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CASE BACKGROUND

Due to the Commission’'s continuing earnings surveillance
program, it was noted in 1995 that the earningas of the Fernandina
Beach Division of Florida Public Utilities Company (Fernandina
Beach or the Company) were in excess of the maximum authorized
return on equity (ROE) of 12.60%. Staff met with the Company, and
as a result of that meeting, the Company agreed to cap its earnings
at 12.60%. The Company submitted a letter to Staff dated September
5, 1996, in which it also agreed to cap ite 1996 earnings at a
12.60% ROE. (Attachment 1) The disposition of any excess earnings
was left to the discretion of the Commission. The Company,
however, did reserve the right to request alternative dispositions
such as additional contributions to its storm damage reserve or the
reduction of any depreciation reserve deficiencies. An Audit
Report for the 1996 calender year was issued on July 10, 199%7. The
Company's response to the audit report was received on July 30,

1996.

On October 3, 1997, the Company submitted a letter agreeing
with the Staf 's calculation of 1996 excess earninges of §$132,6340,
plus interest of $3,679. In addition, the Company requested that
the total amount of $136,019 be contributed to the Storm Damage

Reserve in Fernandina Beach. (Attachment 2)
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DISCUSSION OF ISSUES

ISSUE 1: What is the appropriate amount of rate base for Florida
public Utilities Company-Fernandina Beach Division for determining
the amount of excess earnings for 19967

RECOMMENDATION : The appropriate rate base for Florida Public
Utlilities Company-Fernandina Beach Division for 1996 i»s
$14,902,638. (REVELL)

STAFF _ANALYSIS: Per the December 1996 Earnings Surveillance
Report, the Company reported a total “FPSC Adjusted” rate base of
§15,243,088, Based on the adjustments discussed below, the Staff
recommends that the appropriate rate base is $514,902,638.
(Attachment 1)

Per Audit Exception 3, the Company
calculated a 13-month average expenditure of 5106,759 on a work
order. The Company accrued Allowance for Funds used During
Construction (AFUDC) on this amount. The Company also included
this amount in the Construction Work in Progress (CWIP) account.
To do so provides & double return on the investment. The 35106,759
included in AFUDC should be removed from the 13-month average rate
base to eliminate the double counting. Per its response to the
audit report, the tlompany agrees with this adjustment.

Fer Audit Exception 4, the Company did not follow
the Commission’s normal procedure of excluding net fuel
underrecoveries frcmn working capital. In this instance the amount
that should be removed from working capital is $213,168. Per its
response to the audit report, the Company recognizes past
Commission practice on this issue. While the Company does agree to
the amount of exciss earnings for the purpose of closing this
docket, the Company believes that working capital should be
adjusted to zero. The Company also states that it recognizes the
Commission’s past p:actice of removing underrecoveries from working
capital. However, the Company believes that both underrecoveries
and overrecoveries:, when they occur, should be excluded from
working capital.

.and 1996 rate refupnds: In it's surveillance
report, the Company decreased working capital $37,298 on a 13-month
average basis for rate refunds related to overearnings. The
account contains amunts related to both 1995 and 1956. The amount
related to 1995 is $31,606, and the amount related to 1996 is
$5,692. These working capital entries should be reversed simply in
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order to determine the total amount of the excess earnings for
19596.

Application of 1995 overearnings to the Storm Damage Regerve: In
December, 1996 the Company transferred $63,506 in accruals for
overearnings from the Rate Refunds Pending account to the Storm
Damage Reserve account. The Commission, however, accepted the
subsequent recommendation of Staff and ordered the increase in the
reserve be made effective January 1, 1996. Changing the date of
the increase from December 1996 to January 1996 increased the 13-
month average balance for this account by $58,621. Since this
account is a liability account in working capital, this change had
the effect of reducing working capital by $58,621. Therefore,
staff recommends that working capital be reduced by §35,621.
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ISSUE 2: What is the appropriate overall rate of return for Florida
Public Utilities Company-Fernandina Beach Division for determining
the amount of excess earnings for 19967

