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  Introduction 
 

 
 

The City of Cape Coral accepted the proposal from Spencer Consulting Services (SCS) dated 1 
June 2014 to provide consulting services related to the City’s analysis of the expiring franchise 
agreement with Lee County Electric Cooperative (LCEC).  SCS retained WHH Enterprises, Inc. 
(WHH) as a sub-consultant to assist in providing these services.   
 
The City currently has a 30 year franchise agreement with LCEC.  This agreement terminates in 
October 2016.  The franchise agreement provides that the City; 
 

 “hereby reserves the right at and after the expiration of this grant to purchase the 
property of the Grantee (Lee County Electric Cooperative) used under this Grant, as 
provided by the laws of Florida in effect at the time of Grantee’s acceptance hereof, 
including Chapter 166, Section 166.042, of the Florida Statutes, as amended and as 
a condition precedent to the taking effect of this Grant, Grantee shall give and grant 
to the Grantor the right to purchase so reserved, Grantee shall be deemed to have 
given and Grantor received such right of purchase by its acceptance hereof …”. 

 
This option to purchase the property of LCEC that is used to provide electric service within the 
City and then provide retail electric service to the residents of the City is a valuable option and it 
is prudent that the City carefully evaluate this option relative to its other alternatives.  SCS notes 
that 34 other cities in Florida provide retail electric service to its residents. 
 
The City has approached the analysis of its alternatives in a logical sequential manner.  SCS 
provided a high level analysis in 2010 which provided an overview of the municipalization process 
and considered some of the major issues that would need to be addressed if the City proceeded 
with forming a municipal electric utility.   
 
Subsequently the City formed a task force to focus on this decision.  SCS provided this task force 
a report on the Florida retail electric market in May 2014.  After that report, the task force 
authorized SCS to preform additional analysis of severance and reintegration.  This analysis is 
necessary since if the City should proceed with municipalization, the electric system in and around 
the City would have to be reconfigured so that it could operate as two independent systems.  After  
severance and reintegration, the electric system owned by the City would serve City residents and 
the remaining electric system retained by LCEC would serve LCEC customers.  
 
Also, the task force authorized the consultants to develop a financial pro forma to forecast the 
expected financial performance if the City should elect to form a municipal electric utility.  The 
pro forma estimates and projects all cash flows that would result from the City forming an electric 
utility. The pro forma includes start-up costs and extends thru the year 2036.  The pro forma will 
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serve as a valuable tool to quickly evaluate the impact of changes from forecasted cash flows or 
revisions to model inputs.  This analysis is included as Section 3 of this report. 
 
Section 4 of this report summarizes the results of this phase of the investigation of alternatives 
related to the expiring electric franchise agreement.  
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Severance and Reintegration 
 
 

 

 
Pursuant to the scope of work assigned to Spencer Consulting Services, WHH has performed a 
more detailed review of severance and reintegration issues, refined the cost estimate for severance 
and reintegration and examined any potential road blocks that would significantly impact the 
City’s decision to proceed on the path to acquire the distribution system.  Note that this report 
contains some material included in a prior report in order that this report can be read as a stand-
alone document. 
 
It should be noted that this severance and reintegration analysis is not a definitive engineering plan 
that purports to represent an optimal severance and reintegration plan between the City and LCEC.  
The primary purpose of WHH’s severance and reintegration analysis is to determine if severance 
and reintegration costs were likely to be so large as to materially impact the financial feasibility of 
municipalization.  Plus the severance and integration analysis specifically identifies the facilities 
that the City intends to purchase from LCEC.  This is necessary prior to any discussions between 
the parties. 
 
Industry Background.  The provision of retail electrical energy is divided into three functions.  
The first is power production.  The production of electricity is most efficient in centralized large 
power plants.  These plants are located to facilitate both fuel delivery and the transmission of 
electric power to the utility’s retail customers.  Power plants can range in size from several hundred 
MW of capacity to several thousand MW.  Since fuel costs are the largest single component of the 
cost of electrical energy, proximity to fuel supplies or fuel transportation facilities is a major 
consideration in the siting of power plants as is the plant’s access to high voltage transmission 
lines.  Electricity is generated from five primary fuels sources in the U.S.  In order of importance 
these are coal, nuclear, hydro, natural gas and oil.  A small amount is generated from renewable 
resources.  The City of Lakeland enjoys a fuel mix that includes a good proportion of coal plus 
some oil and gas-fired generation.  Likewise, TECO’s fuel mix is also dominated by coal .  Some 
utilities use proportionately more natural gas and with natural gas costs currently at an historic 
high, those utilities’ customers have recently experienced dramatic increases in the cost of 
electricity.    
 
Utilities attempt to optimize the mix of various fuels based on utility specific cost factors such as 
proximity to fuel supply and the load shapes of its customer base.  The cost of power production 
is the largest component of the cost of electricity and averages approximately 55-75 percent of the 
total cost of electricity.   
 
The second functional category is transmission.  This function delivers the bulk electrical energy 
from power plants to substations that are generally located near areas of concentrated electric load 
(e.g. cities and industries).  This bulk delivery of electrical energy occurs at high voltages (typically 
69,000 volts to 500,000 volts in Florida) to reduce energy losses in the lines.  The transmission 
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network is considered the gatekeeper of the industry since it connects the producers to customer 
load.  The transmission grid operates as a network and is currently owned by many parties, each 
with interests that may conflict with the efficient operation of the entire system.  Many areas of 
the country have formed Regional Transmission Organizations (RTO) that operate all transmission 
assets in a non-discriminatory manner however this has not occurred in Florida.  The cost of 
transmission service is equal to about 10 to 15 percent of the total cost of electric energy. 
 
The third function involved in the provision of retail electric energy is distribution.  The electric 
distribution system delivers energy from the substation to each retail customer.  Distribution 
systems typically operate at 12,000 to 25,000 volts and consist of the familiar poles and 
transformers seen along city streets.  The distribution lines that deliver the power from the 
substations to the customer premise are called feeders.  The cost of the distribution function is 
approximately 25-30 percent of the total electric bill.   
 
The schematic below illustrates the interrelationship of the three functions of a vertically integrated 
electric utility. 
 

Figure 2-1 
Schematic of Electric Utility System 
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When a utility company plans its facilities to provide retail service to a portion of its service 
territory it considers a number of factors.  The magnitude and location of electric load (customers), 
the location of its high voltage transmission lines, and the availability of suitable land for its 
distribution substations are all key considerations.  Lee County Electric Cooperative (LCEC) 
serves all the customers within the City of Cape Coral and all customers in the area surrounding 
the City.  The utility power lines that serve those customers are routed throughout the community 
without regard to political jurisdictions.  For example, feeders originating at substations outside 
the City limits of Cape Coral may serve customers inside the City limits.  Likewise, feeders 
originating in substations located inside the City limits may serve customers outside the City limits.  
 
If a municipality acquires the incumbent utility company’s facilities, (in this case, LCEC facilities) 
to form a municipal utility, the lines and substations generally have to be reconfigured in a way 
such that the power lines located inside the City serve only City customers and the lines located 
outside the City limits serve only LCEC customers.  The process of reconfiguring these power 
lines involves separating or severing City customers from the power lines that serve LCEC 
customers and separating or severing the LCEC customers from the power lines that serve City 
customers.  Reintegration refers to the construction of new power lines that are required to make 
sure that City customers are connected through the electrical distribution system to City-owned 
substations and/or feeders; and, likewise, to ensure that the LCEC customers are connected through 
its electrical distribution system to LCEC owned substations and/or feeders.  The costs associated 
with severing City and power company customers from each other and reintegrating those 
customers back into the LCEC’s and the City’s respective distribution systems are not 
inconsequential and can be important in determining the financial feasibility of municipalization. 
 
Factors Affecting the Cost of Severance & Reintegration. Generally, three considerations have 
a material impact on severance and reintegration costs.  Each is discussed below. 
 

1. Size of Service Area.  Larger service areas have lower severance and reintegration costs.  
This is because severance and reintegration costs are generally a function of the length 
of the perimeter of the service area.  The ratio of length of the service area perimeter to 
the size of the service area declines dramatically as the size of the service area increases.  
For example, note the comparison in the following table. 

 
Table 2-1 

Comparison of Service Area Perimeter to Service Area Size 
 

 Small Municipality Larger Municipal or 
Regional Utility 

Shape of Service 
Area 

2 Miles Square 15 miles Square 

Perimeter Length 8 Miles 60 Miles 

Area 4 Square Miles 225 Square Miles 

Length to Area 
Ratio 

2.0 Miles Perimeter 
Per Sq. Mile Service Area 

0.26 Miles Perimeter Per 
Sq. Mile Service Area 
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As is evident, the length of the service area per square mile of service area declines 
dramatically as the service area size increases.  If the customer density was approximately 
equal and severance and reintegration costs were consistent along the service area 
perimeter, one could conclude that the severance and reintegration costs per customer 
would be about 8 times greater for the smaller system when compared to a larger utility.  
For comparison, the City of Cape Coral has 115 square miles. 

