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Rule 25-6.0436, Florida Administrative Code, requires Investor
Owned Utilities to file comprehernsive depreciation studies at least
once every four years. On November 26, 1997, Florida Power
Corporation (FPC or the company) filed ite regular depreciation
study in accordance with this rule. FPC also requested preliminary
implementation of itse proposed depreciation rates and
amortization/recovery schedules as of January 1, 1998, in
accordance with Rule 25-6.0436(5), Florida Administrative Code. By
Order No. PSC-98-0383-PCO-EI, issued March 19, 1998, this request
was approved. The docket remained open pending review and
Commission action concerning the appropriate depreciation rates and
recovery schedules under consideration.

Staff has completed ite review of the depreciation study and
presents its recommendation herein.
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DOCKET NO. 971570-EI
DATE: NOVEMBER 5, 1998

RISCUSSION OF ISSURS

ISSUE 1: Should the depreciation rates approved for preliminary
implementation be revised?

RECOMMENDATION: Yes. At the February 17, 1998 Agenda, and by
Order No. PSC-98-0383-PCO-EI, preliminary implementation of
depreciation rates, capital recovery schedules, and amortizatiocn
schedules were ordered. Preliminarily implemented expenses were to
be trued-up upon final action by this Commission. Staff has
completed its review of the company’s study and this is its
recommendation for final action. (LEE)

STAFF AMALYSIS: The purpose of this study is to determine and
provide for the appropriate depreciation rates, recovery schedules,
and amortization schedules for FPC’'s production, transmission,
distribution, and general plant. Staff has completed its analysis
and review of the company’s depreciation study and is recommending
revisions to the preliminary approved rates.
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ISSUE 2: What should be the implementation date for the
recommended rates and recovery/amortization schedules?

RECOMMENDATION : Staff recommends approval of the company’s
proposed January 1, 1998 date of implementation for the new
depreciation rates and recovery/amortization schedules. (LEE)

STAFF ANMALYSIS: Company data and related calculations abut the
January 1, 1998 date. This is the recommended date of
implementation, being the earliest practicable date for utilizing
the revised rates and recovery/amortization schedules. Staff
therefore recommends approval of the company’s proposed January 1,
1998 implementation date.
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ISSUE 3: How should the sale of the combustion turbine formerly
located at Port St. Joe be recognized?

RECOMMENDATION : Because staff believes that the Port St. Joe
combustine turbine unit does not constitute an operating unit,
staff therefore believes the net proceeds from the sale should
benefit the depreciation reserve, rather than be recognized as a
gain. To accomplish this, staff recommends that the net proceeds
of $937,219 be amortized over one year beginning January 1, 1998
with an associated amortization of the same amount of the reserve
deficiency associated with the Suwannee Peaking Plant. This action
will help correct the $4.4 million reserve deficiency at Suwannee,
and will achieve the same result as treating the “gain®™ as net
salvage. (HOLROYD, LEE, SLEMKEWICZ)

STAYY ANALYSIS: On May 27, 1997, FPC sold the combustion turbine
located at Port St. Joe to the Bahamas Electricity Corporation.

FPC wrote to the Federal Energy Regulatory Commission (FERC)
indicating the journal entries it }.d made to record the sale.
These journal entries included duvoiting Electric Plant Sold
{Account 102), crediting Electric Plant in Service (Account 101)
and crediting the Gain on Disposition of Property (Account 421)
with the difference between the net book wvalue and the net sales
price ($937,219). FERC, in a letter dated April 28, 1998, accepted
FPC’s journal entries as presented, thereby recognizing the
transaction as the sale of an operating unit. For FPSC
surveillance purposes, FPC is ameortizing the amount over five
years,

In an attempt to determine what defines an operating unit,
staff requested clarification from both FERC and the company. The
company provided the following statement which had been made in a
previous FERC docket:

The term “operating unit or system” is a term of art.
The principal considerations are whether customers are
attached, amount of investment, character of the
property, and continuity of operation. It |is
unnecessary, however, that an operating system em:.race a
complete transmission or distribution system or that it
serve completely an incorporated or unincorporated area.

This definition was also supported in a telephone conversation
between FPSC staff and FERC staff.
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Normal treatment for assets no longer useful to a company is
to retire them and to recognize the net of removal costs and any
monies received for the assets as net salvage. In this particular
case, staff finds no reason for a deviation in this treatment.
Staff does not agree with FERC that the Port 5t. Joe turbine unit
constitutes an operating unit.