RECOMMENDATION: For measuring excess earnings, the appropriate
overall rate of return for the Fenandina Beach Division is 9.04%
based on the ROE cap of 12.60% and a 13-month average capital
structure for the period ending December 31, 1996. (DRAPER)

STAFF_ANALYSIS: Staff began with the 13-month average capital
structure from the Company’'s earnings surveillance report for the
period ending December 31, 1996. In its earnings surveillance
report, the Company removed its investment in Flo-Gas entirely from
common equity in a manner consistent with previous cases. The
Company specifically identified deferred taxes, investment tax
credits and customer deposits.

staff specifically included the amount of $5,692 as deferred
revenue in the capital structure with an effective interest rate of
5.70%. This amount represents excess earnings for the 1996 year.
The cost rate on deferred revenue is the 30 day commercial paper
rate as stated in Rule 25-6,109, Florida Administrative Code. The
treatment of excess earnings as an item in the capital structure is
consistent with the treatment of deferred revenue in the recent
earnings review of Tampa Electric Ccmpany (see Order No. PSC-97-
0436-FOF-BI, 4issued April 17, 1997). Staff reconciled the
remaining adjustments to rate base on a pro rata basis over
investor-supplied sources of capital. The Commission established
the return on common equity for Fernandina Beach as 11.60% with a
range from 10.60% to 12.60%, Staff calculated the weighted average
cost of capital as 9.04%. (Attachment 4) This is the rate of
return used to measure excess earnings.
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: What is the appropriate net operating income for Florida
Public Utilities Company-Fernandina Beach Division for determining
the amount of excess earnings for 19967 (REVELL)

RECOMMENDATION - The appropriate net operating income of the
Fernandina Beach Division for 1996 is $1,427,238. (REVELL)

STAFF _ANALYSIS: Pursuant to the December 1996 Earnings
Surveillance Report, the Company reported a “FPSC Adjusted” net
operating income of §1,385,236. Based on the adjustments discussed
below, Staff recommends that the appropriate net operating income
is 51,427,238. (Attachment 3)

Refund Provision; In 1996, the Company reduced revenues $5,776 and
574,000, respectively, related to the 1995 and 1996 overearnings.
In order to properly determine the amount of 1996 overearnings,
these amounts should be included in revenues. Staff is simply
reversing these amounts in order to determine the total amount of
the excess earnings for 1996.

; In Audit Exception
5, the Company made an error of $9,900 in the allocation of
medical self insurance expenses between the Fernandina Beach
Division and Flo-Gas. Flo-Gas is a wholly-owned unregulated
subsidiary of Florida Public Utilities Company. The error caused
the expenses to Fernandina Beach to be lower than actual expenses
by this amount. To reflect the proper amount of expense for
Fernandina Beach, expenses should be increased by $9,900. As
stated in its response to the audit report, the Company agrees with
this adjustment.

In Audit Disclosure
3, the Company included interest earning cash in working capital
but did not include the related interest income in revenues. In
the Company’'s Modified Minimum Filing Requirements review in Docket
930720-EI, the Commission determined that the interest income
should be included in revenues if the interest bearing cash is
included in working capital. Therefore, operating revenues should
be increased by $1,425. As stated in its response to the audit
report, the Company agrees with the statement of facts, but
believes it did record the interest income adjustment properly
based on Order PSC-0170-FOF-El, the order for the Marianna Electric

Diviseion,
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In the

surveillance report, the Company had a negative cash position for
the 13 months ending December 31, 1996. Therefore, the Company
made an adjustment to reduce revenues of Fernandina Beach by an
allocated amount of $6,432. The stated rationale was that if the
Company had to add interest income to revenues for any interest
earned on a positive cash position, it could impute negative
interest earned on & negative balance of cash and make a
corresponding reduction to revenues. Staff disagrees with the
Company adjustment and recommends that the $6,432 reduction to
revenues the Company made because of negative imputed interest be
added back to operating revenues. The Company did not pay any
interest on the negative balance of cash. The Company should not
make reductions to revenue to benefit from this fact. It should be
noted that many companies routinely carry negative balances of cash
due to aggressive cash management policies. A negative balance of
cash does not necessarily indicate cash flow or other financial

problems.