 
2. Customer Density of Service Area.  The cost of severance and reintegration is ultimately 

funded from the customers.  Service areas that are very densely populated will have 
reduced costs of severance and reintegration per customer.  For example, LCEC on 
aggregate, has about 92 customers per square mile of service area whereas Cape Coral 
has over 770 customers per square mile of service area.  The higher density in the Cape 
Coral area suggests that severance and reintegration costs per customer acquired should 
be much lower with all other factors equal. 

 
3. Natural Boundaries.  The last factor having significant influence on severance and 

reintegration costs is the presence of natural boundaries.  Cape Coral is a good example.  
The City is bounded on the south and southeast by the Caloosahatchee River and on the 
west by Matlacha Pass.  Since there are not any distribution lines that traverse the river 
or the pass, there are not any severance and reintegration costs in this area.  Additionally, 
the entire northern boundary of Cape Coral is undeveloped and therefore there are not 
any severance and reintegration issues on this boundary.  WHH estimates that the 
perimeter of the Cape Coral area is approximately 70 miles in length and the boundary 
with the Caloosahatchee River, Matlacha Pass and the undeveloped northern boundary 
represent about 70 percent of the boundary.  These natural boundaries significantly 
reduce severance and reintegration costs. 

 
In summary, Cape Coral has a reasonably compact service area, has high customer density and has 
natural boundaries over much of its perimeter, one would expect that Cape Coral would have a 
low cost for severance and reintegration.  The cost of severance and reintegration has been included 
in the pro forma as presented in Section 3 under acquisition and start-up costs. 
 
Transmission System Considerations.  It is useful to review the arrangement of transmission 
facilities used to serve the LCEC system in the Cape Coral area.  LCEC receives its bulk power 
supply from FPL via the FPL transmission system through interconnections at the FPL owned 
Charlotte Substation and the FPL owned Calusa Substation.  These substations and transmission 
lines are depicted in the map on the following page. 
 
The FPL Charlotte Substation is about 25 miles north of Cape Coral and the FPL Calusa Substation 
is located about 15 miles east of Cape Coral.  LCEC owns three 230 kV transmission lines that 
transmit the power from these two FPL substation to LCEC Lee Substation and the LCEC North 
Cape Substation.   
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Figure 2-2 

LCEC Transmission System Near Cape Coral 
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The North Cape Substation and the Lee Substation are connected together via an LCEC owned 
230 kV transmission line.  Blue lines represent 230,000 volt transmission lines and the red lines 
represent 138,000 volt transmission lines.  One 230 kV line from the Charlotte Substation is 
connected to LCEC’s North Cape Substation just north of Pine Island Road and east of Burnt Store 
Road.  Two 230 kV lines from the Calusa Substation is connected to LCEC’s Lee Substation on 
Littleton Road just west of US 41.  LCEC has connected these two transmission substations via a 
230 kV transmission line that generally runs north-south on Santa Barbara Blvd. and east-west on 
Kismet Parkway.  This additional line enhances reliability in the event that one of the other 230 
kV transmission lines is out of service. 
 
It is important to note that WHH has not proposed that the City of Cape Coral acquire any 
transmission assets.  Therefore, an underlying assumption in this analysis is that the City will 
acquire only the distribution assets from LCEC. 
 
The recommendation not to acquire the transmission assets is premised on three considerations.  
First, transmission systems operate as a network.  At first glance it would seem that the acquisition 
of transmission lines between substations serving only load within the City limits of Cape Coral 
would be reasonable.  However since the system operates as a network, the removal of these lines 
would lessen the reliability of the remaining LCEC transmission system.  LCEC would likely resist 
any reconfiguration that reduced the integrity of their transmission system.   
 

Second, the LCEC transmission system within the City limits is also used to serve LCEC 
customers located outside the City limits.  The following schematic depicts this.  Customers 
located on Pine Island and the Burnt Store Marina area are both served via transmission facilities 
located within Cape Coral.  Therefore without the construction of significant new transmission 
lines, acquisition of the LCEC transmission system would preclude LCEC from serving customers 
in the Burnt Store Marina area or on Pine Island. 

 
Figure 2-3 

Transmission System Schematic 
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Third, WHH notes that under the provisions of the Federal Energy Regulatory Commission, 
transmission service must be provided to all users in a non-discriminatory manner.  In other words, 
LCEC must charge Cape Coral for transmission service based on actual costs which is equal to the 
cost paid by LCEC customers.  Therefore, there is not any cost advantage in acquiring any of 
LCEC’s transmission assets.  In fact, when re-configuration costs are included, one can argue that 
there is a cost disadvantage.  
 
For these reasons WHH concludes that it is logical that the severance and reintegration analysis 
assumes that Cape Coral would not acquire any of the transmission lines of LCEC and all 
transmission lines will remain with LCEC.   
 
Substations.  The following map shows the City’s corporate boundary (black line) and the location 
of LCEC’s substations that are located in and around the City of Cape Coral (green squares). 
 

Figure 2-4 
LCEC Substations In and Near Cape Coral 
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Note that one new substation (North Trail Substation) on North Tamiami Trail is located north of 
map boundary and therefore is not included on the map. 
 
WHH proposes that a portion of some of these substations will be purchased by the City.  Note 
that if a substation is purchased by the City, WHH proposes that only the area of the substation 
containing the substation transformer and feeder breakers will be purchased by the City.  The area 
containing the high voltage breakers, switches and buswork and all high voltage relaying and 
controls will be retained by LCEC.  Therefore these substations will be divided into two portions, 
the low voltage portion owned operated and maintained by the City and the high voltage portion 
which will be owned operated and maintained by LCEC.  The areas will be separately fenced and 
access will be controlled by the respective parties. 
 
WHH has identified 14 substations that are located in and around the City that are currently serving 
load within the City or customers just adjacent to the City boundary.   Table 2 below lists the 14 
substations.  Six substations (highlighted in yellow) are located within the City limits and 
presumably would be purchased by the City (as described above) as a part of a municipalization 
of the Cape Coral electric distribution system.   
 
Six substations are located outside the City limits and would not be purchased by the City 
(highlighted in purple). 
 
 

Table 2-2 
Cape Coral Area Substations 

 
 
Substation 

 
Location 

Agualinda Inside 

West Cape  Inside 

Burnt Store Inside 

Corbett  Outside 

Lee Outside 

Tropic Isle Inside 

Industrial  Inside 

Del Prado Inside 

Pine Island  Outside 

Cape Coral Inside 

Piney Road  Outside 

Slater Outside 

South Cape Inside 

North Trail Outside 

 
The two remaining substations (highlighted in blue) are located close to the City boundary and 
serve customers both within the City and outside the City.  WHH envisions that these substations 
would be split with LCEC retaining ownership of a portion of the substations and Cape Coral 
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acquiring a portion.  Specifics for these two substations are discussed in the more detailed 
severance and reintegration analysis below.  
 
Detailed Severance and Reintegration Analysis 
 
As noted previously, the location of the substations and the configuration of distribution lines 
within the area of Cape Coral were designed without regard for political boundaries.  Therefore, if 
the City should acquire the distribution assets necessary to serve the customers of Cape Coral the 
existing distribution system must be reconfigured.  
 
WHH has reviewed the boundary of the City limits severance and reintegration and has identified 
four areas which will require modifications of the existing distribution system.  Each is discussed 
separately.  Note that WHH did not have access to circuit maps from LCEC and this review is 
based on field surveys.  In some cases, particularly when the distribution is underground, WHH 
made assumptions which may or may not be correct.  However, WHH is confident that the cost 
estimate is a reasonable planning cost estimate for the costs of severance and reintegration. 
 
Area 1 - Matlacha Pass.   
 
This area is depicted in the map on the following page.  A portion of this area is outside the City 
limits of Cape Coral and therefore will remain customers of LCEC.  These customers are located 
on both the north and south side of Pine Island Road west of Burnt Store Road and in the Matlacha 
Isles subdivision on the north side of Pine Island Road.  These customers are currently served via 
a feeder from the Pine Island Road Substation located approximately 2.8 miles east of the bridge 
over Matlacha Pass.  Another area outside the City limits in this area is the Royal Tee Country 
Club development of about 150 residences.  This development is currently being served from the 
Pine Island Road Substation. 
 