In the sales agreement between FPC and Bahamas Electricity
Corporation, there is recognition of the transformer at Port St.
Joe as one component being transferred. The sales agreement also
states that the transformer will be rewound from 69kv to 33kv and
that the seller will share in the cost of the rewind. Further,
there is no accompanying transfer of land associated with the
combustine unit. The unit will require removal from its
foundation, shipment, and, upon arrival at its destination, the
unit will require the addition of some supporting structure in
order to become operational. Accordingly, there are no Port St.
Joe customers attached to this unit and no continuity of operation.

Regarding the amount of inver:ment involved, the original cost
of the unit was $2,049,144, net biok value at the time of the sale
was $756,991, and the net sales price was 51,694,209, With total
plant investment of almost §6 billion, the investment associated
with the Port St. Joe unit does not appear to be material.

Staff believes that FERC’'s criteria for what constitutes an
operating unit is overly broad. Conceivably, the sale of a motnr
vehicle or any asset could be considered an operating unit in which
case any proceeds from sale or trade-in would be reported as a gain
under FERC's criteria,

In the telecommunications industry, gains are recognized when
plant is sold with traffic or with customers. Plant sold without
traffic is accounted for in the normal treatment as net salvage
credited to the reserve.

The Commission normally amortizes gains from sales over five
years. In this case, however, staff believes that the net proceeds
from the sale of the turbine unit should have been recognized as a
credit to the depreciation reserve rather than as a gain. Any
surplus in the reserve could then be transferred to help offset a
reserve deficiency existing at another peaking plant. Staff has
calculated an existing reserve deficiency for the Suwannee Peaking
Plant of $4,443,092, In an effort for the sale proceeds to achieve
the same reserve benefit that staff supports, staff recommends that
the Port St. Joe gain be amortized over one year beginning January
1, 15998 with an associated amortization of the same amount in the
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reserve for the Suwannee Peaking Plant. This will help correct the
reserve deficiency at Suwannee and will have the same result as
treating the “gain” as net salvage.
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ISSUE 4: What are .the appropriate depreciation rates and
recovery/amortization schedules?

RECOMMENDATION: The staff recommended lives, net salvages,
reserves, and resultant depreciation rates are shown on Attachment
A, pages 18-21,. Recommended recovery schedules are shown on
Attachment A, page 21l. Attachment B, pages 22-25, shows the
estimated resultant annual expenses of about $272.2 million, based
on actual January 1, 1998 investments. This represents an increase
of about $1.1 million as compared to the effect from rates
preliminarily ordered. Expenses should be trued-up accordingly.
For information, the preliminary implementation resulted in an
annual increase in expense of about $2.6 million. (HOLROYD, LEE,
SWAIN)

STAFF ANALYSIS: Staff’'s recommendations are the result of a
comprehensive review of the company’s submitted study. Attachment
A, pages 18-21, shows a comparison of rate components (lives,
salvages, and reserves) between those approved on a preliminary
basis and those recommended by the c mpany and staff for final
action. Attachment B, pages 22-25, slcws the estimated resultant
annual expenses. Investments and reserves reflect actual amounts
as of January 1, 1998 rather than estimates as originally submitted
by the company. In addition, the reserve position for the Suwannee
Peaking Plant has been restated to reflect the corrective action
recommended in Issue 3,

As a result of the review and analytical process, FPC agrees
with staff on all recommended life and salvage parameters for each
production plant and each transmission, distribution and general
plant account. FPC also agrees with the amortization period for
the recovery schedules.
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A summary of the changes based on January 1, 1998 investments
resulting from the recommended depreciation rates and
recovery/amortization schedules which are shown on Attachment B are
as follows:

(%)
Production (745,134)
Transmission 413,250
Distribution 1,306,299
General 307,566
General Plant
Amortization (2,407,185)
Total Rates/Amortications 11,125,204)
Intangibles 1,962,030
Recovery Schedules 300,840
Total Change in Annual Expenses
Over Preliminary Approved 1,137,66€

The most significant changes in expenses are seen in the area
of production plants and amortization/recovery schedules.

Eroduction

In the current study, the company stratified its investment
into groups of assets with similar life characteristics and
determined the average age and average service life for each
stratified group by location. An Jowa curve representing the
expected survivor characteristics was matched to each primary
account, by location. Staff finds these service lives and curve
shapes reasonable when compared to similar sites in the industry.

