Dividend Policy at FPL

1. What are the major uses and sources of funds for FPL?

· Major Uses

· Operating expenses

· Capital and nuclear fuel expenditures

· In 1994, FPL budgeted $6.6 billion in expansion cap ex over the next five years in order to meet projected demand. Projects included building a new transmission line, refurbishing the oldest generating plant, improving operating efficiency at all plants, and buying a majority share in a coal burning plant owned by The Southern Company

· Retirement of long-term debt and preferred stock

· Dividends on Common Stock

· Acquisitions

· From 1985 to 1988, FPL attempted to diversify into higher growth businesses and made four major acquisitions (Colonial Penn Life Insurance, CBR Information Group and Turner Foods Corp) as well as established a real estate development subsidiary (Alandco) and an alternative energy development subsidiary (ESI Energy) 

· Major Sources

· Operating revenues

· Divestitures of non core operations

· In 1991, FPL sold Colonial Penn

· In addition, FPL was trying to sell Telesat Cablevision and Alandco

· Issuance of FPL debt, common and preferred stock

What is the industry structure and business risk?

· Electric Utilities Industry Structure

· Regulated industry historically dominated by monopolies and vertically integrated suppliers

· Beginning in 1978, deregulation has been weakening the utilities’ monopoly franchises in each of the industry’s major segments: generation, transmission and distribution

· Generation: PURPA (1978) encouraged creation of power plants using renewable or non-traditional fuels

· Transmission: NEPA (1992) required utilities to make their transmission systems available to third party users. FPL currently being sued by Florida Municipal Power Agency for charging excessive rates and denying fair access

· Distribution: “Retail wheeling” in California and Michigan

· Florida has 4 major investor-owned utilities (including FPL) accounting for 73% of the state’s generating capacity, 20 municipal and rural cooperative generating systems accounting for about 24% capacity, and 19 independent power producers accounting for 3% of capacity

· Growth, capacity, operating margins

· Business Risk

· Regulatory changes – if Florida regulators authorized “retail wheeling”, FPL would face increasing competition

· Increase in operating costs – power generation or power purchase (purchase 30% of power)

· Changes in business mix, commercial vs. residential

· Increase in interest rate – primarily finance through debt and not able to pass through increasing interest rates

· Safety and environmental risks

2. What has been FPL’s strategy and how does the future look?

· Strategy (new regime)

· Focus on quality control

· Commitment to customer service

· Focus on core utility business and divest non-core operations

· Expand capacity to meet projected demand

· Improve cost position and operating efficiency

· Future

· Lean and efficient cost structure due to recent headcount reductions

· Improved operating efficiency as a result of significant cap ex spent to refurbish and upgrade plants

· Sales growth expected to exceed national average over next five years (2.7% vs. 1.8%)

· Net income expected to grow 3.9% over the next five year

· Capital expenditures projected to come down over next five years

· Deregulation is highly uncertain in the Florida market, however FPL is fairly insulated from regulatory due to their high amount of consumer business, assuming deregulation begins with industrial customers

· S&P recently upgraded debt

· Divesting non-core operations

3. Does the company’s dividend policy make sense?

· FPL has increased dividend per share every year for the last 47 years

· Dividend payout ratio has been increasing over time and is currently at approximately 90% 

· FPL’s dividend payout ratio is at the high end for electric utilities, which is characterized by high payout ratios

· The policy of increasing dividends each year does not seem to make sense given the fact that earnings have not shown consistent growth and have even declined 5 out of the last 10 years. Therefore, in some years FPL has been financing its dividend by issuing more debt. Again, this policy does not appear to make sense in a rising interest rate environment.

	    Year
	    EPS
	EPS Bef. Extraord.
	    DPS
	Div Payout Ratio
	Annual DPS Growth
	Annual EPS Growth

	    ----
	    ----
	    ----
	    ----
	    ----
	    ----
	    ----

	    1993
	$2.30 
	$2.76 
	$2.47 
	89.5%
	1.6%
	4.2%

	    1992
	2.65 
	2.65 
	2.43 
	91.7%
	1.7%
	-0.4%

	    1991
	1.48 
	2.66 
	2.39 
	89.8%
	2.1%
	0.8%

	    1990
	-2.86 
	2.64 
	2.34 
	88.6%
	3.5%
	-11.7%

	    1989
	3.12 
	2.99 
	2.26 
	75.6%
	3.7%
	-4.2%

	    1988
	3.42 
	3.12 
	2.18 
	69.9%
	3.8%
	16.0%

	    1987
	3.10 
	2.69 
	2.10 
	78.1%
	4.0%
	-7.2%

	    1986
	2.90 
	2.90 
	2.02 
	69.7%
	4.1%
	-6.8%

	    1985
	3.11 
	3.11 
	1.94 
	62.4%
	9.6%
	17.4%

	    1984
	2.62 
	2.65 
	1.77 
	66.8%
	
	


4. What are the signaling implications for a dividend cut? For maintaining the dividend? For Merrill Lynch’s report?

· Considerations: anticipated/unanticipated and level of asymmetric information

· Cut dividend

· Indicates financial trouble and is generally not well-received by the investment community.

· FPL would probably see a large drop in its share price and potentially shareholder lawsuits that would be disruptive to the business

· Maintain dividend

· Indicates that management expects that it will continue to generate enough cash flow to pay out their current dividend level

· To maintain the dividend would be within current market expectations given industry context

· Investors view utility stock as a bond and expect a specific yield (effectively a coupon) on the stock

· Merrill Lynch report

· Merrill’s report indicated that FPL was currently reviewing their dividend policy and could potentially cut its dividend. The mention of a dividend was entirely unanticipated by the shareholders and sent a huge negative signal to the market causing the 6% drop in share price.

5. As Kate Stark, what would be your investment recommendation?

· FPL should maintain current dividend amount of $2.48 per share and grow out of its currently high payout ratio. This will allow FPL to reduce its payout ratio to be more in line with the industry average.

· Recommend Buy – FPL’s future outlook and projections look very positive despite the increasingly competitive environment. Given the 6% drop in stock price, the stock appears to be undervalued and a good buy at this point in time