There are a few remaining customers outside the City limits on the south side of Pine Island Road 
(along Shelley Lane and Saddlebrook Lane) that are currently served via lateral from Pine Island 
Road.  Pine Island Road customers that are inside the City limits that are served by the feeder 
remaining with LCEC; however, it is less expensive for these customers to remain with LCEC 
than to construct separate facilities to serve them.  WHH notes that there will be some re-
configuration of the feeders such that feeders remaining with LCEC will only serve the areas 
adjacent to the bridge and Royal Tee Country Club while feeders transferred to Cape Coral will 
serve all load north on Burnt Store Marina Road and east of the Pine Island Road Substation. 
 
All other areas on the west side of the City are within the City limits except for Burnt Store Marina 
subdivision which is discussed separately. 
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Figure 2-4 

Map of S&R Area 1 – Matlacha Pass 

 

 
 
The Pine Island Road Substation has eight feeders and two substation transformers.  WHH 
proposes that this substation be split with one transformer and four feeders remaining with LCEC 
and the other transformer and four feeders will be transferred to Cape Coral.  This will require 
another control building housing Cape Coral relaying and protection equipment and a fence 
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separating the substation between the portion remaining with LCEC and the portion that will be 
transferred to Cape Coral.   
 

The planning level estimate for severance and reintegration in this area which includes 
reconfiguration of the feeders, separation of the substation and the construction of a new control 
building for the City’s relaying and protection equipment is $400,000. 
 
Area 2 - Burnt Store Marina. 
 
Burnt Store Marina development is at the northern extremity of Lee County and is outside the City 
limits.  It is served by a very long feeder originating at the Burnt Store Substation over eight miles 
away.  This distance approaches the extreme range of 12 kV feeders and WHH notes several 
regulator stations are necessary to maintain voltage.   
 
Severance and reintegration of this area is troublesome as LCEC does not have any other 
distribution facilities in this area.  WHH estimates that there are approximately 1,000 customers 
in the Burnt Store Marina development.   
 
WHH also notes that at the NW corner of the City limits on the east side of Burnt Store Marina 
Road there are approximately 9 residences located on James Walker Lane and Greenwald Road 
(Sanctuary Estates Drive).  These are located outside the City limits and therefore will remain with 
LCEC.  These residences are located about 2.5 miles south of the Burnt Store Marina development 
and can be served by the same feeder used to serve Burnt Store Marina development.  Therefore, 
WHH concludes that these customers do not have a material impact in the analysis of the 
alternatives to resolving the severance and reintegration conflicts.  
 
The long feeder serving the Burnt Store Marina subdivision also serves all other customers along 
Burnt Store Road from Pine Island Road north.  All of these customers except Burnt Store Marina 
development are within the City limits and therefore upon municipalization, will become 
customers of the City.  Presumably, this single feeder extending north on Burnt Store Road cannot 
serve LCEC customers and Cape Coral customers.  Also note on the map below that the Burnt 
Store Marina development is contiguous to the Charlotte County line.  FPL serves all load north 
of the county line. 
 
Severance and reintegration is troublesome in this area.  As noted, only one distribution line exists 
in this area and the optimum solution to the severance and reintegration issues is not readily 
apparent 
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Figure 2-5 

Map of S&R Area 2 – Burnt Store Marina 
 

 
 

WHH has considered four alternatives to resolve severance and reintegration issues for the Burnt 
Store Marina subdivision.  These are detailed below. 
 

 
1. Install sub-metering at the distribution voltage on the Burnt Store Marina feeder.  In this 

case the customers of the Burnt Store Marina development would remain customers of 
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LCEC, however the bulk power supply to these customers would be provided via the City 
owed feeder along Burnt Store Road.  Ownership of the distribution facilities within Burnt 
Store Marina development would remain with LCEC and all distribution facilities south of 
Burnt Store Marina subdivision would be transferred to the City upon municipalization.   
Although this alternative is very cost effective since only the cost of metering is involved, 
it presents a host of other problems.   The service quality of all the LCEC customers in the 
Burnt Store Marina development would now be dependent on the City.  Operation and 
maintenance activities such as outage restoration and voltage control would be provided 
by the City for LCEC customers.  WHH can envision claims by LCEC regarding adverse 
distinction by City personnel as they provide a higher priority to City customers as opposed 
to LCEC customers.  Other concerns include safety and reliability issues.  WHH has been 
involved in other numerous severance and reintegration discussions and sharing 
distribution feeders has not been an acceptable solution to the incumbent utility.  Therefore, 
WHH did not consider this alternative any further in spite of the millions of dollars in 
potential savings.    

 
2. Construct a new dedicated feeder on the Bunt Store Marina Road originating at the Pine 

Island Road Substation and extending north to the Burnt Store Marina development.  This 
new feeder would be paid for by the City but would belong to LCEC.  The planning level 
cost estimate of this alternative would be about $4,000,000.  Since this would be a 
dedicated feeder serving only load in the Burnt Store Marina development, service quality 
would be improved over this existing arrangement.  Negatives for this alternative include 
the visual impact of two feeders, one on each side of the road, for eight miles along Burnt 
Store Marina Road plus the length of this feeder which will still prevent power quality 
concerns although less than the existing configuration.      

 
3. Transfer Burnt Store Marina Customers to FPL.  WHH considered transferring the service 

responsibility for the customers in Burnt Store Marina development to FPL.  FPL serves 
all customers north of Lee County in Charlotte County.  This alternative would involve an 
agreement between the City, LCEC and FPL providing negotiated compensation to LCEC 
for the loss of these customers.  However the closest FPL substation is 6.5 miles north of 
the subdivision on Burnt Store Marina Road which isn’t much closer than the LCEC Pine 
Island Substation.  Also WHH noted considerable existing development along Burnt Store 
Marina Road between the FPL substation and the Burnt Store Marina development plus 
additional subdivisions were under construction.  Therefore, WHH questions the ability of 
FPL to assume any additional load on the single feeder extending south of the FPL 
substation along Burnt Store Marina Road without substantial capital investment.  
Therefore WHH abandoned consideration of this alternative. 
 

4. Construct a new substation for LCEC west of Burnt Store Marina Development.  The 
existing LCEC 230 kV transmission line from the LCEC’s North Cape Substation to FPL’s 
Charlotte Substation passes within 3.5 miles of the Burnt Store Marina development.  
WHH proposes that a new substation be constructed, at the City’s cost, just south of the 
Charlotte County line in close proximity to the existing 230 kW transmission line.   The 
new substation would serve the Burnt Store Marina development in a much more reliable 
and higher quality manner.  This proposal is expensive as the new substation and associated 
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distribution lines would cost approximately $4.5 million.  WHH notes that in the event of 
additional development in the area north of the City limits, LCEC would have to build a 
new substation in this area anyway as the one existing feeder along Burnt Store Road is 
already over extended and WHH suspects that it is operating at near its maximum load.  
Additionally, WHH suspects that power quality to customers along north Burnt Store Road 
is poor.   
 
WHH proposes that an agreement be negotiated between Cape Coral and LCEC whereas 
LCEC would reimburse the City for the cost of the substation upon the event of additional 
development in this area similar to a “pioneering agreement”.  The reimbursement for the 
depreciated value of the substation would be a function of the elapsed time between the 
substation construction and the commencement of new development.  In the event that 
development does not occur within a certain period of time (maybe 30 years), LCEC would 
be relived of any responsibility for a portion of the cost of the substation. 

 
WHH believes that the last alternative (construct a new substation) is the best solution.  In all 
probability it is the lowest cost solution since there will likely be some development in this area in 
the next 30 years.  Even if there is not, the cost is only slightly greater than the cost of extending 
a new feeder for eight mile along Burnt Store Marina Road.  In the interest of conservatism, WHH 
has included the full cost of the new substation (the worst case) in the pro forma of cash flows. 
 
The planning level cost estimate for the construction of the new substation and the construction of 
a single feeder to the Burnt Store Marina development is $4,500,000. 
 
Area 3 - Northeast Area. 
 
The northeast area is comprised of the area from the northeastern extremity of the City limits at 
the Charlotte County line and US 41 and extends south to Pondella Road.  This area is 
characterized by a very irregular City limit and high customer density thereby complicating 
severance and reintegration.  A map of this area is depicted on the following page.  
 
WHH has approached the analysis for severance and reintegration into two sections; the north 
section from the Charlotte County line south to Del Prado Road and a south section from Del Prado 
to the Hancock Bridge Parkway.  The north section is discussed first. 
 
All load in this area is served by the North Trail Substation located just east of US 41 on Nalle 
Grade Road opposite the Pine Lakes Mobile Home community.   
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Figure 2-6 

Map of S&R Area 3 – Northeast Area 
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The NE extremity of the City limits intersects US 41at the Charlotte County line just south of the 
Tropical Palms residential community on the east side of US 41 and extends south along the west 
side of US 41.  The west side of US 41 does not have any development until the St. Therese 
Catholic Church and a single residence about 2.3 miles south of the northern extremity of the City 
limits at French Creek Lane.  These two customers are outside the City limits and are served by 
the feeder on the east side of US 41 which will remain with LCEC and therefore do not constitute 
a severance and reintegration issue.  
 
