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FINAL ORDER DENYING RATE INCREASE
BY THE COMMISSION:

BACKGROUND

This proceeding commenced on March 20, 2009, with the filing of a petition for a
permanent rate increase by Progress Energy Florida, Inc. (PEF or Company). The Company is
engaged in business as a public utility providing electric service as defined in Section 366.02,
Florida Statutes (F.S.), and is subject to the jurisdiction of this Commission. PEF’s service area
comprises approximately 20,000 square miles in 35 of Florida’s counties. PEF serves more than
1.6 million retail customers,

PEF requested an increase in its retail rates and charges to generate $499,997,000 in
additional gross annual revenues. This increase would allow the Company to earn an overall rate
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of return of 9.21 percent or a 12.54 percent return on equity (range 11.54 percent to 13.54
percent). The Company based its request on a projected test year ending December 31, 2010.
PEF stated that this test year is the appropriate period to be utilized because it represents the
conditions to be faced by the Company, and is representative of the customer base, investment
requirements, and overall cost of service to be realized for the period when the new rates will be
in effect.

PEF also requested an interim rate increase in its retail rates and charges to generate
$13,078,000 in additional gross annual revenues. This increase would allow the Company to
earn an overall rate of return of 7.84 percent or a 10.00 percent return on equity. The Company
based its interim request on a historical test year ended December 31, 2008, Order No. PSC-09-
0413-PCO-E], issued June 10, 2009, in Docket No. 090079-EI, suspended the proposed final
rates and granted a4 $13,078,000 interim rate increase.

The Office of the Public Counsel (OPC),l the Office of the Attorney General (AG),2 the
Florida Industrial Power Users Group (FIPUG),’ the Florida Retail Federation (FRF),* the
Florida Association for Fairness in Rate Making (AFFIRM),” the Navy (NAVY),® and White
Springs Agricultural Chemicals, Inc. d/b/a PCS Phosphate — White Springs (PCSY intervened in
this proceeding.

By Order No. }E"SC-O9~O415—PAA-EI,8 issued June 12, 2009, Docket No. 090144-E] was
consolidated with Docket No, 090079-El. In addition, Order No. PSC-09-0586-PCO-EL’ issued
August 31, 2009, consolidated Docket No. 090145-EI with Docket No. 090079-El.

Ten customer service hearings were held at the following locations and dates: Lake
Wales, July 7, 2009; New Port Richey, July 8, 2009; Live Oak, July 9, 2009; Lake Mary, July
15, 2009; St. Petersburg, July 16, 2009; Clearwater, July 16, 2009; Ocala, July 17, 2009; Citrus
County, July 17, 2009; Apalachicola, July 30, 2009; and Tallahassee, September 21, 2009. The
Technical Hearing was held in Tallahassee on September 21-25, 28-30, 2009 and October 1,
2009.

On October 2, 2009, Governor Charlie Crist sent a letter requesting that we postpone our
decision on the rate increase until the two newly appointed Commissioners took office. All
parties were invited to brief this Commission on the topics of whether we could postpone the

! Order No, PSC-09-0105-PCO-E], issued February 23, 2009,

? Order No. PSC-09-0122-PCO-E], issued March 2, 2009,

? Order No. PSC-09-0198-PCO-EI, issued April 1, 2009.

* Order No. PSC-09-0199-PCO-E], issued April 1, 2009,

* Order No. PSC-09-0579-PCO-E], issued August 27, 2009,

¢ Order No. PSC-09-0399-PCO-E], issued June 6, 2009,

7 Order No. PSC-09-0200-PCO-E}, issued April 1, 2009.

 Order No. PSC-09-0415-PAA-EI, issued June 12, 2009, in Docket No. 090144-El, In re: Petition for limited
proceeding to include Bartow repowering project in base rates, by Progress Energy Florida, Inc.

* Order No. PSC-09-0586-PCO-E), issued August 31, 2009, in Docket No. 090145-E1, In re; Petition for expedited
approval of the deferral of pension expenses, authorization to charge storm hardening expenses to the storm damage
reserve, and vanance from or waiver of Rule 25-6.0143(1)¢), {d), and (D), F.A.C.. by Progress Energy Florida, Inc.
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decision on the rate case, and whether PEF could implement rates, subject to refund. Order No.
PSC-09-0753-PCO-E], 1ssued November 16, 2009, in this docket, recognized that PEF could
increase its rates on January 1, 2010, subject to refund. However, we requested and directed PEF
to do everything that it could to minimize any potential impact on ratepayers in the short-term.

In response to our request, PEF filed a Motion for Expedited Approval of a Regulatory
Asset or Liability as an Alternative to Implementing Rates Subject to Refund Pursuant to Section
366.06(3), F.S., (Motion) on November 2, 2009. OPC filed a response to PEF’s Motion on
November 9, 2009. By Order No. PSC-09-0819-PCO-E], issued December 14, 2009, we
approved PEF’s request for approval of a regulatory asset or liability. This order addresses
PEF’s requested permanent rate increase. We have jurisdiction pursuant to Sections 366.041,
366.06, 366.07, and 366.071, F.S.

