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On April 4, 1997, the Florida Division of Chesapeake Utilities
Corporation (Chesapeake or Company) filed its regular depreciation
study in accordance with Rule 25-7.045, Florida Administrative Code
(F.A.C.). For reasons discussed in the filing, the Company asked
for revision of current depreciation rates. This recommendation
presents the results of staff’‘’s analysis of the Company’s filing,
as well as supplemental information provided by the Company as the
analysis progressed.
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DISCUSSION OF ISSUES
ISSUE 1: Should the current depreciation rates for the Florida
Division of Chesapeake Utilities Corporation be revised?

RECOMMENDATION: Yes. A review of the Company’s activity indicates
a need to revise depreciation rates. Additionally, the Company
perceives that some recent developments relate to competition, and
wants depreciation rates which are responsive to current Company
status. [SICKEL]

STAFF_ANALYSIS: The current depreciation rates for Chesapeake are
those provided in Order No. PSC-93-0025-FOF-GU, issued January 5,
1993. Those rates reflected Chesapeake’s activity through January
1, 1992, Recently, a possibility of losing some industrial
customers has prompted the Company to undertake rate restructuring.
The distribution and general accounts are showing steady growth
generally, but changing circumstances argue for careful review of
recovery status in this regular five-year filing.

ISSUE 2: What is the appropriate implementation date for these
recommended revisions to depreciation rates?

RECOMMENDATION: January 1, 1998. [SICKEL)

STAFF ANALYSIS: The Company has proposed January 1, 1998 as the
date of implementation, and has provided data for each account to
abut that date. Staff therefore recommends acceptance of this
date.
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ISSUE_3: Should any reserve allocations be made?

RECOMMENDATION: Yes. Staff recommends the reserve allocations
shown on Attachment A, page 9. These allocations bring each
account more in line with its theoretically correct level.
[SICKEL]

STAFF ANALYSIS: For three accounts, the activity seen in this
study and the last has been somewhat erratic, rather than smoothly
patterned. The equipment associated with the Autos, Data
Processing, and VAX accounts is usually characterized as having a
relatively short service life of 6 or 7 years. The Company had
been acquired by new owners just before the last study, and as a
result some changes were made in the Company’s planning and
operations. Thus, the activity appears sporadic when the
circumstances at that study are compared to the present.

In the last study, both the vehicles (Account 392.1) and the
computers (Account 391.1) had remaining lives less than 4 years.
Prior to that study, the new owners decided to upgrade autos. The
retirement level increased temporarily, and new investment was put
on the books in that account. As a result, the current book
reserve for the vehicles appears overstated. The spurts of
activity have similarly resulted in understatement of reserve for
the computer equipment. At the current time, the correct response
is to smooth out the resulting impacts as much as possible. The
reserve allocation will correct the reserve level and provide a
smoothing effect on the annual expense amount.

The VAX equipment (Account 391.4) is unique to this company,
providing data transmission and communication with Chesapeake
headquarters out of state. It is subject to decisions of
retirement and replacement in the five year period between studies,
for reasons of compatibility. In fact, all current investment in
this account, and related equipment, have in-service dates since
the last study. It is entirely possible that much of the current
equipment could be replaced before the next study. In effect, the
recommended reserve allocation is merely a true-up of estimates
made in the last study. It will bring the reserve in line with the
retirement and investment activity which has transpired in the
intervening period.

The recommended allocation will reduce the reserve for Account
392.1, Autos, to its theoretically correct level, and will correct
the reserve deficiencies existing in the Data Processing and VAX
accounts. The remaining surplus of $137,952 can be used to help
alleviate the reserve deficiency existing in Account 380, Steel
Services. These allocations are detailed on Attachment A, page 9.
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In light of the possible impact on cost allocations, staff
recommends that the Company make corresponding entries to the
related depreciable expense accounts.

ISSUE 4: Should any recovery schedules be provided?