Other electric customers on the west side of US 41 (Lake Fairways residential community, Dollar 
General, Holy Trinity Presbyterian Church, Circle K, Coast Dentistry, Studio 2 and Golf World) 
are all served by the feeders from the east side of US 41 and are all outside the City limits therefore 
do not constitute a severance and reintegration issue either. 
 
The Fountain View Park is also served by a three phase lateral from the feeders on the east side 
of US41 and again are not a severance and reintegration issue. 
 
Continuing south on the west side of US 41, the Deltura Golf and Country Club community is 
served by a three phase lateral from one of the two feeders on the east side of US 41.  This 
community is outside the City limits so it doesn’t appear to represent a severance and reintegration 
issue.  However the three phase lateral extends all the way through the planned community and is 
connected to a lateral on the west side of Garden Blvd. which is in the City limits.  WHH suggests 
that a switch be installed to separate the two systems.  The switch can be closed to provide a backup 
source for Deltura assuming the City and LCEC agree to compensation for any power used. 
 
Continuing south on US 41there is a dog and cat grooming business plus several other commercial 
buildings.   These properties are all outside the City limits and are all fed from the LCEC owned 
feeder on the east side of US 41.  Therefore there is not any severance and reintegration issues. 
 
Several other commercial properties are on the east side of US 41 and north of Del Prado Road 
and are outside the City limits (Beechcombers, Del Prado Storage, Custom Carts, Flooring Outlet) 
are also served by the LCEC feeder on the east side of US 41 and therefore do not constitute a 
severance and reintegration issue.   
 
So in summary, all properties on the east side of US 41 north of Del Prado Road are outside the 
City limits and are served by LCEC feeders on the east side of US 41 and therefore will not require 
modification to effect severance and reintegration. 
 
 
South of Del Prado Boulevard includes the Isle of Porto Vista Community development plus the 
Entrada Plaza Commercial Center plus the Bella Vida development.  This is all within the City 
limits.  All distribution in the area is underground and WHH is not sure of the source of the feeds 
to this area.  However it is probable that some load is fed from Corbett Substation and some from 
the feeders on the east side of US 41.  In either case, both sources will remain with LCEC.   
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Since the Corbett Substation will remain with LCEC and this substation serves all the load both 
east and west of the City boundary in this area, WHH proposes that a new City owned substation 
will have to be constructed.  WHH suggests that the new substation be located in the area of Del 
Prado Blvd and north of Kismet Parkway (possibly in the area just north of Del Prado North 
Commerce Park).  This is approximately 1.6 miles west of the existing Corbett Substation.  
Transmission lines are in close proximity to this proposed site and this substation will pick up all 
load located within the City limits that is currently being served by the Corbett Substation.  
Additionally, this new substation is well positioned to serve any future development north of 
Wilmington Parkway.  The new substation will cost about $3,000,000. 
 
The City limit boundary south of Littleton Road and north of Diplomat Parkway is irregular but is 
almost entirely undeveloped.  The only two customers in this area is the VA Hospital and The 
Army Reserve Center.  The only feeder in the area originates at the Corbett Substation which will 
remain with LCEC.  Therefore a new lateral along Diplomat from NE 24th Avenue will be required.  
This will also be needed in the future as the property in this area is developed.  WHH proposes an 
underground lateral fed from NE 24th Avenue.  Several medical related business on the south side 
of Diplomat Parkway at Commerce Creek Blvd. which are inside the City limits can also be served 
by the new lateral. 
 
Continuing south from Diplomat Parkway, the Messiah Lutheran Church and several residences 
on the west side of Corbett Road between Diplomat Parkway and Pine Island Road are outside 
City limits.  These customers are served by a 3 phase lateral on Corbett Road which will remain 
with LCEC and therefore do not represent a severance and reintegration issue. 
 
The only remaining concern south of Diplomat Parkway is a self-storage business between 
Commerce Creek Blvd. and NE 24th on the north side of Pine Island Road.  It is inside the City 
limits but appears to be a good candidate for a customer swap, although a single phase lateral could 
be extended from Orchid Road which would be the nearest City owned line. 
 
All LCEC load south of Pine Island Road is served by a lateral on the south side of Pine Island 
Road that is fed from US-41.  This lateral could be severed at Orchid Road with LCEC retaining 
the portion of the lateral east of Orchid Road and the City acquiring the portion of the lateral west 
of Orchid Road.  The severed lateral could be connected to one of the laterals fed from the City 
owned portion of the Tropic Isle Substation.  This would result in LCEC serving their load just 
south of Pine Island Road and east of Orchid Road with this feeder and the City serving load along 
Pine Island Road and west of Orchid with the remaining portion of this feeder. 
 
An irregular parcel of land just south of Pine Island Road and east of Barrett Road, and west of 
Herron Road is inside the City limits but presently is undeveloped.  Therefore this area does not 
presently constitute a severance and reintegration issue.  However WHH notes that since the City 
will not have any distribution facilities in this area, this parcel could be a candidate for a territorial 
swap with LCEC in the future. 
 
A planning level cost estimate for the proposed new substation, the underground lateral on 
Diplomat Parkway plus the realignment of laterals necessary to effect severance and reintegration 
is $3,500,000. 
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Southeast Area. 
 
The entire southern end of Cape Coral is within the City limits and therefore does not present any 
severance and reintegration issues.  However, the area east of NE 24th Avenue between the 
Paradise Marina to the south and Pondella Road to the north is outside of the City limits.  This area 
includes the single family housing off Birkdale Avenue, Orange Grove Blvd, Moody River 
development and Ridgeway Estates, Waterway Estates Park and Lochmoor Waterway Estates.   
This area is depicted in the map on the following page. 
 
This entire area is served from feeders that originate from the Tropic Isles and Industrial 
Substations.  Based on the location of these two substation and the numerous severance and 
reintegration issues, WHH has concluded that the best solution is that Industrial Substation should 
be transferred to Cape Coral and the Tropic Isles Substation should be divided into two sections 
on the low voltage side.   
 
The Tropic Isles Substation has two substation transformers and eight feeders.  WHH proposes 
that one transformer and four feeders would remain with LCEC and the other transformer and its 
four feeders would be transferred to the City.  WHH notes the substation has sufficient land area 
plus some room for expansion to the west, if necessary.  LCEC would then serve all load east of 
the City limits (generally east of SE 24th Avenue and east of SE 25th Avenue near Pondella Road) 
from the southern extremity of Orange Grove Blvd to Pondella Road out of the four feeders from 
Tropic Isles Substation.   
 
There is a small amount of load that is outside the City limits that is currently served from the 
Industrial Substation (south end of Orange Grove Blvd. and off Birkdale Avenue).  Since this 
substation will be transferred to the City, this small amount of load can be picked up by the LCEC 
feeders originating from the LCEC owned portion of the Tropic Isles Substation.  
 
The City would be responsible for the costs of dividing the Tropic Isles Substation including 
fencing and the construction of a new control house plus numerous instances of reconfiguring the 
existing feeders such that LCEC customers are connected to LCEC feeders.  Tropic Isles 
Substation get-a-ways would require some re-configuring so that the LCEC feeders are connected 
to breakers fed from the LCEC transformer.   In every case, that distribution lines that cross SE 
24th Avenue would require some re-configuring.  Lines crossing SE 24th Avenue would have to be 
connected to LCEC feeders from the Tropic Isles Substation and any load served by these feeders 
west of 24th Avenue would have to be transferred to feeders fed by the City owned transformer.  
WHH did not note any instances where new lines would have to be constructed.  High level 
planning estimates for these modifications are $350,000. 
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Figure 2-7 
Map of S&R Area 4 – Southeast Area 
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WHH noted several enclaves in the area of Pondella Road and Del Pine Street, Hibiscus Drive, 
Pine Lake Drive, and Biscayne Drive.  The enclaves on Hibiscus Drive and Del Pine Drive are 
vacant lots and therefore do not present any severance and reintegration issues.  The enclaves on 
Pine Lake Drive and Biscayne Drive involve about 50 customers and the only practical solution is 
to include these customers in a customer swap or negotiate a purchase of these customers.  WHH 
notes that given the irregularities of the City boundary in the area of just south of Pine Island Road 
and west of US 41, there are plenty of opportunities for customer swaps.  
 
Severance and Reintegration Summary.  
 