DECISION

L APPROVED STIPULATIONS

We have previously approved several stipulated issues. The stipulated issues are
reflected below, as well as in a consolidated list attached hereto as Appendix 1.

IL. TEST PERIOD AND FORECASTING

A. Test Period
We find that the twelve months ended December 31, 2010 is the appropriate test year.

B. Approprate Inflation, Customer Growth and Other Trend Factors

We find that the appropriate inflation, customer growth and other trend factors for use in
forecasting are those included in the MFRs, as filed.

C. Forecasts of Customer Growth

We find that PEF’s forecasts of customer growth, KWH by revenue class, and system
KW for the projected test year are appropriate.

D. PEF’s Billing Determinants

We find that PEF’s forecasts of billing determinants by rate class for the projected test
year are appropriate.

I QUALITY OF SERVICE

PEF’s distribution system delivers power to approximately 1.6 million customers across a
service area that is over 20,000 square miles. The system includes 18,000 circuit miles of
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overhead primary voltage distribution conductors, approximately 13,000 miles of underground
primary voltage distribution cable, distribution substations and related poles, transformers,
cables, wires, and other material and equipment ranging from bucket trucks to pickup trucks.

The quality and reliability of the electric service provided by a utility 1s objectively
measured through the use of electric industry reliability indices and the number and types of
customer complaints. We have established specific requirements and reliability indices for both
the transmission and distribution system of a utility (found within Rule 25-6.0455, F.A.C.). The
reliability indices track the duration and frequency of power interruptions and are typically
examined at a system level. System Average Interruption Duration Index (SAIDI), System
Average Interruption Frequency Index (SAIFI), and Customer Average Interruption Duration
Index (CAIDI) are thc most common indices, and are measures of unreliability such that as the
indices increase, reliability becomes increasingly worse. All of the indices provide information
about average system performance over a specific time period and that it is best to cxamine the
current results of a single utility and to make a determination as to whether the trend of the
current and past results are improving or worsening. However, using averages as the sole basis
for decision making can mask the interruption for a specific customer. In determining the
reliability and adequacy of PEF’s electric service, staff notes that PEF’s service territory covers
approximately 20,000 square miles and that the utility serves over 1.6 million customers.
Therefore, an individual customer’s outage experience is averaged within the system indices.

Service Hearings and Complaints

The AG approached the determination of PEF’s service quality and reliability from the
single dimension of customer satistaction/complaints, whereas FRF included objective
measurements of system secrvice reliability and customer satisfaction. Both parties argued that
the J.D. Power and Associates Report for customer satisfaction indicated that PEF had a rating of
619, whereas Progress Energy Carolinas had a rating of 657 and that the relative position of PEF
below Progress Energy Carolinas is significant. We find it extremely difficult to compare
utilities in two different states and believe that the numbers serve to merely rank the companies
among other utilitics regarding customer satisfaction and that no determination was made as to
whether the scrvice rchability was adequate. Witness Dolan testified that PEF was in the first or
second quartile of residential customer satisfaction for the past six years according to the J.D.
Power and Associates Report. FRF does conclude that the objective measurements of service
reliability indicate that PEF is providing adequate service reliability.

The AG argued that customers should not have to come to a public service hearing to
have their complaints heard. Approximately 300 customers expressed their displeasure with
either PEF’s requested rate increase or problems with PEF’s electric service. The electric service
related problems involved 18 customers. We agree with the AG to the extent that customers
should not have to appear at a public service hearing to have their complaints heard. The typical
customer complaint is either handled directly by PEF and its customer service agents or as staff
witness Hicks testified by this Commission’s Bureau of Consumer Assistance. The function of
the Bureau of Consumer Assistance is to resolve disputes between regulated companies and its
customers. In her testimony, witness Hicks identified several programs for complaint resolution
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other than PEF’s service hearings. These included the Commission’s Transfer-Connect (Warm
Transfer) System and the Consumer Activity Tracking System that logs and tracks the
customer’s complaint until it is resolved. The Transfer Connect system allows the Commission
to put the customer in immediate contact with the Utility’s customer service personnel. In
response to the service hearings, PEF filed a Customer Service Hearing Report to document the
corrective actions taken.

