Company 

Wleconoin P ' L 

florida Power Llqht 

• h • Hts.&.tow• 

OBS OUT 

13.7 

450.J 

60.1 

138.5 

16.8 

229.5 

136.8 

31.1 

35. 4 

144 .6 

'1 , 261. 1 

Ka rch 31, 1998 

EQuiTY RATIO 

(G) 

5~.0\ 

59.8 

48.' 

41. 2 

~).8 

51. 4 

48.0 

47.1 

5 4.) 

46.4 

51 ." 

52 . 0 \ 

64.1\ 

1\DoJUSTCD 
[OuJTT RAT IO 

(b) 

55.2\ 

58.~ 

41.8 

42.1 

51.7 

4 6, I 

41.5 

C5.6 

49. 8 

43. 4 

52 .2 

n .o 

48.9\ 

C7 . 6\ 

5 4.9\ 

SouK&. S 7 P Fl..JwiC:IAL S1'ATJ111'1-el, G.l.ou.L UTIUTl:U R.ATIMI S U YfCI", ~ 31. J 998 

- 1 ~ -

I. '8\ 

1.12 

0.9b 

5 . 08 

2 .09 

5.29 

0.5~ 

2.09 

4. 50 

2. 91 

o. 42 

6. 14 

2.75\ 

4 . H I 

9.20\ 
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DATE : Octobet 22, 1999 • 
Attachment No. 6 

Equity Ratio' 
Adjusted Equity Approximate 

Ratio Revenue Effect' Notes: 
('rl mlllont) 

Adjuatecl From 85.88'K 
to: 

51 .40% 44.02% $125.5 7195 Bond rating 
upgraded. 

57.13% 48.93% $73.9 Average for peer 
group. 

58.20% 49.84% $64.2 FPL Group's equity 
ratio 

80.00% 51 .39% $48.0 

1 March Jl, 1998, Standard' Poor's !lnancial information. 

• Based on FP,L' s 1998 forecasted Earning Surveillanc e 
Report and a 12.50\ return on equity . 
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