The planning level capital costs are summarized below.  WHH has assumed a worst case scenario 
for the new substation to serve the Burnt Store Marina area.  This worst case scenario assumes that 
there is no additional development in this area and therefore LCEC would not be reimbursing the 
City for any of the costs of the new substation.  Additionally as noted in the analysis, WHH 
suspects that there are lower cost alternatives for Area 3 – Northeast Area, but in the interest of 
conservatism, WHH assumed the construction of a new substation. 
 

Table 2-3 
Severance and Reintegration Cost Summary 

 
Severance and Reintegration  

Area 
Planning Level Cost 

Estimate 
Area 1 - Matlacha Pass Area $400,000 

Area 2 - Burnt Store Marina Area $4,500,000 

Area 3 - Northeast Area $3,800,000 

Area 4 - Southeast Area $350,000 

Total $9,050,000 
 
WHH notes that this is the lowest severance and reintegration cost per customer of the 
approximately ten other severance and reintegration analyses that have been performed for other 
municipals.  The cost of severance and reintegration for previous studies performed by WHH range 
from about $150 per customer to as high as $1,100 per customer.  The estimated cost for Cape 
Coral is about $ 125 per customer. 
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  Pro Forma Analysis 
 

 
 

Spencer Consulting Services (SCS) and WHH Enterprises (WHH) have prepared a 20-year cash 
flow model that reflects the expected cash flows associated with the Cape Coral Municipal Electric 
Utility.  This section of the report will describe the model, the basis of assumptions used in 
developing the model and analysis of the results of the model. 
 

Description of the Model 
 
The model is a cash flow model and includes all cash flows that are expected from the formation 
and the operation of the electric utility.  The cash flow model is designed to calculate the net cash 
flow that can be expected from the ownership and operation of the electric utility enterprise.   
 
The model is founded on some basic underlying assumptions.  First, the model is a cash flow 
model.  All cash inflows and outflows are modeled.  Non-cash items such as depreciation are not 
included.  The second underlying assumption is that retail rates for electric service under operation 
by the City remain the same as the forecasted retail rates under LCEC for the entire period of 
analysis.  The cash flow model commences in calendar year 2017 and reflects startup of a City 
owned electric utility after the expiration of the current franchise agreement in 2016. 
 
The 20-year term is appropriate due to the long term nature of capital investments in electric utility 
facilities.  Typically, utility equipment is expected to have a useful life of 30 years or more.  With 
proper maintenance and ongoing capital upgrades, utility investments should be considered to be 
perpetual investments.  To properly evaluate the financial feasibility of the City purchasing 
LCEC’s facilities and creating a municipally owned utility therefore requires a longer term 
financial model.  
 
The Base Case model is included as Attachment 1.  The following paragraphs discuss each of the 
model’s elements and its input parameters.  
 

Model Input Assumptions  
 
Major assumptions used in the financial pro forma and sources of information are described below. 
 
Acquisition and Start-up Costs include the costs of acquiring the existing distribution system 
including severance and reintegration costs.  Acquisition costs are based on current market data 
for similar publicly traded companies plus replacement cost analysis.  Ongoing legal and 
consulting costs, start-up expenses, initial working capital and contingency, and bond issuance 
expenses were estimated by WHH. 
 

    3 
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Debt Issued totals $425 million and represents the amount of debt that the City will issue to 
acquire the system and fund initial start-up expenses including bond issuance expenses. It includes 
the purchase price, severance and reintegration costs plus contingency and reserve amounts of 
$38.2 million.  Several variations of the base case model debt issued are in Table 3-3. 
 
Interest Rate is the average interest rate on the debt that the City will issue and is based on 
estimates provide by City staff working in consultation with their financial advisor, Royal Bank 
of Canada.  Several variations of base case model interest rate are included in Table 3-3. 
 
Customer Count and Retail Sales 2013 are the actual numbers provided by LCEC to the City 
and therefore are assumed to be accurate.  These serve as the base from which projections for 
future years are calculated.  The model assumes a growth in customers of 1.7 percent annually and 
a growth in electric sales of 1.3 percent annually. 
 
Percent Losses is the difference in the amount of electrical energy delivered by the bulk power 
supplier and the amount of power actually sold to retail customers.  The bulk power supplier will 
deliver energy into the transmission grid and the transmission service provider (or providers) will 
deliver the power to the feeders serving the retail customers.  The amount sold is less due to 
“losses” in the transmission and distribution lines and transformers.  In the case of Cape Coral, 
there will be losses through the LCEC owned transmission system and losses in the distribution 
system which will be owned by the City.  The Percent Losses is expressed as a percent of System 
Requirement.  WHH has estimated transmission system losses to be 1.7 percent and the 
distribution losses to be 4.0 percent.  This level of losses is consistent with WHH’s experience of 
municipal utility systems and investor owned utilities in Florida. 
 
System Requirement is the amount of electrical energy in kWh that the City must purchase from 
the bulk power supplier.  This is greater than the amount of electrical energy that the City will sell 
to retail customers (Retail Sales) by the amount of System Losses. 
 
Revenue per MW-hr Sold at 2013 Rates is the average price of electrical energy per MW-hr that 
Cape Coral would have received from sales based on rates in effect in 2013 expressed in $ per 
megawatt-hour.  A megawatt-hour (MW-hr) is equal to 1,000 kWh.  It includes the price of 
electricity plus other revenues such as pole attachment fees, service fees (cut-on, cut-off fees), late 
charges etc.  However it does not include state sales taxes which apply to electrical sales to 
commercial customers nor does it include state gross receipt taxes.  Sales taxes and gross receipt 
taxes are a pass-through and do not affect the economic evaluation from the City’s point of view.  
The purpose of this assumption is to evaluate the financial feasibility of Cape Coral owning and 
operating an electric distribution system with rates that are the same as those expected to be 
charged by LCEC.  
 
System Load Factor is the ratio of the average electrical consumption of Cape Coral customers 
to the peak electrical consumption during any year.  Average electric consumption determines 
system revenues, and peak electric consumption determines the amount of generating capacity 
necessary to serve the system.  The amount of generating capacity dedicated to serve Cape Coral 
is a large component of the cost of bulk power supply.  It is important to evaluate load factor over 
long periods of time.  Weather can have a significant impact on the system load factor from year 
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to year.  Florida municipal electric systems typically have annual system load factors in the upper 
forty percent to the mid to upper fifty percent range.  Systems with significant commercial and 
industrial class customers will have higher load factors.  Systems like Cape Coral, dominated by 
residential class customers, will tend to have lower load factors.  For the purposes of developing 
the pro forma, WHH has estimated that the Cape Coral system will have an average annual load 
factor of about 53%, which is about average for Florida municipalities. 
 
Bulk Power Supply Costs 2013 is the estimated average cost to Cape Coral to purchase electrical 
energy delivered to the Cape Coral delivery points in the calendar year 2013 expressed in $/MW-
hr.  In estimating Bulk Power Supply Costs, WHH considered the actual power supply costs paid 
by other wholesale customers which have recently been awarded power supply contracts.  Power 
supply costs were adjusted to include transmission wheeling charges and transmission losses 
associated with wheeling on the LCEC and FPL transmission systems. 
 
General Inflation was estimated to be 2.0% which is the current forecast used by the 
Congressional Budget Office.  Based on review by City staff in conjunction with their financial 
advisor, Royal Bank of Canada, this estimate was adjusted to 2.5 percent.  The model is generally 
insensitive to this estimate since inflation will impact both revenues and expenses in a similar 
manner. 
 
Bulk Power Costs Escalation Rate is estimated to be 2.7% per year.  This forecast was obtained 
from the Department of Energy Annual Energy Outlook. 
 
Customer and Sales Growth Rate. The sales growth rate is determined from two estimates. The 
first is the growth rate in the number of customers and the second is based on an estimate of the 
changes in electrical usage per customer.  WHH has estimated the sales growth rate at 1.3% per 
year.  This estimate is based on the historical customer growth rate for LCEC, the population 
forecast for Lee County from the University of Florida Bureau of Economic and Business 
Research, historical use per customer data from FPL and LCEC and FPL forecasts for customer 
usage. 
 
Interest Rate on Balances is the rate of interest earnings that the City will receive on balances 
retained from annual operations and contingency funds.  Based on input from City staff in 
conjunction with their financial advisor, Royal Bank of Canada, this rate was estimated to be 1.25 
percent. 
 
Cash Inflows are the model parameters that include revenues or factors (such as kWh 
requirements) that are used to calculate revenues. 
 
System Requirement is an estimate of the amount of electrical energy that the Cape Coral 
electrical system will have to purchase to be delivered to the Cape Coral delivery points by the 
transmitting utilities (LCEC and FPL) to satisfy the demands of the electrical customers in the City 
of Cape Coral. 
 