PEF witness Joyner explained several customer service complaints from PEF’s service
hearings and in reference to the Clearwater Service Hearing, he stated that PEF met with the
individual experiencing surge related i1ssues and offered to change out his service drop. Witness
Joyner also stated that in the Lake Mary Service Hearing a customer alleged that a computer was
damaged by PEF because of momentary interruptions. The investigation revealed that the
customer was participating in PEF’s Meter Base Protection (MBP) program and that the
customer had a large scale suppression device on the meter base, but that the small appliance
(computer) did not have an individual surge suppressor. The meter base protection mitigates
power surges of a large scale; however, individual suppressors are still recommended for those
high voltage spikes that on occasion make it through the meter base protector. We note that
there is a difference between power surges which may occur due to lightning strikes and
momentary interruptions. The momentary interruptions are typically caused by tree branches
striking the line, an animal contacting a live circuit, equipment failure, or an automobile hitting a
pole. Power surges cause an increase in voltage whereas a momentary interruption causes a loss
of power. In this complaint and for every complaint, witness Joyner testified there are direct
standards in which PEF will be held accountable for a claim. He also stated the investigation is
the actual determinate of the claim and not whether the customer had two levels of surge
suppression. The AG argued that two of PEF’s witnesses testified to different procedures for
processing a claim. Staff agrees that there are different procedures, one for processing claims
made to PEF for customers that are participants in the MBP program and customers that are
filing a claim. However, as witnesses Dolan and Joyner testified, the claim investigation is the
ultimate determinate as to whether PEF will pay a claim.

Additional service issues included outages purported to be caused by the lack of tree
trimming. Witness Joyner stated that there were cases where PEF had scheduled tree trimming
based upon its cyclic schedule for vegetation management and that in several cases the tree
trimming was scheduled for the first half of 2010. PEF indicated that all of the service related
problems identified at the customer service hearings were corrected by PEF.

Staff witness Hicks provided Exhibits 206 and 207 concerning customer complaints
reported to this Commission for a two year period from July 1, 2007 to June 30, 2009. She
stated that 4,386 of the 5,611 complaints were warm-transferred directly to PEF for resolution
via the Commission’s Transfer Connect Program. Approximately 37 percent or 2,052 of the
total complaints were service quality issues. An analysis of the PEF’s service reliability
complaints in Appendix B of the Commission’s annual report “Review of Florida’s Investor-
Owned Electric Utilities’ Service Reliability in 2007” indicates that the service reliability
complaints since 2004 are trending downward. The service reliability complaints were
categorized and included service interruptions, quality of service, repair, safety, and trees.
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We do not discount the importance of each customer comment and problem expressed at
the service hearings or recorded in the docket file; however, the overall number of service
reliability related complaints has decreased since 2004. We believe the customer complaints are
reflected in the reliability indices known as SAIDI, SAIFI and CAIDI recorded in PEF’s
distribution system. The electric utility indices described below are required by Rule 25-6.0455,
F.A.C., and include a trend analysis for a five year period from 2004 through 2008.

Reliability Indices

The electrical system reliability indices are identified by acronyms and each is the result
of a mathematical computation. PEF presented indices for both the transmission system and the
distribution system. The transmission system was evaluated using several indices. First, the
Circuit System Average [nterruption Duration Index or Circuit-SAIDI tracks the average
duration of a transmission system outage. Second, the System Average Interruption Frequency
Index or SATFI tracks the average frequency (number) of transmission caused outages. Third,
the System Average Interruption Frequency Index for Momentary interruptions or SAIFI-M
tracks the average frequency of transmission caused outages of less than a minute. Finally, the
System Average Restoration Index or SARI, tracks the time required to re-energize the circuits
following an outage. No party disputed witness Oliver’s testimony that PEF’s transmission
system reliability indices had across the board improvements for the five year period beginning
in 2003 and concluding in 2007.

Witness Joyner provided the indices that were used to evaluate the distribution system:
SAIDI, the System Average Interruption Duration Index is calculated by dividing the customer
minutes of interruption (CMI) by the number of customers (C) served by the system (SAIDI =
CMI + C). SAIFI, the System Average Interruption Frequency Index is calculated by dividing
the number of service interruptions (CI) by the number of customers (C) served (SAIF1 = CI +
C). CAIDI is the last index and it is known as the Customer Average Interruption Duration
Index. CAIDI is calculated by dividing the total system customer minutes of interruption (CMI)
by the number of interrupted customers (CI), (CAIDI = CMI + CI).

PEF witness Joyner identified two additional programs, Customer Reliability Excellence
Monitor (CREM) and Commitment to Excellence (CTE) that are utilized by the utility in
determining electric reliability. The CREM program appears to be more customer oriented than
the Comumission’s reporting requirements in that CREM tracks service interruptions for
customers that experience more than four momentary interruptions on a yearly basis; whereas,
the Commission requires that the IOUs report customer interruptions that are greater than five
momentary interruptions. For those customers experiencing multiple momentary interruptions,
triggering reporting on four interruptions versus five allows the Company to assess the impact of
momentary interruptions sooner in order to maintain the overall system reliability.

PEF also utilizes goal setting for one of its distribution reliability indices. PEF set the
SAID] goal for the distribution system to 80 minutes in order to ensure that PEF is providing
reliable distribution service. We believe this is a noteworthy approach and that goal setting
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appears to benefit PEF’s customers by maintaining the SAIDI below 80 minutes for the past five
years as seen in Figure | below.