In its response to the audit report, the Company agrees with
the statement of facts. The Company, believes, however, that the
interest income adjustment was reported properly based on Order No.
PSC-94-0170-FOF-EI. The section on interest bearing cash in that
order states that any interest earned on cash in working capital is
to be included in revenues. This order does not address Company
adjustments to revenue for imputed negative interest.

This is a fallout adjustment based on
the reconciliation of the rate base and the capital structure due
to the Staff adjustments to the rate base. In this instance,
income taxes should be increased by $6,480.
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ISSUE 4: What is the amount of excess earnings for Florida Public
Utilities Company-Fernandina Beach Division for 19967

RECOMMENDATION: The amount of excess earnings for the Fernandina
Beach Division for 19596 is $5$132,340, plus interest of $3,679.
(REVELL)

i Based on the recommendations in the previous
issues, Staff has determined that the excess earnings for 1996 are
$132,340, plus interest of §3,679. (Attachment 5 This represents
an earned ROE of 14.16%, which exceeds the maximum authorized ROE

of 12.60%.
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ISSUE 5: What is the appropriate disposition of the 1996 excean
earnings of Florida Public Utilities Company-Fernandina Beach

Divisien?

RECOMMEMDATION : The total amount of 1996 excess earnings of
§136,019, including interest, should be contributed to Fernandina
Beach's Storm Damage Reserve. This amount should be booked
effective January 1, 1997, for ratemaking, earnings surveillance,
and overearnings review purposes. (REVELL)

STAFF _ANALYSIS puring the last overearnings review for this
division, the Company requested that the excess earnings be
contributed to the Storm Damage Reserve. The Company cited the
current disparity of the reserve and accrual levels between its
Marianna and Fernandina Beach Divisions. As of December, 1996, the
level of the reserve balances for the two divisions are
approximately equal. However, Staff agrees that there appears to
be a deficiency in the Storm Damage Reserve for Fernandina Beach,
even with the addition of the excess earnings for 1995, and that
the current annual accrval seems to be inadequate for the purposes
of building a sufficient reserve in the short term. Therefore,
staff recommends that the $136,019 of excess earnings be included
in the Storm Damage Reserve for Fernandina Beach.

Since the excess earnings occurred during 1996 and interest
has only been calculated for that year, Staff is also recommending
that the increase be made effective as of January 1, 1997, for all
regqulatory purposes. This would eliminate the need for the
calculation of any additional amounts of interest and would include
the increased reserve in the determination of earnings for 199%7.
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ISSUE 6: Should this docket be closed?

RECOMMENDATION: Yes. If no person whose substantial interests are
affected by the Commission’'s proposed agency action timely files a
protest within 21 days of the issuance of the order, this docket
should be closed. (PAUGH)

: Pursuant to Rule 25-22.029(4) Florida
Administrative Code, any person whose substanticl interests are
affected by the Commission’'s proposed agency action shall have 21
days after issuance of the order to file a protest. If no timely
protest is filed, the docket should be closed.
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DATE: October 23, 19{ff) FL'ORIDA.

PUBLIC UTILFTIES COMPANY

P O Box 3395
West Palm Beach

FL 33402-3395

September 5, 1996

Mr Timothy J Devlin Director

Division of Auditing and Financial Analysis
FLORIDA PUBLIC SERVICE COMMISSION
2540 Shumard Oak Blvd

Tallahassee FL 32399-0865

Florida Public Utilities Company agrees to cap its eamned return on equity (ROE) for calendar
year 1996 at 12.60% for the Fernandina Beach Electric Division. This cap represents the

maximum suthorized ROE for this division.