In developing its proposed life factors for production plant,
FPC inadvertently calculated the average age for each account for
each production site by inversely weighting each strata’s
investment with its age rather than directly weighting the
investment with the age. Staff recalculated the average ages for
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each account for each production site to reflect the appropriate
weighting. Utilizing the company selected curve shapes and average
dervice lives with staff recalculated average ages, staff developed
the recommended remaining service lives shown on pages 18 and 19 of
Attachment A.

Other Production

The company proposed remaining life rates for its peaking
plants were developed by individual site location rather than by
primary account. Units built prior to 1973 were assumed to have an
overall life span of 30 years; units built after 1973 were assumed
to have an overall life span of 40 years. As with the steam and
nuclear sites, the peaker investments were stratified into
homogeneous groups. The determined average age and average service
life of each strata were then composited by site and a remaining
life for the site was developed. The average service lives and
remaining lives appear reasonable compared to other peaker sites
reviewed by staff.

The company analyzed reservy transactions for the period 1976-
1996 to determine the appropriatc net salvage ratios. Based on the
limited retirement experience, continued use of a rnegative 10% net
salvage appears reasonable.

The Higgins, Rio Pinar, Avon Park and Turner (Pl and FP2)
Peaking units indicate retirement dates that are in close proximity
to the next depreciation study filing date. Any change shortening
the interval until retirement at these locations will precipitate
a need for the company to make a request for possible additional
recovery prior to the next normal filing date.

Iransmission

Life and salvage parameters recommended for the majority of
the accounts in this function reflect the status quo. In other
words, the service life and salvage values approved in the last
represcription are being maintained. The recommended remaining
lives simply reflect an update of activity.

Differences between recommended life and salvage values and
those approved on a preliminary basis exist for Easements (Account
350.1), Towers and Fixtures (Account 354), and Underground Conduit
{Account 357). These accounts have experienced insufficient
retirement activity to perform any meaningful statistical analyses.
Recommended remaining lives and salvage values are therefore based
on judgement and industry expectations.

-l =
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Pistribution

As with the transmission accounts, recommendations for the
majority of the distribution accounts reflect an update of
remaining life with activity since the last depreciation review.
However, differences in life factors between those approved for
preliminary implementation and those now recommended are noted in
Easements (Account 360.1) and Installations on Customers Premises
(Account 371). Differences in salvage values are found in Poles,
Towers and Fixtures (Account 364), Meters (Account 370), and Street
Light Systems (Account 373). Differences in both life and salvage
values are found in Underground Services (Account 369.1).

The recommended life for Easements (Account 360.1) is based on
the life of the longest lived distribution plant. For
Installations on Customers Premises (Account 371), the 21 year life
resulting from the company performed statistical analysis initially
appears to be a good fit. However, the study narrative states that
retirements for this account are priced using First In, First Out
(FIFO). The assumption is that the plant being retired comes from
the oldest surviving vintage and is therefore priced using the
average cost of that vintage. Use of FIFO will overestimate the
age of retirement which in <“urn overstates life indications.
Recognizing this, it is recommt:.ded that the 19 year life approved
in the last review be maintained. The remaining life reflects an
update of the activity.

The recommended negative 25% net salvage for Poles, Towers &
Fixtures (Account 364) is in line with the account’s recent
experience and recognizes the labor intensiveness associated with
the retirement of this equipment. For Meters (Account 370) and
Street Light Systems (Account 373), the recommended net salvage
values, negative 10% for each, reflect a combination of recent
experience and the company’s future expectations.

The investment in Underground Services (Account 369.1) has
nearly doubled in the last ten years. Growth during the 199%93-19396
period has averaged about 19%. The statistical model the company
used in analyzing this account indicates that an R2.5, 40 year life
is a relatively good fit. However, recognizing that retirements
are accounted for using FIFO, life indications are somewhat
overstated. For this reason and also considering the lives of
other companies in the State, a 35 year service life is recommended
rather than the 40 year service life preliminarily approved.

Net salvage has averaged zero historically with the 1991-199F
period averaging negative 4% (30% salvage, 34% cost of removal).
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Reliance on judgement and industry averages is necessary given the
general lack of retirement activity. A negative 15% net salvage is
recommended as being more in line with other companies than the
preliminarily approved negative 20%.

