
I • 

' State of Florida 

DATE: 

TO: 

RE: 

•• • , .. •• r ·.:'#. -....... ,,t, .• 
. . ·. ·' ~ .. • ~- . . 

..,. ~ .. ,. ·-~ 

~uhlit 6trbia t:ommifsion 

Capital Circle Omce Center • 2540 Sbwnard Oak Boulevard 
Tallahasse.:, Florida 32399~50 

FACSIMILE IRANSMITIAL COVER SHEET 

November 18, 1998 

MICHAEL B. TWOMEY 
Phooc No. {850) 421-9330 
FIICSimUe No. (850) 421-8343 

BOB BUA.S 
Pbooc No. (850) 413-6189 
Facmnile No. (850) 413-62SO 

Florida Power & Ujlu Company Equll)' love.n igatlon Docke1. 

MESSAGE: Per your November 12, 1998, request 10 Beth Salalc 

'ACK -­
AFA __ 
APP _ _ 

CAF -­
CMII __ 

CTR NUMBER OF PAGES INCLUDING COVER SHEET: 

E.AC ~-OPERATOR: 
LEG--
LIN 
OPC __ 

RCft ....,-­
st•; j _ 
WAf. _ 

O'TH --

Jackie Schindler 

2 

DOCUH[ HT NUHPrR· DATE 

I 2 9 7 9 NOV 18 g: 
fPSC-RECO~OSIAEOORTIHG 



r 
I :' • 

.. 
• • 

MEETING AGENDA 
I 

Date: /J !J,j ¥.6 I PYoe: 

Topic o r : 

Name: R : 

FP L. 

.. 
I• 

(')Pc.. 

1f· - 1~. v.f:nt.uP~,.,'~( t l~rfin fh. )' / ~-, f;, vY.-,­
-(, ' !I.J.Pl-> J ,~.,;- / 

Ptlone Number: 

8').:> • -:r--( = .:;-



l 

DOCKET NO. 98139r-EI 
OAT£: November 19, 1998 

APP&!!QIX 

Stef('a AQalyt i a oC fPL'• Prtltptation 

At the November 3, 1998 ~genda Conterence, FPL presented many 
arguments opposing staff's recommendat ion. Throughout 1ts 
presentation, FPL argued that the Co'!V!Iission should take the 
Mlonger view• and characterized s~afC's rec~~ndation as Ma short­
tena perspective.• The longer view staled by FPL is that it has a 
plan and is in the middle of the plan. The Commission should not 
consider changing the equity ra~io and ROE in the middle of the 
plan. Staff believes this recommendation does not disrupt the plan 
and that a review o! FPL' s capical structu re and ROE are within the 
scope of tho plan. The plan does not enclude these issues from 
LeVieW. 

EQUITY ftATIO ARGUMENTS 

Argpr•pt. 1 : Sta!! focuses on the corr.znon equity ralio whereas 
Standard ' Poor's (S ' PI tocua~a on tho deb t ratio adjusted for 
the ott-balance sheet obligation. S ' P does not publish an 
adjusted common equity ratio . 

St;a(( Ba!!pOpt• : On page 2 of the ala !C rccommcndot lon, staff 
defines the equity ratio as a Cirm' s common equity divided by 
total -investor supplied capltlll, which includes common equity, 
preferred stock, lono:;-term debt, and short-term debl. Staff 
bel ieves the Commdssion should focus on the common equity ratio in 
analyzing FPL's capital structure. Common equity is the hlghest 
cost source of capital and the level of FPL's common equity can be 
controlled by it• parent company, FPL Group, tnc . Also, the 
ruturn on conwnon equity has an associated tax lmpllct, which 
signi ficantly af!ects utility revenuoe . 

FPL's common equity raLio as ot March 31 , 1998 is a 
conspicuous 64.1\. For the same Morch 31, 1998 dala, of all 
elec tric utilities that have bond ratings o f AA+, AA, o r AA- , on ly 
FPL has an equity ratio above 60\. 
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DOCKET NO. 981390-£1 
OAT£: November 19, 1998 

Staff's calculation o! FPL' s equity rat to ar.d adjusted ~quity 
ra t10 is presented below: 

FPL's Capital Structur e Ratios 
As of March 31, 1998 

$ in million 11 

Equity Ratio Adjusted Equity Ratio 

Amounts Ratios Amounts Ratios 

OBSO• - - - - - - $1 , 261 

42 ... 0\ •• 

Total Debt $2,474 32.90\ S2 ,H4 

Preferred $ 226 3.00\ $ 226 2 . 60\ 
Stock 

Common Equity $4, 823 64.10\ $4,823 54 . 90\ 

Total $7,S23 100. 00\ $8 , 184 100.00\ . 0850- Off-balance Sheet Obligation •• 42.5' is the adjus~ed debt 
ratio. 

