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Case Background

On April 30, 2007, Progress Energy Florida, Inc. (PEF or Company) filed a petition to
increase its base rates to recover the $52.4 million revenue requirements associated with Hines
Unit 4 and to transfer the recovery of the $36.3 million revenue requirements for Hines Unit 2
from the fuel clause to base rates. The increase in base rates would become effective with the
commercial in-service date of Hines Unit 4. PEF anticipates that Hines Unit 4 will begin
commercial operations on December 1, 2007. Base rates would be increased by 7.45%.
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In its petition, PEF has requested the following:

e Base rate increase of $36.3 million for the Hines Unit 2 revenue requirements currently
recovered through the fuel clause.

e True-up procedure for the Hines Unit 2 revenue requirement currently being recovered through
the fuel clause.

e Base rate increase of $52.4 million for the Hines Unit 4 and related transmission facilities
revenue requirement.

e Recovery of the costs in excess of the need determination for the Hines Unit 4 ($18.5 million)
and the related transmission facilities ($22.1 million).

e Base rate increase effective date coinciding with the first billing cycle after the commercial in-
service date of Hines Unit 4 (12/01/07 anticipated date).

PEF has filed its petition pursuant to Paragraph 12. of the rate case Stipulation and
Settlement Agreement (Stipulation) approved by Order No. PSC-05-0945-S-EL."  Paragraph 12.
of the Stipulation states the following:

12. a. Beginning on the commercial in-service date of Hines Unit 4, for
which the Commission has previously granted a need determination in Order
PSC-04-1 168-FOF-E1,2 PEF will further increase its base rates to recover the full
revenue requirements of (a) the installed cost of Hines Unit 4 subject to the
limitations of Rule 25-22.082(15), F.A.C., and (b) the unit’s non-fuel operating
expenses. The revenue requirements of the unit will be calculated using an
11.75% ROE and the capital structure as set forth in the test year 2006 MFR
Schedule D-la filed by PEF in Docket No. 050078-El. Such base rate increase
shall be established by the application of a uniform percentage increase to the
demand and energy charges of the Company's base rates including delivery
voltage credits, demand credits, power factor adjustment and premium
distribution service, and using billing determinants as filed by PEF in Docket No.
050078-El, and set forth in Exhibit I, Attachment C to this Agreement. Beginning
on the commercial in-service date of Hines Unit 4, such amounts shall be added to
the revenue sharing threshold and cap set forth in Section 6 of this Agreement.

b. Effective on the Implementation Date of this Agreement and until
the commercial in-service date of Hines Unit 4 (the "Fuel Clause Recovery
Period"), PEF will recover annually through the fuel cost recovery clause the
2006 full revenue requirements of the installed cost of Hines Unit 2, excluding the
unit's non-fuel O&M expenses. During the Fuel Clause Recovery Period, the

'Order No. PSC-05-0945-S-EI, issued September 28, 2005, in Docket No. 050078-EI, In re: Petition for rate
increase by Progress Energy Florida, Inc.

2Order No. PSC-04-1168-FOF-El, issued November 23, 2004, in Docket No. 040817-El, In re: Petition for
determination of need for Hines 4 power plant in Polk County by Progress Energy Florida, Inc.
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installed cost of Hines Unit 2 and corresponding depreciation accounts will be
excluded from rate base for surveillance reporting purposes. Upon the
commercial in-service date of Hines Unit 4, PEF will transfer the recovery of
Hines Unit 2's 2006 full revenue requirements, excluding the unit's non-fuel
O&M expenses, from the fuel cost recovery clause to base rates by decreasing
PEF's fuel charges and increasing its base rates accordingly. The calculation of
Hines Unit 2's revenue requirements for base rate recovery purposes will be
calculated using an 11.75% ROE and the capital structure as set forth in the test
year 2006 MFR Schedule D-la filed by PEF in Docket No. 050078-El. Such base
rate increase shall be established by the application of a uniform percentage
increase to the demand and energy charges of the Company's base rates including
voltage credits, demand credits, power factor adjustment and premium
distribution service, and using billing determinants as filed by PEF in Docket No.
050078-E1, and as included in Exhibit 1, Attachment C to this Agreement.
Beginning on the commercial in-service date of Hines Unit 4, such amounts shall
be added to the revenue sharing threshold and cap set forth in Section 6 of this
Agreement.