SAIDI--System Average Interuption Duration index
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Figure 1 illustrates the average length of time, in minutes, for an outage or interruption on
PEF’s distribution system. For example, in 2004, when an outage on the system occurred, the
outage would last an average of 77 minutes. The years 2005 through 2008 are also between 74
and 78 minutes. Plotting a linear trend line from the data indicates the SAIDI trend is relatively
flat across the 76 minute axis. We conclude that when an outage occurs on PEF’s distribution
system, the length of time for the outage has remained fairly stable over the last five years. This
1s indicated by the trend line along the 76 minute axis.

The average number of interruptions on the distribution system is graphically illustrated
in Figure 2. The SAIFI index is relatively flat and is trending downward for the last five years.
The numbers of interruptions a customer experiences, on average, has steadily decreased from
1.19 interruptions in 2004 to 1.05 in 2008,
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A graphical analysis of CAIDI, shown in Figure 3, indicates that the duration of a
customer’s average interruption has incrcased from a tow of 65 minutes in 2004 to a high of 72
minutes in 2008. The CAIDI index is slightly increasing for the last five years; however, in 2006
and 2007 it remained unchanged. Siaff also examined the data found in the “Review of Flonda’s
Investor-Owned Electric Utilities’ Service Reliability in 2007.” Plotting a CAIDI trend line for
the period of 1997 through 2008 indicates that CAIDI is trending downward. The 1997 CAIDI
was reported as 75, in 2008 the CAIDI was reported as 72 and the highest CAIDI reported
between 1997 and 2008 was recorded in the year 2000 which was 75.4 minutes. We believe that
examining a broad range of ycars (5 to 10) is appropriate when trying to assess an clectric
utility’s system reliability. The determination of the adequacy of PEF’s service quality and
reliability involves more than a single dimension or index. All of the indices for the distribution
system and the transmission system coupled with PEF’s customer service complaints indicate the
adequacy of PEF’s service quality and reliability.
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Conclusion

Based upon the analysis of customer complaints, the objective measurements of the
System Average Interruption Duration Index (SAIDI), the System Average Interruption
Frequency Index (SAIFI), the Customer Average Interruption Duration Index (CAIDI) relating
to PEF’s distribution system, and the four indices for the transmission system that include
Circuit-SAIDI, Transmission-SAIFI, Momentary interruptions or SAIFI-M, and the System
Average Restoration Index (SARI), we find that the quality and reliability of the electric service
provided by PEF is adequate.

IV.  DEPRECIATION STUDY

A. Depreciation Rates, Cost Recovery Schedules, and Amortization Schedules

We find that the current-approved depreciation rates, capital recovery schedules, and
amortization schedules should be revised. The parties’ positions on how they should be revised
are set forth in subsequent issues.

B. Capital Recovery Schedules

Under the capital recovery schedule mechanism, the investment and associated reserve of
installations facing near-term retirement are separated out as sub-accounts, and the unrecovered
net amounts are amortized over the period of their remaining service to the public. The
mechanism has been in our depreciation rules, and has been our standard practice for over 20
years. PEF witness Robinson asserted that capital recovery schedules are not needed; remaining
life will provide full recovery. We agree that remaining life will provide recovery over the
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remaining life of the given account or the given group of assets. However, to the extent a
company’s planning changes, so should the remaining period of recovery.

The purpose of depreciation is to match expenses to the period the assets associated with
those expenses are providing service to the public. Under group depreciation, it is recognized
that some assets within the group will experience a life shorter than the average while others will
experience a life longer than the average. However, if there is a group of assets planned for near-
term retirement that now have a significantly shorter hfe than the overall group life, the
associated investments should be withdrawn from the group and recovered over their expected
life as provided by our rules.

The record in this proceeding shows that the remaining life mechanism is designed to
recover the net investment over the remaining life of the group or account. We believe that
recovery over the remaining period of service is in fact the remaining life methodology. This is
the principle of matching expenses to consumption. [f assets retire earlier than the average life
of the group without recovery afforded, a negative reserve component is created. The negative
reserve component translates into a positive rate base element. From the Company’s standpoint,
it will continue to earn a return on this non-existent plant over the life of the group. From the
ratepayers’ standpoint, they will continue paying for plant no longer providing service until the
situation is corrected. Negative reserve amounts are non-life related net investments that the
Commission has historically corrected as fast as practicable to remedy the existing
intergenerational inequity.'®

Utilities are required by Rule 25-6.0436, F.A.C, to file a depreciation study at least once
every four years from the date of the last filed study. Because of rate case settlements in 2002
and 2005, the last depreciation study for PEF (then Florida Power Corporation, FPC) that
underwent our review was in 1997. In that case, the Company itself proposed capital recovery
schedules, clearly recognizing the advantage of our provided mechanism. In FPC’s 1997
depreciation study,'' revised depreciation rates and recovery/amortization schedules were
approved for FPC, with an effective date of January 1, 1998. The Company’s proposed recovery
schedule concerning the net unrecovered assets of the Suwannee River Steam Production units
was approved. In this instance, a four-year amortization, representing the time period between
depreciation studies, was approved, even though Company planning indicated continued
operation through 1999, Two additional recovery schedules were approved and related to the
recovery of assets that were not viable for reuse with the repowering of the Higgins and Turner