RECOMMENDATION : Yes. Current budget planning includes the
retirement of the Company’s mobile radios in the year 2000. Staff
therefore recommends a recovery schedule to provide full recovery
of the associated net investment of $19,687 during the remaining
life of the equipment. [SICKEL)

STAFF ANALYSIS: The investment associated with mobile radios which
Chesapeake plans to retire in the year 2000 is §$30,755 as of
January 1, 1998. The associated reserve is estimated at $11,068,
which indicates an unrecovered amount of $19,687. Staff recommends
that this net amount be withdrawn from the Communication Equipment
account and recovered over the equipment’s remaining period of
service. The monthly recovery schedule expenses should be computed
by dividing the net unrecovered investment by the estimated number
of months of remaining life. Based on 30 months of service from
January 1, 1998, the related expense for 1998 is estimated to be
$7,875, as shown on Attachment C, page 11. Any changes to
investment amount or retirement dates should be correspondingly
reflected in the expense amount booked.
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ISSUE 5: What are the appropriate remaining lives, net salvage,
reserve amounts, and resultant depreciation rates for the Florida
division of Chesapeake Utilities Corporation?

: The staff recommended lives, salvages, reserves,
and resultant depreciation rates are shown on Attachment B, page
10. Based on estimated January 1, 1998 investments and reserves,
the revised rates produce an estimated decrease to annual expense
of approximately §1,900, as shown on Attachment C, page 11.
[SICKEL]

STAFF ANALYSIS: The Company and staff have reached basic accord as
to the treatment of recovery for Chesapeake. The Company has
worked closely with staff during the process of analyzing its
filing in this docket. The original filing emphasized mathematical
analysis of historic data. During the analysis, much information
relating to planning and Company specifics came to light.

The original filing did not include activity for 1997, but
this information was provided upon staff request. This small
company appears consistent and thorough in the records maintained
to date. Its use of aged data when possible, and first-in first-
out as a secondary choice, provided significant insight in several
instances. Using the aged data provided, staff calculated account
ages using the half-year convention.

Sometimes, the aged data was useful in the process of

determining an appropriate retirement pattern. Statistical
analysis, such as the simulated plant record and turnover methods,
gave inconclusive results for several accounts. Further, the

mathematical analysis of recent activity frequently resulted in
cyclic peaks and valleys. Consequently, insight over and beyond
the mere application of numerical analysis was desirable.

Staff’'s approach was to smooth the activity pattern, rather
than reacting to a pattern reflecting sporadic or intermittent
activity. Additionally, staff considered Company planning and a
forward looking industry view. This included recognition of the
installation of some new equipment of advanced design. After
conversations between Company and staff, the Company is aware that
the staff’'s approach avoids the instabilities associated with
reacting to spurts of recent activity, and finds the practice
acceptable.

It appears that the Company’s estimate of future cost of
removal and net salvage was based directly on recent retirement
activity. However, the entire investment in an account, and the
related equipment, should be recognized in determining an
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appropriate net salvage. Relatively small retirements may have an
inordinately high removal cost. The recommended net salvage
correctly relates to the type of activity expected from each
account’s total plant in service.

Some accounts are undergoing major reconfiguration. At least
in part, this may be linked to both competitive socurce of supply
and to availability of equipment of advanced design. In such cases,
analysis of historical trends must be tempered by judicious
recognition of future possibilities. The Account 385, Industrial
Measuring and Regulating Equipment, is a case in point. Chesapeake
reports that the majority of throughput goes to large industrial
customers. Six additional industrial customers were to be added in
1997, bringing the total number to more than sixty. Accommodating
changes in customer 1loads and upgrading to current customer
standards compel many additions and replacements of equipment in
this account.

The curve shape or life pattern selected for industrial
equipment should reflect the retirement of some investment before
the age of ten years, as seen in the Company’s aged data. Although
the mathematical analysis of history suggested an increase in
service 1life from 30 to 31 vyears, staff believes it is
inappropriate to increase the service life for the investment in
this account. The recommended R3 curve is a conservative response
to current dynamics. The Company expects some cost of removal for
this type of equipment, and staff recommends a net salvage of 5% in
line with this expectation. Again, Chesapeake has recognized the
need to address current and future trends in capital recovery
treatment, and has agreed with the recommended lives and salvage.
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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?