The recovery of the Hines Unit 2 investment through the fuel clause was previously
authorized in Order No. PSC-02-0655-AS-EL’ Paragraph 9. of the stipulation approved in that
order states the following:

9. Beginning with the in-service date of Hines Unit 2 through December
31, 2005, FPC will be allowed to recover through the fuel cost recovery clause a
return on average investment and straight-line depreciation expense (but no other
non-fuel expense) for Hines Unit 2, to the extent such costs do not exceed the
unit’s cumulative fuel savings over the recovery period. All costs associated with
Hines Unit 2, including those described in this section, are subject to Commission
review for prudence and reasonableness as a condition for recovery through the
fuel cost recovery clause. The investment for Hines Unit 2 upon which a return is
recovered under this section will be excluded from rate base for surveillance
reporting purposes during the recovery period.

This recommendation addresses the issues raised in PEF’s petition concerning the base
rate increase associated with the revenue requirements for Hines Unit 2, Hines Unit 4, and the
related transmission facilities. The Commission has jurisdiction over this matter pursuant to
Sections 366.05 and 366.06, Florida Statutes.

30Order No. PSC-02-0655-AS-El, issued May 14, 2002, in Docket No. 000824-EI, In re: Review of Florida Power

Corporation’s earnings, including effects of proposed acquisition of Florida Power Corporation by Carolina Power
& Light, and in Docket No. 020001-El, In re: Fuel and purchased power cost recovery clause with generating

performance incentive factor.
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Discussion of Issues

Issue 1: What is the appropriate jurisdictional revenue requirement to be included in base rates
for Hines Unit 2?

Recommendation: The appropriate jurisdictional base rate revenue requirement for Hines Unit
2 is $36,339,546. (Slemkewicz, Springer)

Staff Analysis: Per Paragraph 9. of the stipulation approved in Order No. PSC-02-0655-AS-EL*
PEF was authorized to recover the Hines Unit 2 return on average investment and straight-line
depreciation expense through the fuel cost recovery factor until December 31, 2005. The amount
of the recovery was limited to the unit’s cumulative fuel savings over the recovery period.
Subsequently, Order No. PSC-05-0945-S-EI° approved Paragraph 12.b. of another stipulation
that extended the fuel clause recovery of the investment and depreciation until the commercial
in-service date of Hines Unit 4. PEF currently anticipates that Hines Unit 4 will begin
commercial operations on December 1, 2007. At that time, PEF’s base rates would be increased
to recover the Hines Unit 2 2006 full revenue requirements, excluding the unit’s non-fuel O&M
expenses already being recovered in base rates. PEF would then cease making any further
charges to the fuel clause for the recovery of the Hines Unit 2 investment and depreciation.

In Exhibit JP-1 (Attachment A) of PEF’s filing, the Company provided a calculation of
the 2006 revenue requirements for Hines Unit 2. Based on the methodology approved in
Paragraph 12.b., the 2006 revenue requirements were calculated to be $38,760,942 on a system
basis. After applying a production base separation factor® of 93.753 percent to the system
amount, the jurisdictional portion of the 2006 Hines Unit 2 revenue requirements is $36,339,546.
Staff has reviewed this calculation and it appears to be consistent with the applicable provisions
of the stipulations.

Staff recommends that the appropriate jurisdictional base rate revenue requirement for
Hines Unit 2 is $36,339,546, as calculated in Exhibit JP-1.

“Order No. PSC-02-0655-AS-EI, issued May 14, 2002, in Docket No. 000824-EI, In re: Review of Florida Power
Corporation’s earnings, including effects of proposed acquisition of Florida Power Corporation by Carolina Power
& Light, and in Docket No. 020001-EI, In re: Fuel and purchased power cost recovery clause with generating
performance incentive factor.

>Order No. PSC-05-0945-S-El, issued September 28, 2005, in Docket No. 050078-EI, In re: Petition for rate
increase by Progress Energy Florida, Inc.

SCost of service factor for allocating base production facilities between the retail and wholesale jurisdictions.
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Issue 2: Should the Commission approve PEF’s proposal not to revise its 2007 fuel cost
recovery factors after the Hines Unit 2 revenue requirements have been transferred to base rates?