System Peak Demand is determined directly from projections of System Requirement and the 
Cape Coral System Load Factor.  The actual System Peak Demand will vary annually based on 
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weather; however over long periods of time, it should average the forecasted amount.  As discussed 
above, WHH used an annual system load factor of 53% in the development of the pro forma. 
 
Losses are the difference in the amount of electrical energy purchased at the Cape Coral delivery 
points and the amount of power actually sold to retail customers.  The amount sold is less due to 
“losses” in the distribution lines and transformers.  The delivery point for bulk power purchases 
will be the substation.  Therefore this model parameter does not include transmission losses but 
only include distribution losses.  (See description for Percent Losses above). The WHH estimate 
of 4.0% is based on historical losses for LCEC.   
 
Retail Sales in kW-hrs is the sum total of the meter readings of all customers in Cape Coral in a 
one year period.  It is determined by subtracting the losses from the System Requirement. 
 
Revenue per MW-hr is the average price of all electrical energy sold by the Cape Coral electrical 
system.  See Revenue per MW-hr Sold 2013 above for additional explanation.  Retail revenues 
per MW-hr were assumed to increase at 2.3% per year which is slightly less than the average 
annual increase assumed in wholesale power supply costs (see above.)  The 2.3% figure is 
consistent with the forecast published by the Energy Information Administration (EIA).   
 
Retail Sales Revenue is the product of the Retail Sales and the Revenue per MWh Sold. 
 
Franchise Fees and Public Service Taxes Equivalent reflect the revenues derived from the 
current 3.0 percent franchise fee and 7.0 percent public service tax.  Note that an equal amount is 
included in Cash Outflows so as to model only the incremental net cash flows to the City as a result 
of municipalization.  It should be noted that many customers are exempt from the public service 
tax.   
 
Cash Outlays are the model parameters that are used to calculate cash outlays such as debt service, 
operation & maintenance expenditures, bulk power supply costs, ongoing capital investments, 
payments to the City’s general fund such as franchise fee equivalents and municipal service taxes. 
 
Distribution O&M and Customer Service Administrative and General Expenses were 
estimated by WHH and are consistent with proposals that have been received by other municipal 
utilities in Florida for such services and average costs published by the American Public Power 
Association for similarly sized municipal utility systems.  These estimates reflect some utilization 
of existing resources of Cape Coral to the electric utility enterprise.  Expenses during early years 
include learning curve adjustments and therefore are higher than in outlying years in the model. 
 
Annual Capital Outlays are generally of two types. The first is renewal and replacement 
expenditures made annually to replace failed and outdated equipment.  The second type is 
investments to expand the system to support growth.  WHH has included both types of capital 
expenditures in estimating the annual capital outlay plus has made adjustments to reflect inflation. 
This assumption is consistent with WHH’s experience with other municipal and investor owned 
utility systems in Florida. 
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Debt Service is equal to a level bond payment based on a bond issue of $425 million, a term of 30 
years, and average interest rate of 5.5%. 
 
General Fund Transfer is equal to the equivalent of the 3% franchise fee and 7% public service 
tax that is currently provided to the City of Cape Coral by LCEC.  WHH assumed this level of 
transfer to the City in order to construct a financial model that maintains the level of payments that 
the City would expect to receive under a continued franchise relationship with LCEC.  By making 
this assumption, the net cash flow remaining after the payment of debt service, operation and 
maintenance expenses, payment of ongoing capital requirements, and payments to the City general 
fund, represents the incremental economic benefit to the City of owning and operating an electric 
utility.   
 

Model Outputs 
 
Net Cash Flow is the amount remaining from electric system revenues after the payment of all 
expenses, debt service, and capital.  WHH has not made any assumptions regarding the use of 
these excess funds.  Typical uses by other municipal systems include: 
 

• Reduction in electric rates. 

• Additional capital investment in the utility system for improved reliability, 
hurricane protection and aesthetics (e.g. increased undergrounding). 

• Establishment of reserves to moderate abrupt changes in electric rates. 

• Additional transfers to the general fund to lower ad valorem property taxes. 
 

Since Net Cash Flow is the cash left over after payment of all expenses, debt service payments, 
ongoing system capital investments, and utility tax payments to the City, it is a direct measure of 
the incremental financial benefit of the City owning and operating the electric system.  
Importantly, the use of these funds is a decision to be made by the City to reflect the City’s 
priorities and objectives. 
 
Several metrics can be used to measure the financial benefit of the net cash flow resulting from 
the enterprises.  These are discussed below.  
 
Internal Rate of Return is the average return on the invested capital taking into account the time 
value of money.  Net cash flows in early years are more valuable than net cash flows in later years.  
In this case, the Internal Rate of Return is a measure of the average annual return on the $425 
million investment by the City.  This measure is useful in evaluating potential capital investment 
opportunities.  If an investment opportunity has an internal rate of return that exceeds the cost of 
capital, then the investment will increase the wealth of the investor.  An appropriate determination 
of the cost of capital is therefore required for the proper use of the internal rate of return in making 
investment decisions.   
 
The cost of capital is a function of the cost of the components of capital.  For example, if one 
purchased an income producing property, the investor may borrow 70 percent of the purchase price 
and fund the remaining 30 percent from cash on hand.  Further assume that the interest rate of the 
loan was 5 percent and the investor had expectations of earning 10 percent on his equity 
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investment.  The cost of capital then, is the weighted average of the cost of each component of 
capital. In this simplified example, the cost of capital would be 5.0 percent times 0.7 plus 10 
percent times 0.3 or 6.5 percent. 
 
Investor owned utilities are required to establish their cost of capital before the Florida Public 
Services Commission and rates are determined such that the investor owned utilities do not earn 
more than their allowed rate of return.  Although this process is not directly applicable to the 
municipal enterprises, the overall allowed return for investor owned utilities can serve as 
meaningful input to determine an appropriate return for Cape Coral.  Components of capital 
generally include debt capital and equity capital.  The cost of debt capital is straightforward.  It is 
the interest rate paid on the debt.  The determination of the cost of equity capital is more subjective.  
It is the cost that the purchasers of equity (stock) require to make or maintain their investments in 
an entity.  It is a function of the risk of the company, the volatility in returns and the amount of 
financial leverage used.  Currently, the Florida Public Service Commission allows investor owned 
utilities to set rates based on a 10.5% return on equity capital.   
 
For public entities such as Cape Coral that do not have investors, the appropriate return is less 
certain.  Certainly one could argue that the return on equity should be less than that of investor 
owned utilities due to tax considerations and reduced rate setting risk.  Additionally since Cape 
Coral would not own any generation assets, the enterprise would be less risky than that of an 
investor owned utility with generation assets.  WHH suggests that these considerations imply a 
cost of equity capital to the City of about 8 percent. 
 
The cost of debt is much more objective.  It is the interest rate of the debt issued to purchase the 
electric distribution system.  As noted in the discussion of the financial model inputs, WHH has 
estimated the interest rate on debt at 5.5 percent.  These two considerations bound the weighted 
average cost of capital to the City at between 5.5 percent and 8 percent.  Arguably, since initially 
electric investment will be funded by 100% debt capital, the appropriate weighted average cost of 
capital would be closer to the cost of debt, however, given the uncertainty of the forecasts, risks 
associated with the enterprise and other considerations, WHH recommends that the City use a 
weighted cost of capital of approximately 6.5 percent.  This rate should be used as the minimum 
rate of return or hurdle rate in evaluating the purchase of the electric distribution system from 
LCEC.  Therefore, if the forecasted cash flows yield an average rate of return (Internal Rate of 
Return) of greater than 6.5%, the investment (acquisition of LCEC’s Cape Coral distribution 
system) is financially feasible.   
 
The other metric typically used in the evaluation of investment decisions is the Net Present Value 
of Investment.  This is determined by calculating the present value of the net cash flows plus debt 
service over the twenty-year model, including the initial cash outlay of $425 million used to 
purchase the system.  The Net Present Value is a measure of the value in current dollars to the City 
if it elects to exercise its option and purchase LCEC’s distribution system.   WHH has discounted 
future cash flows in determining the net present value at both the 5.5 percent cost of debt and the 
recommended weighted average cost of capital (or hurdle rate) of 6.5 percent. 
 
Note that both the Internal Rate of Return and the Net Present Value of Investment calculations 
include a terminal value.  Since the term of the financial pro forma is fixed at 20 years, the terminal 
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value is an additional cash flow in year 21 to reflect the on-going value of the system in future 
years.  Ignoring terminal value considerations understates the internal rate of return and the net 
present value of investment since it ignores the value that exists beyond the fixed term of the 
financial pro forma. 
 

20-Year Financial Pro Forma – Summary Results.   
 