General Plant Amortization

FPC has proposed expanding the amortizations currently in
place for certain general plant accounts. Specifically, the
January 1, 1998 net unrecovered depreciable portions of Accounts
393 (Stores), 394 (Tools, Shop, & Garage), and 397 (Official
Communications) are proposed to be amortized over seven years.
Subsequent additions will be maintained by wvintage and amortized
accordingly. These accounts represent minor investments of
numerous items that are difficult to track or trace. ©On a going
forward basis, each vintage year’'s additions associated with each
account will be amortized over a like period of time. The use of
amortization is in line with Staff’s efforts to simplify the
depreciation study process, where possible, and is acceptable.

The differences in resulti g expenses in this function relate
specifically to use of January 1, 1998 actual investments an
reserves rather than estimated.

Recovery Schedules

As part of the study filing, a retirement date of December,
1998 was indicated for the Suwannee River Steam Production units.
FPC, therefore, proposed a recovery schedule addressing the
associated net investments, beginning January 1, 1998. A four year
recovery period was proposed as representing the time period
between depreciation studies.

In response to staff’s review, FPC indicated that its current
budget provided continued operation of these steam units through
1999, Additionally, a review of FPC's Ten - Year Site Plan
indicated an expected retirement in April, 2000 for the Suwannee
units. Considering these positions, a three year recovery schedule
is recommended as being more consistent with the expected life of
the plant and will provide recovery during the remaining periocd of
service.

There are two additional recovery schedules for the Higgins
and Turner plants as shown on page 22. These werc approved as part
of the last depreciation study in Order No. PSC-94-1331-FOF-EI,
issued Octocber 27, 1994, and relate to the recovery of those assets
that are not viable for reuse during the repowering of the plants,
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planned to begin during the year 2000. The recommended recovery
period represents the remaining service period of the related
assets. If the situation changes and substantially more plant will
be retired in connection with the repowering or more plant will be
reused, FPC should advise the Commission so appropriate recovery
revisions can be provided. Also, prior to the repowered plants
becoming operational, the company should submit a study addressing
new depreciation rates, based upon expected lives for the repowered
investments.
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ISSUE 5: Should FPC be allowed flexibility to accelerate the
write-off of certain amortizable assets without additional

Commission approval?

: No, FPC should not be allowed flexibility to
accelerate the write-off without additional Commission approval.
(LEE, SLEMKEWICZ)

STAFF AMALYSIS: As part of its response to the Staff Report, FPC
requested the flexibility to accelerate the write-off of certain
amortizable assets, if earnings permit, without additional
Commission approval. The specific assets under discucsion are as
follows:

1. Unrecovered net investment associated with the Suwannee Steam
Plant.

2. Embedded net investments for Account 393, Stores Equipment,
Account 394, Tools and Garage Equipment, and Account 397,
Communication Equipment-Non Fiber.

3. Account 303.1, Customer Serice System.

As discussed in 1ssue 4, ataff is recommending that the
unrecovered net investments associated with the Suwannee S5Steam
Plant be amortized over a three year period, beginning January 1,
1998. The period of recovery is designed to match expenses with
the remaining service period of the plant. To write this net
amount off over a shorter period will provide recovery before the
associated retirement of the plant.

Account 393 (Stores Equipment), Account 394 (Tools and Garage
Equipment), and Account 397 (Communication Equipment-Non Fiber)
have been separated into depreciable assets and amortizable assets.
Bacause the depreciable portions of these accounts represent high
volume items of small value which do not warrant individual
tracking, staff is now recommending that these investments be
anortized over seven years in accord with their amortizable
counterparts,

FPC opines that since the average age of the associated
embedded assets is greater than seven years, an amortization period
of less than seven years appears to be appropriate. Staff believes
that implementation of the amortization approach for these January
1, 1998 net embedded investments should be accomplished in a
similar fashion to other instances when the Commission moved from
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depreciation to amortization. In all cases the net investment as
of a certain date was amortized. No acceleration of that
amortization was contemplated regardless of age. For information,
the net investments associated with this proposal are about $18.5
million as of January 1, 1998.