Recommendation: Yes. The Commission should approve PEF’s proposal not to revise its 2007
fuel cost recovery factors after the Hines Unit 2 revenue requirements have been transferred to
base rates. Any fuel revenue over or under recovery due to the continued recovery of Hines Unit
2 revenue in the fuel clause for December 2007 will be reflected in the prior period true up as
part of the calculation of 2008 fuel cost recovery factors. (Lester)

Staff Analysis: PEF proposes to transfer the 2006 revenue requirements associated with Hines
Unit 2 from the fuel clause to base rates in December 2007. The total revenue requirement
associated with Hines Unit 2 is $36.3 million and consists of depreciation expense and return on
investment. The table below summarizes PEF’s calculation of the levelized fuel factor for 2007
with and without the Hines Unit 2 revenue requirements. The detailed calculation is provided on
Exhibit JP-2.

LEVELIZED FUEL FACTOR EFFECT
CENTS/KWH
Current 2007 Levelized Fuel Cost 5.132
Recovery Factor
2007 Factor Without the Hines Unit 2 5.045
Revenue Requirements
Difference 0.087

PEF proposes that it not change fuel factors at the same time that base rates change.
Instead, PEF proposes to recognize the effect of the removal of Hines Unit 2 revenue
requirements from the fuel clause in its calculation of the 2008 fuel factors. Base rates will
change with the first billing cycle after December 1, 2007, and fuel factors for 2008 will become
effective for the first billing cycle of January 2008. PEF proposes that any fuel revenue over or
under recovery due to the continued recovery of Hines Unit 2 revenue in the fuel clause for
December 2007 will be reflected in the prior period true-up as part of the calculation of 2008 fuel
cost recovery factors. PEF will apply interest to the true-up amounts.

Staff notes that PEF’s proposed treatment of the effect on fuel factors can be verified in
the upcoming fuel clause proceeding, at which the Commission will establish the 2008 factors.
Further, staff will audit the actual true-up for 2007 in 2008. Staff believes PEF’s proposed
methodology is appropriate.
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Issue 3: Should PEF be allowed to recover the costs in excess of the need determination for
Hines Unit 4 and the related transmission facilities?

Recommendation: Yes. PEF should be allowed to recover the $41 million of costs in excess of
the need determination for Hines Unit 4 and the related transmission facilities. (Sickel)

Staff Analysis: Pursuant to Paragraph 12.a. of the stipulation approved in Order No. PSC-05-
0945-S-EI,7 PEF was authorized to increase its base rates to recover the installed cost of Hines
Unit 4 and the unit’s non-fuel operating expenses beginning on the unit’s commercial in-service
date. The amount of the installed cost to be recovered was limited by Rule 25-22.082(15),
Florida Administrative Cost, as follows:

If the public utility selects a self-build option, costs in addition to those identified
in the need determination proceeding shall not be recoverable unless the utility
can demonstrate that such costs were prudently incurred and due to extraordinary
circumstance.

PEF alleges that the final total cost for Hines Unit 4 will be about $41 million more than
the estimated cost of $286.1 million that was authorized by Order No. PSC-04-1168-FOF-EL®
PEF currently estimates that costs for the generating plant have increased by $18.5 million and
that transmission costs have increased by $22.5 million.

The reported increase in the cost for the Hines Unit 4 power plant is attributed to several
developments. The first change was an increase of $13 million in the fixed price for the
engineering and procurement contract. The need determination for Hines Unit 4 was filed in
early August 2004, just prior to the hurricane events of that year. By the time the contract was
signed on December 14, 2004, both material and labor costs reflected the impact of the storms on
market-based prices. The reported increase appears reasonable, recognizing the impact of events
of the time.

PEF was able to mitigate some of the increase in the contract cost by purchasing
equipment on the secondary market and by cost-effective management of direct owner costs.
The reported changes in costs and pricing appear reasonable, resulting from necessary work and
prudent management practices. At present, PEF estimates that the actual increase in costs for the
power plant amounts to $4.8 million.

The estimated AFUDC charges have increased by approximately $13.7 million since the
need was granted. A part of that increase is due to expenditures incurred earlier than originally
planned in order to secure purchase of major equipment items while they were available on the
secondary market. Also, the AFUDC rate was increased in the Stipulation previously cited. The
total increase of $18.5 million results from the power plant costs and additional AFUDC costs
that PEF has explained.