Recall that an underlying assumption used in the 20-year financial pro forma is that Cape Coral’s 
citizens would pay the same total amount for the provision of electric services by the City as they 
would if continued to be served by LCEC.  The complete 20-year financial pro forma is included 
as Attachment A to this report. 
 
The Base Case pro forma indicates that the municipal electric enterprise would generate positive 
cash flows during all years of operation.  Table 3-1 below summarizes the key results of the pro 
forma analysis. 
 
 

Table 3-1 
Base Case Summary Results 

Model Parameter Results 

Minimum Net Cash Flow  (yr. 1) million $ $1.8 

Maximum Net Cash Flow (yr. 20) million $ $18.0 

Internal Rate of Return % 8.4% 

Net Present Value of City Investment (@ 5.5%) million $ $124 

Net Present Value of City Investment (@ 6.5%) million $ $74 

 
 
The Net Present Value of City Investment is a present value measure of the value to the City of 
making the decision to acquire the distribution system.  The calculation includes the initial capital 
outlay, annual net cash flow plus debt service, and the estimated terminal value of the system at 
the end of the 20-year study period.  Also, note that the Internal Rate of Return at 8.4 percent 
comfortably exceeds the previously developed hurdle rate or minimum required return of 6.5 
percent. 
 
However, WHH notes that the above analysis did not include any consideration of the capital 
credits typically provided to each customer by LCEC.  During recent years, capital credits have 
averaged about 2.6 percent of revenues.  WHH suggests that capital credits should not be treated 
as a direct reduction in rates to LCEC members since capital credits are apportioned to active 
accounts and inactive accounts.  Inactive accounts are those accounts that have been closed for 10 
years or more.   LCEC does not disclose the allocation of capital credits between active and inactive 
accounts every year, however, this information was disclosed for 2010, 2011 and 2012.  During 
those years the allocation to active accounts was about 52 percent and the allocation to inactive 
accounts was about 48 percent.  Of course, the value of capital credits to inactive accounts must 
be discounted to reflect the time value.  However capital credits, do have some value that should 
be included in an objective evaluation of this investment.  Consideration of the apportionment 
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between active and inactive accounts, the contingent nature of the capital credits distribution plus 
time value considerations, WHH suggests that the capital credits are equivalent to an 
approximately 1.3 percent reduction in rates.  Therefore, WHH has reduced the rates in the 
financial pro forma by 1.3 percent to reflect the value of capital credits which results in the 
following. 
 
 

Table 3-2 
Capital Credits Case Summary Results 

Model Parameter Results 

Minimum Net Cash Flow  (yr. 1) million $ -$0.6 

Maximum Net Cash Flow (yr. 20) million $ $13.0 

Internal Rate of Return % 7.6% 

Net Present Value of City Investment (@5.5%) million $ $87 

Net Present Value of City Investment (@6.5%) million $ $41 

 
As is apparent, the revised results are reduced from the Base Case results; however, they are still 
attractive.   
 
WHH notes that based on limited research, it appears that LCEC’s current cost for bulk power 
supply exceeds the cost of bulk power supply in today’s weak market.  LCEC has a long term 
contract with FPL for bulk power supply.  Since bulk power supply constitutes over 65 percent of 
the cost of electric service, any reduction in bulk power supply prices will have a disproportionate 
impact on the financial results. 
 
The two primary uncertainties in the pro forma are (1) acquisition cost of the electric distribution 
system and (2) interest rate on the debt issued to acquire the system.   To better understand the 
impact of these two uncertainties, a sensitivity analysis was performed in which the internal rate 
of return was determined under various scenarios.  In the case of debt issuance, the purchase price 
of the electric system was adjusted to result in the stated amount of debt issued.  The results are 
included in Table 3-3 below.   
 

Table 3-3 
Sensitivity Analysis – Internal Rate of Return 

 

Debt Issued Interest Rate on Debt 
 3.50% 4.50% 5.50% (base) 

$325,000,000  11.92% 11.87% 11.83% 

$375,000,000  10.04% 9.99% 9.94% 

$425,000,000 (base)  8.49% 8.42% 8.35% 

 
Recall that the base case in the pro forma, $425 million of debt was issued at 5.5 percent interest 
resulting in an internal rate of return of 8.35 percent. 
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In summary, the results of the analysis indicate the investment is financially feasible and suggests 
that, absent compelling arguments against the proposed purchase of the electric distribution 
system, the City should proceed along the path to acquire the system.   
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  Conclusion 
 

 
 

 
SCS concludes from the foregoing analysis that there are no major severance and reintegration 
constraints for Cape Coral not to proceed with the acquisition of the LCEC electric distribution 
system located within the corporate boundaries of Cape Coral as provided in the franchise 
agreement.  The consultants tried to anticipate likely concerns of LCEC and address these issues 
in the proposed severance and reintegration plan.  This analysis is conservative and upon further 
detailed engineering by LCEC and City personnel, it is likely that less costly severance and 
reintegration solutions are available.  In any event, the conservative estimate of the cost of 
severance and reintegration is low relative to other distribution systems reviewed by your 
consultants. 
 
Additionally, the severance and reintegration analysis identified the assets that the City proposes 
to acquire.  Basically these assets consist of the distribution system including the substation 
transformer.  In two cases, it will be necessary to split the substations.  These cases are the Tropic 
Isle Substation and the Pine Island Road Substation.  Additionally the plan provides for the 
construction of two new substations, one to serve the Burnt Store Marina area that would be owned 
by LCEC and another to serve the northeast portion of the City that would be City owned. 
 
The financial pro forma concluded that the investment to acquire the electric distribution system 
is financially viable.  The expected returns exceeded the hurdle rates by a comfortable margin.  
Sensitivity analysis of the acquisition costs and the interest rate on the debt indicated that the likely 
returns are still favorable even in the event of variation in key inputs.  
 
WHH notes that it is not surprising that the financial analysis would result in a positive outcome.  
The City enjoys certain benefits that can lower the cost of providing electric service.  These 
include: 
 

1. Higher density service area than that of LCEC. 
2. Lower overhead cost of management. 
3. Synergies between City water and wastewater utility operations. 
4. Potential lower cost of bulk power supply. 

 
Pursuant to a request by City staff, WHH has compared the total cash flow expected to be received 
by the City in two cases.  Case 1 is the cash flows received by the City from franchise fees (at 
current rate), municipal service taxes and the incremental cash flow from owning and operating 
the electric distribution system.  Case 2 is the total cash flow expected to be received by the City 
if the City does not acquire the distribution system from LCEC but increases the franchise fee from 
three to six percent.  In Case 2 the cash flows are the total of franchise fees and municipal service 
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taxes only.  Based on the pro forma, WHH estimated the total cash flows from 2017 through 2036 
that are expected to be received in each case is depicted in the table below.  
 

Table 4-1 
Total Cash Flows 2017 thru 2036 

 

 Case 1 Case 2 
Franchise Fees and 

Municipal Service Taxes 
$379 million $557 million 

Net Income from Ownership 
of the Distribution System 

$272 million  

Total $651 million $557 million 
 
 
It is important to note the following: 
 

1. These estimates are the sum of annual cash flows and have not been discounted to reflect 
the present value today. 
 

2. The net cash flows in Case 1 include the cash flows from the municipal electric enterprise 
($272 million).  These net cash flows result from an investment in an enterprise with some 
risk, whereas, the incremental cash flows from an increase in the franchise fee is much less 
uncertain and therefore less risky. 

 

Therefore one should be cautious when comparing these two cash flows. 
 
After a review of this report and consideration of other factors, if the City elects to proceed, SCS 
suggests that the City consider the following next steps. 
 

1. Formally notify LCEC that the City will not renew the franchise agreement. 
2. Identify to LCEC the assets that the City will acquire and commence discussions with 

LCEC on the valuation of those assets. 
3. Select and retain a legal team to assist the City in the enforcement of its franchise rights. 
4. Select and retain a financing team to develop a financing plan to include investigation of 

any private use limitations and the availability of state volume caps. 
 
Spencer Consulting Services and WHH Enterprises are please to present this report and remain 
available to assist the City as required. 