'" Order No. PSC-09-0229-PAA-GU, issued April 13, 2009, in Docket No. 080548-GU, In Re: 2008 depreciation
study by Florida Public Utilities Company, p. 3; Order No. PSC-03-0260-PAA-GU, issued February 24, 2003, in
Docket No. 010906-GU, In re: Request for approval of depreciation study for five-year period 1996 through 2000
by Sebring Gas System, Inc., p. 3; Order No. PSC-02-1492-PAA-GU, issued October 31, 2002, in Docket No.
010383-GUJ, Inre. Application for approval of new depreciation rates by Tampa electric Company d/b/a Peoples
Gas System, p. 3; Order No. PSC-01-2270-PAA-EI, issued November 19, 2001, in Docket No. 010669-E1, In re:
Request for approval of implementation date of January 1, 2002, for new depreciation rates for Marianna Electric
Division by Florida Public Utilities Company, p. 2.

"' Order No. PSC-98-1723-FOF-EI, issued December 18, 1998, in Docket No. 971570-EL, In re: 1997 Depreciation
Study for Florida Power Corporation. (FPC 1997 Depreciation Study).
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plants. The approved recovery period for these schedules represented the “remaining service
period of the related assets.”"?

In the instant case, PEF has not proposed any capital recovery schedules. In response to
discovery, PEF asserted that the Bartow Steam Units 1-3 are now planned for retirement in 2009
rather than 2016. PEF stated that it “is proposing updated Steam Production depreciation rates
which when adopted will effectively recover the remaining unrecovered net investment
associated with these retired assets over the useful life of the plants in the Steam Production
depreciation group.” Thus, PEF proposed that the recovery of the net investments no longer
providing service be over the remaining life of the all steam production plant, including the new
replacement plant. When our staff inquired through discovery about PEF’s planning for near-
term retirements in connection with major upgrades or overhauls, a satisfactory response was not
provided. PEF objected to the request and identified only upgrades taking place in 2010. We are
puzzled by PEF’s attitude concerning a mechanism that is intended to work in conjunction with
remaining life and ensure full recovery.

We note that Table SF-Future (Pro Forma) of PEF’s depreciation study shows several
accounts with estimated negative reserves as of December 31, 2009. According to PEF witness
Robinson, the negative reserve for Avon Park, Account 311, was an error and should be negative
$5,410,811. The negative reserve amounts for Bartow, Accounts 311, 312, 314, and 316, are due
to the unrecovered amounts at its 2009 retirement. Witness Robinson admits that these negative
reserve amounts are not associated with plant that is serving the public. These negative amounts
are associated with investments retired earlier than provided in the remaining life rate design.
These unrecovered amounts create positive rate base components, upon which the Company
continues to earn a return. Witness Robinson commented that the Bartow Steam unrecovered
amounts are being distributed to the other properties within the plant account and recovered over
the remaining life of the applicable group. This action was not specifically proposed or
discussed in the depreciation study. Witness Robinson’s proposal will ultimately recover the
negative reserve amounts, but that recovery will be over the remaining life of all accounts. We
believe that these unrecovered costs associated with the repowering of Bartow do not relate to
the peaking or new combined-cycle plants. In this case, these assets will be recovered after they
have been retired and are no longer serving the public. We believe that deferring recovery to the
future is not good depreciation practice and is tantamount to mortgaging the future. We believe
these net investments should be recovered as fast as practicable. As discussed in further detail
later in this order, we believe a portion of the reserve surplus existing in PEF’s production plants
can be used to fully recover these unrecovered costs associated with the retirement of the Avon
Park and Bartow steam plants.

Crystal River Units 4 and 5 (CR 4 & 5) are in the process of a major upgrade that will be
completed in 2010. The upgrade includes adding a flue gas desulfurization system and scrubber
at the units. As a result of the upgrade, PEF has identified investments of $21.2 million that will
retire in 2009. The reserve associated with these investments is $15.3 million, resulting in a net
unrecovered amount of $5.9 million as of December 31, 2009. We find that a portion of the

12 E-, p. 8.
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reserve surplus existing in the production accounts discussed later in this order shall be used to
recover the associated unrecovered costs relating to plant no longer providing service.

In response to discovery, PEF identified $15.2 million retiring associated with the steam
generator replacements at Crystal River Unit 3 (CR3) in 2009." The projected estimated reserve
at retirement is $12.6 million, not including removal costs. We believe the $2.6 million
unrecovered cost should be recovered ideally over the remaining period in service. In this case,
however, new depreciation rates are being prescribed effective January 1, 2010, after the
generator’s retirement. For this reason, this net unrecovered investment relates to plant no longer
in service. These unrecovered net investments should be recovered as fast as practicable as they
represent plant no longer in service and, like the Bartow retirements, result in a negative rate
base component. We find that a portion of the reserve surplus existing in the nuclear production
function shall be used to recover the associated retiring steam generator net investments.