Though S ' P publishes tho equity ratios o( electric 
utilities, i t does not publish the adjusted equity r~t lo. It does 
publish t he adjusted debt ratio, which ls 42.5\ tor fPL as or March 
31, 1998. However, as shown on the prccedin9 char t , the co=plo~nt 
of the adjusted debt ratio is the adjusted common equity ratio and 
pr eferred stock ratio. As presented on Attachment 1 (altachod to 
th s appendix) , FPL's adjusted debt rat t o is at the low end ot the 
ran9e for the peer group. FPL' s adjusted debt ratio is 
si9ni!icantly lower than the r espective median a nd average tor the 
peer 9roup. Therefore, a review of FPL' s adjusted debt ratio, ~s 

Su9gested by the utility, reveals tho Odmo problem a s the review of 
FPL's adjusted e quity ra t io . 

When s tat! began discussing the equity ratio issue wh h FFL in 
June 1998, FPL explained that its equity ratio should be c~nsidorod 

in liQht of ita off -balance shoat obliQation related to its 
purchased power contracts. Tnero!oro, f or comparability, start has 
calculated FPL's actual a nd adjusted equity ratios and ~ompa red 
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DOCKET NO. 981390-EI 
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these with the same ratios of other electri~ uti l ities, as 
present ed on Attachments 4 and 5 o! the recommendat ion. 

from • requlatory perspective, the equity ratio and RO£ are 
what drive the cost o f capital. As shown on Attachment 5 , fPL has 
a higher cost o f capital than other investor-owned elect r ic 
utilities i n florida. Therefore, the Commission should !ocus on 
fPL' s equity ratio and adjusted equity ratio in reviewing tt.e 
utility's capital structur e end cost o f capital. 

!rmrnt 2 : Staff ignores the e!!ect o f preferred stock. 
makes a difference in the c~rieon when prefe rred stock is 
to the equity ratio . 

This 
added 

Steff Berponte : Attachment 7 (attached to this apper.dix) shows the 
ratio of preferred and common equity to total investor cap ital fo r 
fPL ~nd each utility in the peer group. When adJUsted !or the 
effect of the off-balance sheet obl igations, this ratio is simply 
the complement of the adjusted debt rat io. With the adjustment Cor 
off-balance sheet obligations, fPL's adjusted pre!erred and common 
equity r~tio , 57.5\ , is near the high end of the range for the peer 
group and is significantly above lhe overage and median for the 
poor group. fPL's actual preferred and common equity rat io, 67.1\, 
is significantly above tho ratios of the peer group. 

Typically, preferred stoc~ represents a Smdll percentage ol 
investor capital. In addi t ion, the cost rate for preferred stock 
is similar to the cost rate ! or debt and is much lower than the 
cost rate f or common equity. Therefore, including preferred stock 
in the equity ra t io calculation provides nothing to the analysis 
nvt previously revealed when only common equity is analyzed. 

Arm••zt 3: Staff's peer qroup o f electric utilities excludes 
companies that do not have oft-balance sheet obliga t ions. 

StaC! 8elp0Dte : As noted above, FPL explained in meetings with 
staff and OPC that ita equity ratio should be reviewed in liqht oC 
the off-balance sheet obligation• related to Ita pur·hased power 
contracts. Staff selected its peer qroup oC electric uU lit.lea 
uuiuq tho lollowing oritoda: the utilities had to have bond rating 
of AA or AA- and the c0111paniea had to have oft-balance shoot 
obligations . These 12 companies have situations similar to FPL'a. 
Adding utilities that do not have off-balance sheet obliqat1'ln:S 
detracts from the main issue - oft-balance sheet debt equ ivalents -
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that FPL offers as the reason for its actual equity rat~o being 
65.7\ for forecasted 1998 . 