FPC’'s Customer Service System handles all customer billing,
cash processing, complete on-line customer history, and tracking of
connections, disconnections, and customer deposits. In the last
depreciation represcription, FPC proposed and the Commission
approved a ten year amortization period for the associated
investment as approximating the period of time the benefits of this
system will be realized. The company now states that with
technology advancement and the coming of competition, the original
ten year amortization period may have been optimistic. Upgrades to
the system have been made annually and charged to expense. For
these reasons, FPC is seeking flexibility in accelerating the
amortization of this related investment without additional
Commission approval.- Staff believes, as it did in the last
represcription, that the amortiz.tion period of this investment
should be based on the period th: benefits of the system will be
realized. Amortization over a shurter period of time will result
in recovery before the benefits are fully realized.

One of the basic axioms of depreciation is to match capital
recovery with consumption. Staff is concerned with the concept of
adjusting depreciation expenses which are matched to service life
in response to economic conditions. In the past, staff has
recommended faster write-off of perceived reserve deficits, and of
unrecovered net plant; such actions were considered not to conflict
with the matching principle since those deficits did not relate to
existing plant. In such cases, the amortization period is
arbitrary. The shortest economically practicable pgeriscd is
appropriate for such amounts since they relate to failure of the
past to recover and will result in lowering future ravenue
requirements.

FPC's proposal would prepay recovery of equipments now on
recovery/amortization schedules that match their expected dates of
retirement. This 1s not the writing off of a perceived deficit,
but simply accelerated depreciation, in conflict with the matching
principle.

We believe that depreciation reserve deficits should be
written-off as socon as economically practicable. The concern is
with the practice of adjusting depreciation expenses which are
associated with service lives to match economic conditions. Each
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step made in accord with this practice makes the next step easier
and can lead to the design of depreciation rates that will no
longer reflect the matching principle but rather the level of the

companies’ earnings.
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ISSUE 6: Should the current amortization of investment tax credits
(ITCs) and the flowback of excess deferred income taxes be revised
to reflect the approved depreciation rates and recovery schedules?

RECOMMENDATION: Yes. The current amortizatlon of investment tax
credits (ITC) and the flow back of excess deferred income taxes
(EDIT) should be revised to match the actual recovery periocds for
the related property. The utility should file detailed
calculations of the revised ITC amortization and flow back of EDIT
at the same time it files its surveillance report couvering the
period ending December 31, 1998. (CAUSSEAUX)

STAFF_ANALYSIS: In earlier issues, staff recommends revisions to
the company’s remaining lives, to be effective January 1, 199E.
Revising a utility'’s book depreciation lives generally results in
a change in its rate of ITC amortization and flow back of EDIT in
order to comply with the normalization requirements of the Internal
Revenue Code (IRC) and underlying Regulations found in Sections 46,
167, and 168 and 1.46, 1.67, and 1.68, respectively.

Section 46(f)(6), IRC, sta #s rthat the amortization of ITC
should be determined by the puriod of time actually used in
computing depreciation expense fo- rate making purposes and on the
regulated books of the utility. Since staff is recommending a
change in remaining lives, it is also important to change the
amortization of ITC.

Section 203(3) of the Tax Reform Act of 1986 (the Act)
prohibits rapid flow back of depreciation related (protected) EDIT.
Further Rule 25-14.013, Accounting for Deferred Income Taxes Under
SFAS 109, Plorida Administrative Code, generally prchibite EDIT
from being written off any faster than allowed under the Act.
Therefore, the Act, SPFAS 109, and Rule 25-14.013, Florida
Administrative Code regulate the flow back of EDIT. Therefore,
stuff recommends that the flow back of EDIT be adjusted to comply
with the ACT, SFAS 109, and Rule 25-14012, Florida Administrative
Code.

Staff, Internal Revenue Service, and independent outside
auditors lock to a ny’'s books and records and at the orders
and rules of the jurisdicticnal regulatory authorities to determine
if the books and records are maintained in the appropriate manner
and to determine the intent of the regulatory bodies in regard to
normalization. Therefore, staff recommends that the current
amortization of ITC and the flow back of excess depreciation be
revised to reflect the approved remaining lives. In order for
there to be a clear audit trail, a prudent utility will revise ITC
and excess deferred tax amortization produce work papers to show
how the revisions were made.
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ISSUE 7: Should this docket be closed?

RECOMMENDATION: This docket should be closed if no person whose
interests are substantially affected by the proposed agency action
files a protest within the 21-day protest period. (ELIAS)

STAFT ANALXS8IS: At the conclusion of the protest period, if no
protest is filed, this docket should be closed.
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