PEF’s depreciation study also identified a negative reserve for Account 370, Meters, in
the amount of $11,443,192, and Account 396, Power Operated Equipment, in the amount of
$3,221,612. The negative reserve for Meters is the result of the Automatic Meter Reading
(AMR) upgrades that occurred in 2006. For Account 396, Power Operated Equipment, the
specific cause for the account’s negative reserve is not known and is not addressed in PEF’s
depreciation study. Nevertheless, both negative reserve amounts represent plant no longer
providing service to the public, and thus recovery through a capital recovery schedule is
necessary. Recovery of net investments such as these should be recovered as fast as practicable.
As discussed in further detail later in this order, we find the reserve surplus existing in other
distribution accounts can be used to fully recover this negative reserve.

The net unrecovered investments discussed above are associated with plant no longer
providing service. Under PEF’s proposal, these costs would be recovered over the remaining life
of the replacement plant, perhaps as long as 30 years. We believe that ratepayers should not
continue to bear the recovery of these costs of plant no longer in service while not receiving any
henefits. These costs should be recovered as fast as practicable.

We hereby approve capital recovery schedules to address the net unrecovered
investments associated with the retirement of the Avon Park and Bartow steam plants, the
upgrade at CR 4 & 5, and the CR 3 steam generator replacement. We also approve recovery
schedules to address the negative reserve amounts existing in Meters, Account 370, and Power
Operated Equipment, Account 396. We find that existing reserve surpluses in the production
plant and the distribution plant functions, as discussed below, can be used for the immediate
recovery of the Avon Park, Bartow, CR 4 & 5, CR 3, meter, and power operated equipment
unrecovered net investments, respectively.

" The new generators are similar in design to the original gencrators but are constructed with improved materials
that will eliminate known failure mechanisms and reduce critical outage impacts.
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C. Calculation of the Average Remaining Life

Testimony proffered by PEF and OPC discussed the determination of the remaining life.
No other party presented testimony particularly on point with regards to this issue. While the
parties disagreed with the assumptions and inputs to be used in the calculation of the remaining
life, their positions indicate that they agree that the calculation itself is correct. PEF’s
assumptions, including life spans, and inputs used in determining its proposed average remaining
lives are discussed later in this order. No party refuted PEF’s mathematical calculation of
remaining life. We reviewed PEF’s remaining life calculation in its depreciation study and find
that the calculation of the average remaining life is appropniate.

D. Life Spans for Coal Plants

Life spans are used in developing the average remaining lives of PEF’s production plants.
The life span of a given facility is the difference between the average in-service date and an
estimated date of retirement.

We note that the retirement date for Crystal River Units 1 and 2 (CR 1 & 2) is tied to the
commercial operation of Levy Unit 2, a PEF planned nuclear unit. For this reason, we find that
PEF’s retirement date for these units is reasonable to use in determination of the life and salvage
parameters for revised depreciation rates.

However, we find that PEF has not supported the life spans for CR 4 & 5 used in the
depreciation study. PEF witness Robinson was hired by the Company to perform its
depreciation study. While the witness was the sole sponsor of the study, he received additional
information from PEF operations personnel relative to plant operations, including the estimated
retirement date for each generating unit. Even so, we believe that PEF’s depreciation study and
its results rest with witness Robinson, PEF’s depreciation witness.

Witness Robinson agreed that life spans are important in developing depreciation rates.
The witness also acknowledged that PEF’s depreciation study did not include substantive
information on PEF’s generating unit life spans because they were provided by PEF. While the
witness could broadly explain how retirement dates are determined, he admitted that these were
developed by PEF. Witness Robinson stated that he did not review the life spans provided to
him because he was only tasked with performing the depreciation study using the information
provided to him. Therefore, we conclude that PEF’s depreciation study does not contain
persuasive supporting information with regards to its proposed life spans.

PEF witness Crisp provided the only support for PEF’s estimated retirement dates and
life spans. We observe that the claimed support consists of one page indicating the average in-
service date for each generating unit, along with the retirement date assumed in the 2005
depreciation study, the current projected retirement date for use in the instant study, and some
broad comments regarding PEF’s plant sites. For example, the retirement dates for CR 4 & 5
were extended 14 years, from 2021 until 2035. The extent of PEF’s comments for the estimated
retirement dates for the Crystal River coal units is “clean air legislation.”
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As acknowledged by witness Crisp, the specific information supporting PEF’s proposed
life spans was not specifically identifiable in Exhibit 216; it was embedded in the exhibit but not
disclosed discretely and separately. Witness Crisp explained that there are many factors that go
into the determination of life spans, including the cost-effectiveness of a given unit and where it
fits within certain external drivers, such as climate change, but acknowledged that none of this
specific information was discussed in his testimony or his offered support. Absent this
substantive information, we are unable to conclude whether or not PEF’s life spans are
appropriate.