FPL' s argument is that it !!lhould be allowed a higher equi ty 
ratio than i!!l typical for the industry because of its off-balance 
sheet obligations , which are related to its purchased power 
contracts. To test the vali dity ~f this argument, it is necessary 
to isolate a group of utilities that truly represent FPI.' s 
position, namely, AA rated electric utilities with off-balance 
s heet obligations. Initially, FPL pointed out that staff should 
recognize S ' P's view of the o ff-balance sheet obligat ions when 
comparing FPL's equity rat i o with those of other electric 
uti l ities. Now that staff is focusing on those utilities with off­
balance sheet ?bligations FPL a rgues chat st:aff is not using a 
comparable group. 

FPL cannot: have it both wnys. Staff believes ita current 
analysis and the reault ing peer group of electric utilit:ics is 
appropriate for reviewing FPL' s equity ratio . 

ArCI»!UDt 4 : If FPL were to reduce its common equity ratio to 
57 .13\, it would have to pay approximately S600 million in 
dividends to its parent company. AccordinQ to FPL, "The only way 
you're going to get that money la to either stop your amortization 
substantially and issue debt, or issue all debt and dividend it 
out.H FPL states it would have to issue debt and pay the proceeds 
aa a dividend t o the parent . 

Sta~~ Ra.oon•• : For regulatory purposes, the Commission has 
adjusted the equity ratios of United Telephone Company of Florida 
(See Docket No. 910980-TL, Order No. PSC-92-0708-FOF-TL, issued 
July 24, 1992) and Tampa Electric Company (Se~ Docket No. 950379-
EI, Order No. PSC-98-0802-FOF-EI, issued June 9, 1998) . The key 
here is t ha t the company can maintain whatever level of common 
equity it wants to maintain . However, for regulatory purposes, 
such as measuring earnings, the Commission can adjust the equity 
ratio to a reasonable level . With such an adjustment, ratepayers 
will bear only the cost associated with a reasonable equity ratio. 
If FPL issues debt, t he cost of capital the ratepa yers must pay 
will decrease. 
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DOCKET NO. 981390-EI 
OAT~ : November 19, 1998 

Az:m'Mot 5 : Re ferring to Attjtchment 4, staff states that FPL' s 
equity ratio and an adjusted equity ratio increased significantly 
from 1994 to March 31, 1998 . Staff states " whereas t he averages 
for the peer group do not show a cor:esponding increase . " However, 
FPL' s adjusted equity ratio tor 1994 is 11\ lower than the average 
for t hose companies for the prior year. According to FPL, this is 
not a fair comparison. 

Staf( RelpODte: The growth in FPL' 3 equity ratio, as pre~ented on 
Attachment 4, is significant. f 'L' s equity ratio and adjusted 
equity ratio have grown significar tly - 31 . 9\ !rom 1994 to March 
31, 1998 - from below average to aoove average . No other company 
in the peer group experienced t his amount of growth. This growth 
has resulted in FPL having a comparably high pquity ratio. Much of 
t his growth has occurred since the ul.i I ity' s bond rat1ng was 
upgraded from A+ to AA- and wi thout significant additions to 
purchased power committnents. FPI • s equi t y ratio continued to 
increase beyond the average. It increased by 9 . 6\ from the end of 
1996 to March 31 , 1998. 

Az:m'Mnt 6 : Also on Attachment 4, f 11 r 1996 and 1997 , Florida Power 
Corporation's (FPC) adjusted equity ratio declineu from 51.9\ to 
42 . 3t. This was due to FPC's write-ofts of costs. Staff did not 
take int o account how this affect t. the average for the group of 
companies to which it co~pares FPL 

Sta(( RelpODie : Undoubtably, FPC' f. equity ratio declined due to 
write-offs of cost s . Still, it is ~n1y one of twelve companies in 
the peer group, so the effect c 'I the average is not great . 
Moreover, even with the lower lov·!l of equity, the bond rating 
agencies did not downgrade FPC's rat lng. FPC still supports an AA­
bond rating with an equity ratio l ower than the average tor the 
peer group and much lowe r than the level forecasted by FPL. 