"Order No. PSC-05-0945-S-EI, issued September 28, 2005, in Docket No. 050078-EI, In re: Petition for rate
increase by Progress Energy Florida, Inc.

80rder No. PSC-04-1168-FOF-EI, issued November 23, 2004, in Docket No. 040817-EI, In re: Petition for
determination of need for Hines 4 power plant in Polk County by Progress Energy Florida, Inc.
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Within the planning for Hines Unit 4, PEF performed transmission planning analyses
consistent with utility industry practice and reliability requirements. Transmission system and
facility modifications required for the addition of Hines Unit 4 included three projects:

(1) Expansion of the Hines Energy Center substation;

(2) A 230 kV interconnection between the new Hines Unit 4 generator and the West Lake
Wales substation; and

(3) Replacement of 16 circuit breakers to accommodate increased fault current.

After approval was granted for Hines Unit 4, and during the construction of the 230 kV
transmission interconnection between the Hines Unit 4 generator and the West Lake Wales
substation, plans and costs changed because of environmental requirements, property valuation,
material costs, and labor costs. These changes in circumstances, and their impacts on the Hines
Unit 4 project, are briefly discussed below.

Environmental issues developed with regard to plans for the needed 230 kV transmission
installation across the Peace River. The utility anticipated a route adjacent to an existing
roadway and bridge, based on the concept that a transmission line would add little to the impact
of the structures and usage already present at the site. After the authorization of need was
granted by the Commission, the Florida Department of Environmental Protection became
involved in the process of making detailed wetland and engineering evaluations. Revisions to
planning were required in order to provide towers of sufficient height to span the Peace River
areas, including the sag required for such a span. As a result, the transmission structures are 295
feet in height, rather than the 185 foot high structures that had been originally included in the
planning. Increased costs associated with the river crossing are reported to be $1.3 million.

Based on previous projects, PEF estimated that eminent domain proceedings would be
necessary in 5 — 10 percent of the easements needed. Between the time of the original estimate
and the initial efforts to acquire rights of easement, developers moved into the area. Many
owners demanded eminent domain proceedings, and property valuations were changed from
agricultural to residential or commercial. Ultimately, 35 percent of the acquisitions required
eminent domain proceedings and increased costs were about $4 million.

In addition, the transmission cost estimates made for the need determination were based
on easement agreements that had been traditionally used. The orange trees that were typical in
the area of the proposed route were not assessed to be a risk to the utility's operations. Following
the "Northeast Blackout" of 2003, issues relating to tree management became a subject of
increased regulatory focus by NERC.” To meet the increased reliability requirements imposed
nationwide, PEF revised the easement agreements used by the utility. The owner of land crossed
by an easement is required to give the utility full discretion regarding any question of tree
removal. PEF reports that 32 parcels were affected by these changes in the agreement, resulting
in $1 million in increased costs.

'NERC - North American Electric Reliability Corporation is certified by the Federal Energy Regulatory
Commission as the national electric reliability organization.
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The costs of transmission structures increased by about $3 million to provide seven more
poles than originally estimated, and because the weight per pole had been underestimated.
Increased material costs for steel and raw aluminum for the conductor resulted in $3.9 million in
additional costs. An increase of about $9.5 million is attributed to labor costs included in
electrical construction, foundation construction, road construction, and land clearing.

PEF alleges that the increase of $18.5 million for construction of Hines Unit 4 and $22.5
million for providing the required transmission facilities are the result of events commonly
known now but unforeseen when costs were estimated for purposes of the need determination.
Staff is in agreement that the developments described could not have been predicted by August
2004, when the need was filed, and that the resulting impacts could not have been forecasted.
Staff recommends that the additional costs that have been described are necessary in the
construction associated with the Hines Unit 4 project, and that they are in addition to reasonable
estimates that could have been made when the determination of need was granted. Therefore,
staff recommends that such costs may be included in the recovery provided for the investment
made in the construction of Hines Unit 4.
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Issue 4: What is the appropriate jurisdictional revenue requirement to be included in base rates
for Hines Unit 4 and the related transmission facilities?