Additionally, while witness Crisp stated that PEF’s service lives reflect the optimum time
based on its analyses, its Ten-Year Site Plan, and modeling studies, the witness acknowledged
that longer life spans as proposed by the intervenors were not considered in PEF’s analysis. We
observe that it is therefore unknown whether the intervenors’ proposed life spans would be
optimal for PEF’s ratepayers.

We believe that the criticisms PEF waged against the intervenors’ proposed life spans can
equally apply to PEF. Both OPC witness Pous and FIPUG witness Pollock asserted that based
on their review of PEF’s depreciation study, they found that the study did not contain specific
information with regards to 1) the condition of PEF’s generating facilities with respect to their
life spans, 2) PEF’s expertise in operating or maintaining its generating units, 3) substantiation
that PEF has unique load demands or how load demands impact the life spans, 4) updates,
changes and reconfigurations made at each plant and how each affects the operating
charactenistics of the generating units with respect to life spans, 5) how renewable energy
requirements may impact the life spans, and 6) the environmental risks PEF faces and how these
risks may impact the life spans of the generating facilities. We find that these omissions are
compelling, especially given that PEF witness Robinson acknowledged that the depreciation
study did not address or analyze such information. We note that PEF’s depreciation witness
admitted that he had no specific knowledge with regard to any of the items about which the
intervenors are criticized. We believe that if PEF had specific information supporting its life
spans, it should have provided it in the depreciation study. Rule 25-6.0436, F.A.C., requires that
a depreciation study include a justification for a company’s proposed depreciation parameters for
each study category. This justification includes such things as growth, company planning,
technology, physical conditions, and trends.

Based on the foregoing, we believe that PEF’s depreciation study is void of any
supporting information regarding the life spans for CR 4 & 5 used in the depreciation study.
Moreover, we agree that the supporting information provided in response to discovery consisted
of conclusory responses without any specific data or analysis to support the life spans. Further,
recognizing that PEF itself acknowledged that the actual service life or life span of a generating
unit is not actually known until it is retired, we agree with OPC and FIPUG that consideration of
life spans used by other electric companies is in order. We find it compelling that PEF did not
refute that other utilities use life spans for coal plants in the range of 55 to 65 years. In light of
the lack of persuasive PEF-specific information supporting its proposed life spans, we find that
OPC’s proposed life span of 60 years for CR 4 & 5 is reasonable to use in this proceeding for
determining appropriate life parameters for PEF’s coal plants.
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Conclusion

Accordingly, we find that a 54-year life span shall be used for CR | & 2 and a 60-year
life span shall be used for CR 4 & 5 for determining appropriate life parameters in this
proceeding.

E. Life Spans for Combined Cycle Plants

PEF witness Robinson testified that the estimated retirement dates and life spans for
PEF’s generating units were determined by the Company’s operating and planning management.
In the current depreciation study, PEF proposed a 29-year life span for Hines Unit 1, and a 30-
year life span for each of the other three combined cycle units at the Hines Energy Center and the
new Bartow unit planned for operation in 2009. For Tiger Bay, PEF proposed an estimated
retirement date of 2038 and 43-year life span, based in part on the CT rotor replacement that
occurred in 2008,

OPC witness Pous and FIPUG witness Pollock testified that PEF’s 30-year life span for
its combined cycle units is understated. Both witnesses contended that a life span of at least 35
years is more appropriate. Additionally, OPC witness Pous proposed that PEF should be
directed to perform a detailed analysis in its next depreciation study demonstrating why its
combined cycle generating facilities cannot be expected to operate for 35 years or longer.

FIPUG witness Pollock testified that the life span is the most important assumption in
determining appropriate depreciation rates, an assumption not addressed in PEF witness
Robinson’s depreciation study. Witness Pollock asserted that PEF has not justified its proposed
life spans. The witness also stated that PEF has not explained why its combined cycle units
cannot operate longer than 30 years, especially given that these units represent the most efficient
units on PEF’s system.

FIPUG witness Pollock supported his proposed life span by reference to combined cycle
life spans used by other utilities that ranged from 35 years to 60 years. Witness Pollock also
noted that this Commission approved depreciation rates for Gulf Power Company (Gulf) that
were based on a 34-year life span for Gulf's combined cycle units.'* Both OPC witness Pous
and FIPUG witness Pollock asserted that considering life spans approved in other states, as well
as the Florida example, demonstrated the unreasonableness of PEF’s proposed life spans.

PEF witnesses Robinson and Crisp responded to the recommendations of OPC witness
Pous and FIPUG witness Pollock. PEF witness Crisp criticized the OPC and FIPUG proposals,
although he had no direct role in preparing PEF’s depreciation study. The witness contended
that given the small differences between PEF’s proposed life spans and those recommended by
the intervenors, PEF’s life spans should be considered reasonable. Witness Crisp testified that he
provided witness Robinson with the “facility service lives of the power plants that were used in
the depreciation study.” Finally, the witness asserted that PEF’s estimated lives for its combined

" Order No. PSC-07-0012-PAA-E], issued January 2, 2007, in Docket No. 050381-El, In re: Depreciation and
dismantlement study at December 31, 2005, by Gulf Power Company, p. 2. (2005 Gulf Power Depreciation Order),
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cycle units are “based on PEI’s expertise and experience with the condition, operation, and
maintenance of these units to meet PEF’s load demands under the operational, environmental,
and regulatory conditions facing PEF.”