ATTACHMENT A       Cape Coral Pro Forma

Revised 1/7/2015

Acquisition Costs and Start-Up Costs Inputs

1 Existing Distribution System Cost RCNLD Methodolgy $359,000,000 WHH Analysis

2 Severance and Reintegration Costs $9,050,000 WHH Analysis

3 Professional Services for Acquisition $2,500,000 WHH Analysis

4 Start-up Operating Expenses $15,000,000 WHH Analysis

5 Contingency & Reserves $38,555,000 10 Percent of Total Acquisition Costs

6 Bond Issuance Expense & Reserve Fund Surety $870,000 WHH Estimate

7 Debt Issued $425,000,000 Total

8 Interest Rate on Debt 5.50% Cape Coral staff estimate

Model Input Assumptions

9 Customer Count December 2013 88,811 Per data from LCEC

10 Actual  Retail Sales Calendar 2013 kW-hrs 1,560,811,483 Per data from LCEC

11 Percent Transmission Losses 1.7% WHH Analysis

12 Percent Distribution System Losses 4.0% Average 2011 thru 2013 T&D Losses from LCEC Annual Report less Trans Losses

13 System Requirement at LCEC Delivery Point 2013 kW-hrs 1,625,196,023 Retail sales adjusted for losses

14 Revenue per MW-hr Sold 2013 $115.59 From LCEC Annual Reports

15 Estimated Load Factor % 53.0% WHH Analysis

16 Bulk Power Supply cost 2014 (incl transmission) $62.87 Based on WHH analysis of cost of current BPS market plus transmission

17 General Inflation 2.5% Cape Coral staff estimate

18 Retail Revenue per MW-hr escalation rate 2.3% Based on US Depatment of Energy Forecasts

19 Franchise Fees 3.0% Asssumed current franchise fee rate

20 Utility Tax 7.0% Assumed current public service tax rate

20 Bulk Power Costs Escalation Rate 20013-2033 2.7% Based on US Depatment of Energy Forecasts

21 Customer Growth Rate 1.7% WHH Analysis

22 Sales Growth Rate 1.3% WHH Analysis

23 Interest Earnings Rate on Balances 1.3% Cape Coral staff estimate

Annual Operating Cash Flows

Year 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026 2027 2028 2029 2030 2031 2032 2033 2034 2035 2036

Cash Inflows

24 Annual System Requirement at Cape Coral Delivery Points    kw-hr1,708,218,416 1,729,628,417 1,751,306,760 1,773,256,810 1,795,481,971 1,817,985,692 1,840,771,463 1,863,842,821 1,887,203,344 1,910,856,657 1,934,806,429 1,959,056,377 1,983,610,262 2,008,471,893 2,033,645,129 2,059,133,874 2,084,942,082 2,111,073,759 2,137,532,958 2,164,323,783 

25 System Peak Demand  kw 367,928            372,540            377,209            381,937            386,724            391,571            396,479            401,448            406,480            411,574            416,733            421,956            427,244            432,599            438,021            443,511            449,070            454,698            460,397            466,168            

26 Distribution Losses  kw-hr 67,673,594       68,521,783       69,380,603       70,250,186       71,130,669       72,022,187       72,924,879       73,838,885       74,764,347       75,701,407       76,650,213       77,610,910       78,583,649       79,568,579       80,565,854       81,575,628       82,598,059       83,633,303       84,681,524       85,742,882       

27 Number Retail Customers 91,058               92,568               94,103               95,663               97,249               98,861               100,500            102,166            103,860            105,582            107,333            109,112            110,921            112,760            114,630            116,530            118,462            120,426            122,423            124,452            

28 Retail Sales  kw-hr 1,640,544,822 1,661,106,634 1,681,926,158 1,703,006,624 1,724,351,302 1,745,963,505 1,767,846,584 1,790,003,936 1,812,438,998 1,835,155,250 1,858,156,216 1,881,445,466 1,905,026,613 1,928,903,314 1,953,079,275 1,977,558,245 2,002,344,024 2,027,440,455 2,052,851,434 2,078,580,902 

29 Electric Revenue per MW-hr sold $126.60 $129.51 $132.49 $135.54 $138.65 $141.84 $145.11 $148.44 $151.86 $155.35 $158.92 $162.58 $166.32 $170.14 $174.06 $178.06 $182.16 $186.35 $190.63 $195.02

30 Retail Sales Revenue $207,692,189 $215,132,096 $222,838,515 $230,820,991 $239,089,414 $247,654,026 $256,525,439 $265,714,641 $275,233,017 $285,092,358 $295,304,879 $305,883,231 $316,840,518 $328,190,315 $339,946,682 $352,124,183 $364,737,904 $377,803,471 $391,337,071 $405,355,468

31 Franchise Fees and Public Services Taxes Equiv $13,292,300 $13,768,454 $14,261,665 $14,772,543 $15,301,722 $15,849,858 $16,417,628 $17,005,737 $17,614,913 $18,245,911 $18,899,512 $19,576,527 $20,277,793 $21,004,180 $21,756,588 $22,535,948 $23,343,226 $24,179,422 $25,045,573 $25,942,750

32 Total Cash Inflows $220,984,489 $228,900,550 $237,100,180 $245,593,534 $254,391,136 $263,503,884 $272,943,067 $282,720,378 $292,847,930 $303,338,269 $314,204,391 $325,459,757 $337,118,311 $349,194,495 $361,703,269 $374,660,131 $388,081,130 $401,982,894 $416,382,643 $431,298,218

Cash Outflows

33 Annual Energy Requirement  kw-hr 1,708,218,416 1,729,628,417 1,751,306,760 1,773,256,810 1,795,481,971 1,817,985,692 1,840,771,463 1,863,842,821 1,887,203,344 1,910,856,657 1,934,806,429 1,959,056,377 1,983,610,262 2,008,471,893 2,033,645,129 2,059,133,874 2,084,942,082 2,111,073,759 2,137,532,958 2,164,323,783 

34 Cost Bulk Power Supply (incldg transmission) $/MW-hr $116,269,945 $120,882,306 $125,677,638 $130,663,198 $135,846,532 $141,235,485 $146,838,216 $152,663,203 $158,719,265 $165,015,567 $171,561,639 $178,367,391 $185,443,123 $192,799,545 $200,447,792 $208,399,441 $216,666,527 $225,261,563 $234,197,560 $243,488,042

35 Distribution O&M Expense $17,678,926 $17,653,776 $17,595,336 $17,500,857 $17,367,413 $18,096,736 $18,856,687 $19,648,550 $20,473,667 $21,333,434 $22,229,305 $23,162,797 $24,135,491 $25,149,031 $26,205,134 $27,305,586 $28,452,251 $29,647,068 $30,892,061 $32,189,335

36 Customer Service and A&G Expenses $29,918,183 $29,875,620 $29,776,723 $29,616,835 $29,391,007 $30,625,246 $31,911,316 $33,251,393 $34,647,744 $36,102,734 $37,618,824 $39,198,580 $40,844,677 $42,559,899 $44,347,150 $46,209,454 $48,149,963 $50,171,962 $52,278,872 $54,474,259

37 Annual Capital Outlays $12,817,454 $13,355,707 $13,916,564 $14,500,973 $15,109,924 $15,744,446 $16,405,615 $17,094,549 $17,812,413 $18,560,424 $19,339,846 $20,151,999 $20,998,258 $21,880,054 $22,798,880 $23,756,291 $24,753,908 $25,793,418 $26,876,581 $28,005,230

38 Debt Service $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291 $29,242,291

39 General Fund Transfer (Franchise Fees & Utility Tax) $13,292,300 $13,768,454 $14,261,665 $14,772,543 $15,301,722 $15,849,858 $16,417,628 $17,005,737 $17,614,913 $18,245,911 $18,899,512 $19,576,527 $20,277,793 $21,004,180 $21,756,588 $22,535,948 $23,343,226 $24,179,422 $25,045,573 $25,942,750

40 Pre-operational cash outlays $27,420,000 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0 $0

41 Total Cash Outlays $27,420,000 $219,219,098 $224,778,155 $230,470,217 $236,296,696 $242,258,888 $250,794,063 $259,671,752 $268,905,723 $278,510,293 $288,500,359 $298,891,417 $309,699,585 $320,941,632 $332,634,999 $344,797,834 $357,449,010 $370,608,165 $384,295,724 $398,532,936 $413,341,907

42 Net Cash Flow ($27,420,000) $1,765,390 $4,122,396 $6,629,963 $9,296,838 $12,132,248 $12,709,821 $13,271,314 $13,814,655 $14,337,637 $14,837,910 $15,312,974 $15,760,172 $16,176,679 $16,559,495 $16,905,436 $17,211,121 $17,472,965 $17,687,170 $17,849,707 $17,956,312

43 Electric Utility Fund Cash Balance EOY $29,530,000 $31,295,390 $35,417,786 $42,047,749 $51,344,588 $63,476,835 $76,186,657 $89,457,971 $103,272,627 $117,610,264 $132,448,173 $147,761,148 $163,521,320 $179,697,999 $196,257,494 $213,162,930 $230,374,051 $247,847,016 $265,534,186 $283,383,893 $301,340,205

44 Internal Rate of Return 8.35%

45 Net Present Value of Investment @ 5.5% Discount Rate $124,337,088

45 Net Present Value of Investment @ 6.5% Discount Rate $74,246,097