: Yes. The current amortization of ITCs and the
flowback of excess deferred income taxes should be revised to
. reflect the approved depreciation rates and recovery schedules.
Also, the utility should be required to file detailed calculations
of the revised ITC amortization and flowback of excess deferred
taxes at the same time it files its December 1998 surveillance
report. [CAUSSEAUX])

STAFF ANALYSIS: In issues previously addressed, staff recommends
revisions to Chesapeake'’'s depreciation rates and capital recovery
schedules, to be effective January 1, 1998. Revising a utility’'s
depreciation rates usually results in a change in its rate of ITC
amortization and flowback of excess deferred income taxes.

Section 46(f)6) of the Internal Revenue Code states that the
amortization of ITCs should be determined by the period of time
used in computing depreciation expense for purposes of reflecting
requlated operating results of the utility. Since staff is
recommending a change in depreciation rates, it is also appropriate
to change the amortization of ITCs.

Section 203 (e) of the Tax Reform Act of 1986 (TRA) prohibits
rapid write-back of protected (depreciation related) deferred
taxes. In addition, Rule 25-14.013, Accounting for Deferred Income
Taxes under SFAS 109, F.A.C., prohibits, without good cause shown,
excess deferred income taxes associated with temporary differences
from being reversed any faster than allowed under Section 203 (e).
Therefore, both the TRA and Rule 25-14.013, F.A.C., prohibit faster
write-off of protected excess deferred taxes. Consequently, staff
believes that the flowback of excess deferred taxes should be
altered to comply with the TRA and Rule 25-14.013, F.A.C.

Staff recommends that the current amortization of ITCs and the
flowback of excess deferred income taxes be revised to reflect the
approved depreciation rates and recovery schedule. Also, the
utility should be required to file detailed calculations of the
revised ITC amortization and flowback of excess deferred taxes at
the time it files its December 1998 surveillance report.
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ISSUE 7: Should the Company be authorized to amortize the cost of
this depreciation study over three years as requested?

RECOMMENDATION: No. The Company should not be allowed to amortize
the cost of this study over three years. (REVELL)

STAFF__ANALYSIS: The cost of the depreciation study was
approximately $19,000 and was incurred in 1997. This expense
represented approximately fifteen basis points effect on return on
equity. The Company has requested that this expense be amortized
over three years. Normally, depreciation studies are expensed as
incurred rather than being deferred and amortized. 1In addition,
the amount of the expense is relatively small. Therefore, staff is
recommending that no amortization be allowed. If the Commission
believes that an amortization period should be allowed, however,
staff recommends that a five-year amortization period be used. A
five-year amortization period would follow the usual Commission
practice for amortization, and would match the five-year life of
the study.

ISSUE 8: Should this docket be closed?

RECOMMENDATION: Yes. If no person whose substantial interests are
affected by the Commission’s proposed agency action, timely files
a protest within twenty-one days of the issuance of this Order,
this docket should be closed. [PAUGH]

: Pursuant to Rule 25-22.029(4), F.A.C., any person
whose substantial interests are affected by the Commission’s
proposed agency action shall have twenty-one days after issuance of
the order to file a protest. If no timely protest is filed, the
docket should be closed.



CHESAPEAKE UTILITIES CORPORATION
1997 STUDY

RECOMMENDED RESERVE ALLOCATIONS
BOOK RESTATED
RESERVE THEORETICAL RESERVE
ACCOUNT 1/1/98 RESERVE ALLOCATIONS 1/1/98
($) ($) ($) $)

380 Services - Steel 313,895 606,963 137,952 451,847
391.1 Data Processing - Equip 25,010 43,893 18,883 43,893
391.4 Vax Equipment 7,650 33,512 25,862 33,512
392.1 Autos 425,696 242,999 (182,697) 242,999
TOTAL 172251 927.367 Q 172.251
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* Denotes whole life rate
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