ROE PROBLEMS 

Apmzment 7: Earlier documentation pr , vidod by staff showed thnt AA 
compani es, ~hich are now being used IS t he comparable for FPL, had 
allowed returns u! 12.3\ for one an i 12 . 5\ for another . 

lt*f( Berpopea: The ROEs mentioned are not current. In the 
documentation provided by staff, th~ two highest ROEs wore set in 
the mid-19801. Staff's recommandati~n asks the Commlss !on to go to 
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hearing to decide an appropriate ROE for "I'L under current market 
conditions . 

A;q• gnt 8: On pages 10 and 11 o ' the recommendation, staff refers 
to recent allowed ROE's . One of those companies, Empire, is a 
distribution-only company, has less than ~.ooo customers , and it 
was a settl ed case. Pacificorp is a distribution-only case and its 
10\ ROE had a range of up to 12.5\ . Some of these d i stribution­
only cases result from various reorganizations. Concord said its 
10\ return had been challenged because there was no evidence to 
support it. 

Sta(f P.apontt : On page 11 of the recommendlltion, staff lists 
recent ROEs set by other state regulatory commissions . This chart 
has a limited purpose in that it shows the downward trend in ROEs, 
consist ent with the decline in interest rates . fPL crit ici:zos 
several declsiona as settlements or for distribution-only 
companies . Circumstances vary from case to case but the trend 
toward lower ROEs is obvious . In addition, the utilities in the 
c hart have lower bondratings than fPL's. These utilities should 
receive ROEs higher than that set for fPL, all other things being 
equal. 

!IYDPR'Ot 9: While the cost o! capital has increased in percentage 
terms , as shown on Attachment 5 of the recommendation , fPL's rate 
base has declined. Therefore, as shown on the fPL handout 
distributed at the agenda conference, fPl. ' s cost o( capital in 
dollar terms has decreased. 

Sta(( Re'RPP•• : This is a valid point. In large part , due to the 
plan ordered by the Commission and executed by fPL, rate base has 
decreased. However, the decrease in rate base should not exempt 
the utility from a review of its cost of capital. The issue is not 
whether the cost of capital in dollar terms went up or down. The 
reasonableness of the capital costs is the issue. To address that 
issue, the Commission should review the utility's capital structure 
and cost rates, the l!'ost impoz:tant componer.::s o f which are the 
equity ratio and ROE. 
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Ma""ttnt 10: S ' P says FPL's bond rating is stablr. Changing the 
equity ~atio might affect the bond rating . 

Steff R9aponae : S ' P defines the rating outlook as f ollows: 

A Standard & Poor's Rating Outlook assesses the potential 
di~ection of e long-term credit rating over the 
intermediate to longer ter-m. In determining a Rating 
Outlook, consideration is given to any changes in the 
economic and/or fundament al busi ness conditions. An 
Outl ook is not necessar ily a precur sor of a rating change 
or future CreditWatch action . Standard & Poor' s, 
Financial Statistics, March 31, 1998, Global Utili ties 
Rating Service . 

Staff does not believe that a hearing rega rding the equity 
ra t io and ROE will cause a change in FP!.'s Rating Outlook or in i ts 
b~nd rating. Also, e stable ou tlook means that a rating is not 
li kely to change. Staff believes that S & P understands t ho 
regulatory process. 

FPL' s suggestion that a regulatory adjustment to its equity 
ratio would jeopardize its bond rating is contradicted by 
experience. Tampa Electric Company' s bond <ating was not 
downgraded after the Commiss ion adjusted the equity ratio for 
purposes of measuring earnings subject to the earnings sharing 
plan. In addition, FPC's bond r ating w~s not downgraded when t he 
utility recOQnized write-ofts that reduced its actua l equity ratio 
(rom 59.4' in 1996 t o 47.4\ in l991. 
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Via Facsimile 

l!a"CTING NOTIC& 

The continuation of the disc uss i on begun on Wednesday, 
November 18, 1998 , in the above-refe renced docket will be held at 
the fo llowing time and place : 

~ ----- 10:00 a .m., Tuesday, November 24, 1998 
florida Public Service Commission 

~pp 2540 Shumard Oak Boulevard, Room 262 
CAF Tallahassee, florida 

CMU Two hours have been reserved for thio meeting. Please note 
CTR chat no meet-me conference call hae been arranged. If you have any 
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EAG 64 67 or Cochran Keating a t (850) 413-6193. 
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