Recommendation: The appropriate jurisdictional base rate revenue requirement is $52,354,000
for Hines Unit 4 and the related transmission facilities. (Slemkewicz, Springer)

Staff Analysis: Pursuant to Paragraph 12.a. of the stipulation approved in Order No. PSC-05-
0945-S-EI,10 PEF was authorized to increase its base rates to recover the installed cost of Hines
Unit 4 and the unit’s non-fuel operating expenses beginning on the unit’s commercial in-service
date. The amount of the installed cost to be recovered was limited by Rule 25-22.082(15),
Florida Administrative Cost, as discussed in Issue 3.

In Exhibit JP-3 (Attachment B) of PEF’s filing, the Company provided a calculation of
the revenue requirement for Hines Unit 4 and the related transmission facilities. Based on the
methodology approved in Paragraph 12.a., the jurisdictional revenue requirement was calculated
to be a total of $52,354,000 ($58,127,000 system). Based on PEF’s calculation, the jurisdictional
revenue requirement for the unit is $45,460,000 ($48,530,000 system) and $6,900,000
($9,597,000 system) for the transmission facilities. Staff has reviewed this calculation and it
appears to be consistent with the applicable provisions of the stipulation.

During its review of Exhibit JP-3, staff noted that PEF utilized an incorrect net operating
income (NOI) multiplier in calculating the total revenue requirement and the transmission
facilities revenue requirement. Per Exhibit JP-7, the appropriate NOI multiplier is 1.6315. PEF
used an NOI multiplier of 1.6313 for calculating the total and the transmission facilities revenue
requirements. As a result, the transmission facilities jurisdictional revenue requirement was
understated by $1,000 and the total jurisdictional revenue requirement was understated by
$7,000. The total jurisdictional revenue requirement using the appropriate NOI multiplier is
$52,361,000 versus the $52,354,000 requested by PEF in its petition. The Hines Unit 4 revenue
requirement calculation is based on projected final costs for the project and projected O&M
expenses once the unit is in operation. In staff’s opinion, the $7,000 of additional revenue
requirement is insignificant and within an acceptable margin of error given the nature of the
projections. Therefore, no adjustment should be made to the $52,354,000 Hines Unit 4 revenue
requirement requested by PEF in its petition.

As discussed in Issue 3, staff is recommending that PEF be allowed to recover the Hines
Unit 4 and related transmission facilities cost overruns. No adjustment to the revenue
requirement calculation in Exhibit JP-3 is necessary. Therefore, staff recommends that the
appropriate jurisdictional base rate revenue requirement for Hines Unit 4 and the related
transmission facilities is $52,354,000 as calculated in Exhibit JP-3.

%0rder No. PSC-05-0945-S-EI, issued September 28, 2005, in Docket No. 050078-EI, In re: Petition for rate
increase by Progress Energy Florida, Inc.
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Issue 5: What are the appropriate revised base rates?

Recommendation: The appropriate base rates are shown on Attachment C. PEF should file, for
administrative approval, revised tariff sheets to reflect the Commission vote. (Draper)

Staff Analysis: As shown in Exhibit JP-4 of PEF’s filing, retail rates will increase 7.45 percent.
This percentage increase will be uniformly applied to PEF’s demand and energy charges
including its delivery voltage credits, demand credits, power factor adjustment, and premium
distribution service rates. Delivery voltage credits apply when a commercial customer takes
service under a delivery voltage above standard distribution secondary voltage (primary or
transmission delivery voltage) and receives a credit for the avoided transformer costs. Demand
credits apply to interruptible or curtailable customers who receive a credit for receiving non-firm
service. PEF states that total interruptible and curtailable credits paid to non-firm customers will
increase from $22.1 million to $23.7 million. The power factor adjustment applies to
commercial customers with a demand of 1,000 kw or more. Finally, the premium distribution
service is an optional service for customers who require additional reliability.

This increase will be partially offset by a decrease in the fuel cost recovery factor,
beginning in January 2008, due to the transfer of the Hines Unit 2 revenue requirements from the
fuel cost recovery clause to base rates. Under PEF's proposal, the 1,000 kwh residential bill
would increase in December 2007 from the current $110.34 to $113.14, by $2.80, or 2.5 percent.
In January 2008, PEF projects the 1,000 kwh residential bill to decrease to $108.07, due to a
reduction in its fuel and purchased power costs.