The calculation of the eamned ROE will be based on the “FPSC Adjusted Basis™ in the Eamings
Surveillance Reports for December 1996, using the same adjustments approved in our last FPSC
Femnandina Beach rate case. All reasonable and prudent expenses and investment will be
allowed in the calculation, but no annualized or pro forma adjustments will be allowed. The
calculation is subject to fine tuning by Florida Public Utilities Company and Commission audit.

The disposition of any excess earnings shall be lefi 1o the discretion of the Commission. In
addition 10 a direct cash refund, the Company may request consideration of other alternatives
such as additional contributions to the storm damage reserve or the reduction of any depreciation
reserve deficiencies.

7

Duryuf?'

Vice

cc:  Jack Shreve, Counsel
Wayne Schiefelbein, Gatlin, Woods, et al.
F Cressman, FPU
J Brown, FPU
J English, FPU
G Bachman, FPU
VPRES.DT #2 fpsc-dev-roe.di

- 10 -
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FLORIDA

PUBLIC UTILITIES COMPANY

October 3, 1997

Mr Timothy J Devlin Director

Division of Auditing & Financial Analysis
FLORIDA PUBLIC SERVICE COMMISSION
2540 Shumard Oak Blvd

Tallahassee FL 32399-0865

Re: 1996 Over-camnings - Fermandina Beuch Electric Docket Mo, 97-1227-E1
Dear Mr. Devlin:

With our September 5, 1996, letter (copy enclosed) Florida Public Utilities Company
(Company) agreed to cap its return on equity (ROE) for calendar year 1996 at 12.60% for
our Fernandina Beach electric operations. This cap represents the maximum authorized
ROE for this electric operation. In that letter, the Company also requested that the
Commission consider alternatives to a cash refund of any excess ecarnings. The
alternatives 1o be considered are additional contributions to the Storm Damage Reserve or
the reduction in any Depreciation Reserve deficiencies.

The Florida Public Service Commission staff has determined the Fernandina Beach
excess revenues for calendar year 1996 1o be $132,340, with $3,679 in accrued interest.
The Company accepts this figure and requests that the total of $136,019 be contributed
to the Storm Damage Reserve in Femandina Beach. We believe the Storm Damage
Reserve to be deficient due to the following reasons.

1. The Company's first attempt 1o establish a Storm Damage Reserve was in our
Marianna Rate Case, Docket No, 880558-E1 (1¥88) Although the Company
requested an annual allowance of $54,050 based on damages from Hurricane
Kate, the Commission thought this was excessive and reduced the annual
accrual to $17,300.

2. The Company again sought to establish a storm damage accrual in our
Femnandina Beach Rate Case, Docket No. BB1056-EI (1988). We again
requested an annual accrual of $54,050 based on our argument in the previous
Marianna case, the greater potential for loss due to a 25% larger gross plant
investment and a more vulnerable coastal location. The final decision was to
allow an annual accrual of $21,625 which was 25% larger than that allowed in

the Marianna case.

- 11 -
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3. In 1993, the Company again filed for rate relief in the Marianna division. In
this Rate Case, Docket No. 930400-El (1993), we requested the annual accrual
be increased to $200,000 from the previous authorized level of $17,300. We
also requested the Storm Damage Reserve be capped at $1 million. The
reasons for this increase were the impact that Hurricane Andrew (1992) had
on electric distribution property and on the insurance industry’s coverage rates
making it impossible to obtain coverage at a reasonable cost. The Final Order
in Docket No. 930400-EI reads:

“Accordingly, we shall establish a storm damage reserve of $1 million,
with the accrual period for the reserve set at 10 years at $100,000 per
year.” (Order No. PSC-94-0170-FOF-EI, p.23)

4, The current accumulated Storm Danage Reserves in Marianna and
Femnandina Beach are as follows:

Accumulated Annual

Reserve Accrual
Marianna £277,000 $100,000
Fernandina Beach 222,000 21,600

It is apparent from items (1) through (4) that there is a deficiency in the Fernandina Beach
accumulated Storm Damage Reserve. We are therefore requesting the 1996 excess
revenues and interest of $136,019 be transferred 1o the Fernandina Beach Storm Damage

HReserve
Sincere

e

Darryl L. T,
Vice President

Enc: Letter to Mr. Devlin'dfted 9-5-96
cc:

J. Shreve

W. Schicfelbein

Frank Cressman

Jack English

Jack Brown

George Bachman

Pat Foster
pacroes 96 &

- 12 -
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FERHANDINA BEACH ELECTRIC DIVISION

ATTACHMENT 4

DOCKET 971227-E1 g
REVIEW OF 1996 EARNINGS 5 §
- §
CAPITAL STRUCTURE Wesghled -
AS FILED - FPSC ADJUSTED Amount Ratio Cost Rate Cost 3' o
Long Termn Debi $5,431,474 3563% 5.97% 355% e
Short Term Debt 1,331,579 8.74% 6.19% 054% lﬁ"ﬂ
Preferred Stock 143,082 0.94% 475% 0.04% )
Customer Deposits 597,462 1.92% 657% 0.26% e
Common Equity 53121428 9% 12 60% 4.40% ad =
Deferred Income Taxes 2,017,200 13.23% 0.00% 0.00% v
Tax Credils - Zero Cost T24 0.00% 0.00% 0.00%
TaxCredis -Weighted Cost 400961 263%  1032% _ 027% R
Total _$15243888 __ 100.00% i 907% -
Adiusiments Adjusted Weighied
ADJUSTED Amount Specific Pro Rata Total Ratio Cost Rate Cost
Long Term Debt $5.431.474 (5154,112) §5.277.362 S5 41% 9.9T% A53%
Short Termn Debl 1,331,579 ($37.782) 1,293,797 B6B% 6.19% 0.54%
Prefermed Stock 143,062 ($4,059) 139,003 0.93% 4.75% 0.04%
Cusiomers Deposils 587 462 597,462 4.01% 68.5T% 0.26%
1996 Deferred Revenue 0 5692 5,692 0.04% 570% 0.00%
Commeon Equity 5,321,426 ($150.989) 5170437 34 69% 12.60% 437T%
Deferred Income Taxes 2,017,200 2,017,200 13.54% 0.00% 0.00%
Tax Credits - Zero Cost T24 T24 0.00% 0.00% 0.00%
Tax Credits - Weighted Cost mim 400,961 269% 1064% _ 029%
INTEREST RECONCILIATION
Effect on
Amount Cost Rale InterestExp. TaxRate  Income Tax
Long Term Debl 5,277,382 9.97T% 526,153
Short Term Debl 1,293,797 6.19% 80,086 o>
Cusiomer Deposits 597,482 6.5T% 38,253 E :]
1996 Deferred Revenua 5692 5.T0% 324 M H
Tax Credits - Weighted Cost 400,961 5.10% 20,449 oy
Staff Interest Expense 666,266 o
Comnany Interest Expense 683,485 - ﬁ
Staft Adjustment ~ 17,219 3763% 6,480 s
=
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ATTACHMENT 5

g [w ]
FLORIDA PUBLIC UTILITIES COMPANY -
FERNANDINA BEACH ELECTRIC DIVISION 0=
DOCKET NO. 971227-El o
REVIEW OF 1996 EARNINGS % 2
"R
[ S 5]
Adjusted Rate Base $14,902 638 w 3
Achieved Rate of Return 9.58% v
Maximum Rate of Return . 9.04% = .
Excess Rate of Retumn X 0.54%
Excess Net Operating Income 80,474
Revenue Expansion Faclor X 1.6445
Excess Revenues __$132340
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