Attachment C shows the current base rates and the proposed base rates adjusted for the
increase due to including the revenue requirements for Hines Unit 2 and Unit 4. The current and
proposed base rates are shown in cents’kWh and $/kWh. PEF should file, for administrative
approval, revised tariff sheets to reflect the Commission’s vote. In the event the Commission
approves an alternate percentage increase to base rates, PEF shall file worksheets to show the
revised calculation for staff review.

-10 -
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Issue 6: What is the appropriate effective date for the revised base rates?

Recommendation: The revised base rates shall apply to electric usage occurring on and after
December 1, 2007. Starting with meter reading dates on or after December 1, 2007, PEF shall
prorate customers’ bills so that the current base rates apply to November 2007 usage and that the
revised base rates apply to December 2007 usage. In addition, starting with the first billing cycle
in November, PEF shall include bill inserts to notify its customers of the proposed base rate
increase. (Draper, Brown)

Staff Analysis: The stipulation states that beginning on the commercial in-service date of Hines
Unit 4, PEF will increase its base rates to recover the full revenue requirements of the installed
cost of Unit 4. The stipulation further provides that PEF will transfer the 2006 revenue
requirements associated with Hines Unit 2 from the fuel clause to base rates in December 2007.
PEF proposes to revise its bases rates beginning with the first billing cycle of December 2007
since the anticipated in-service date for Hines Unit 4 is December 1, 2007. Therefore, under
PEF’s proposal, customer usage during the month of November will be billed under the
increased base rates. For example, a customer whose meter is read on December 1, will be billed
for November usage under the increased base rates.

The PEF stipulation allows for the Hines Unit 2 revenue requirements to be included in
base rates on December 1, but staff does not believe the stipulation provides for November usage
to be billed under the higher base rates. Typically in base rate increases, the Commission
requires utilities to provide customers a 30-day notice to allow customers to adjust their usage in
light of the new rates. Therefore, staff recommends that beginning with meter readings on and
after December 1, PEF shall prorate customers’ bills so that the current base rates apply to
November 2007 usage and that the revised base rates apply to December 2007 usage.

The following example illustrates staff’s proposal. PEF shall assume a typical billing
month of 30 days. For a customer whose meter is read on December 1, PEF shall bill 29 days of
usage under the current base rates, and 1 day of usage under the revised base rates. The
proration factor for a December 1 meter reading date is 0.97 (29/30). PEF shall then multiply the
proration factor to the customer’s total usage for the billing period to determine usage for
November to be billed under the current rates and usage for December to be billed under the
revised rates. For a customer whose meter is read on December 15, PEF shall bill 15 days of
usage under the current base rates, and 15 days of usage under the revised base rates. The
proration factor for a December 15 meter reading date is 0.5 (15/30).

Beginning with the first billing cycle in November, PEF shall include bill inserts in
customer bills notifying customers of the proposed base rate increase. For residential customers,
PEF shall also state the impact on the 1,000 kwh residential bill. PEF shall provide staff a copy
of the bill insert for staff review.

The language in this stipulation differs from the language approved in the FPL rate case
stipulation,'' which provided for an adjustment of base rates following the commercial in-service

"0rder No. PSC-05-0902-S-EL issued on September 14, 2005, in Docket No. 050045-EI and 050188-EI, In re:
Petition for rate increase by Florida Power & Light Company.
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date of Turkey Point Unit 5. The FPL stipulation states that “FPL will begin applying the
incremental base rate charges required by this Stipulation and Settlement to meter readings
made on and after the commercial in service date of such power plant” (emphasis added). The
PEF stipulation does not include this clear language that the increased base rates shall apply to
meter readings made on and after the commercial in-service date of Hines Unit 4.

-12 -
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Issue 7: Should this docket be closed?

Recommendation: Yes. If the Commission approves PEF’s petition and no protest is filed
within 21 days of the issuance of the order, this docket should be closed upon the issuance of a
consummating order. If a protest is timely filed, the revised rates should remain in effect, with
revenues held subject to refund pending resolution of the protest. (Brown)

Staff Analysis: If the Commission approves PEF’s petition and no protest is filed within 21
days of the issuance of the order, this docket should be closed upon the issuance of a
consummating order. If a protest is timely filed, the revised rates should remain in effect, with
revenues held subject to refund pending resolution of the protest.

- 13 -