PEF witness Robinson testified that he discussed the service lives for PEF’s generating
facilities with the Company’s resource planning group and reviewed the materials they provided.
Witness Robinson stated that he visited representative generation plants “to observe field
operations and obtain local operating input.” The witness contended that OPC witness Pous and
FIPUG witness Pollock did not visit PEF’s generation facilities and did not consider the
operational, environmental, and regulatory conditions in which the Company operates. Witness
Robinson claimed that PEF’s determination of the retirement dates and service lives for its
generating facilities was based on its experience and judgment and was the product of an
ongoing, internal management resource planning process. Witness Robinson maintained that
there was no reason for him to substitute his judgment for PEF management as to the estimated
retirement dates. Witness Robinson also contended that we should not substitute PEF’s
judgment with those made by the intervenor witnesses based on anecdotal information and
generalizations.

Witness Crisp criticized the intervenor witnesses for using only information from other
areas around the country that do not correlate to PEF’s units and do not correlate to the climate,
do not correlate to the operating conditions, do not correlate to the load requirements and do not
correlate to the regulatory structure of Florida. The witness explained that PEF developed the
projected retirement dates for its generating units in the course of its regular planning process
that included 1) the specific current condition of each unit; 2) updates, changes, and
reconfigurations made at each plant that affect operating characteristics; 3) complexity of
operations and maintenance and longer term validity of the units; 4) subtropical operating
environment; and 5) bulk system operating requirements and demands place on the generating
plants. These decisions, asserted the witness, reflect PEF’s accumulated past and current
experience with operating its units under PEF’s operating, environmental, and regulatory
conditions to meet its load demands. The witness contended that neither OPC witness Pous nor
FIPUG witness Pollock has experience with the operations and system planning considerations
for PEF and has not visited any of PEF’s generating plants. In contrast, the witness asserted,
witness Robinson discussed the resource planning process and PEF’s “estimated service lives”
with PEF resource planning staff. Thus, witness Crisp concluded that there is no reason for the
intervenors’ judgment to be substituted for PEF’s judgment.

In its brief, FRF advocated a 40-year life span for PEF’s combined cycle units based on
the following reasoning:

e Several of PEF’s steam units and combustion turbines on its system have been in service for
more than 40 years, and all are projected to be in service longer than 40 years.

e PEF’s Ten-Year Site Plan indicated that its non-coal steam units have ages between 35 and
66 years, with the oldest units at the Suwannee station estimated to retire in 2015.
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¢ PEF’s simple cycle CT units are between nine years and 41 years of age, with the oldest units
being considered for retirement or cold standby status in 2016, at ages approaching 50 years.

FRF argued that if these older technology units have operated for more than 40 years, it then
follows that combined cycle units should experience life spans over 40 years. Additionally, FRF
pointed out that Gulf, in its 2009 Ten-Year Site Plan, indicated plans to construct and operate a
new combined cycle unit with an estimated 40-year life span.

FRF asserted in its brief that PEF’s argument that cycling a combined cycle unit shortens
its life span is meritless, as PEF witness Crisp testified that many of PEF’s generating units have
been used for cycling duty over their life spans. With respect to PEF’s argument that
environmental conditions may result in shorter life spans, FRF argued that this is contradicted by
the fact that PEF’s steam units at Bartow were over 50 years old when they were retired, and
simple cycle CTs that are 37 years old remain at Bartow. FRF argued that this evidence supports
a 40-year life span for PEF’s combined cycle plants.

As with PEF’s coal units previously addressed, we find that PEF has not supported the
life spans used in the depreciation study for its combined cycle units. PEF witness Robinson was
hired by the Company to perform its depreciation study. While the witness was the sole sponsor
of the study, he received additional information from PEF operations personnel relative to plant
operations, including the estimated retirement date for each generating unit. Even so, we believe
that PEF’s depreciation study and its results rest with witness Robinson, PEF’s depreciation
wiiness.

Witness Robinson agreed that life spans are important in developing depreciation rates.
The witness also acknowledged that PEF’s depreciation study did not include substantive
information on PEF’s generating unit life spans because they were provided by PEF. While the
witness could broadly explain how retirement dates are determined, he admitted that these were
developed by PEF. Witness Robinson stated that he did not review the life spans provided to
him because he was only tasked with performing the depreciation study using the information
provided to him. Therefore, we conclude that PEF’s depreciation study does not contain
supporting information with regards to its proposed life spans.

PEF witness Crisp provided the only support for PEF’s estimated retirement dates and
life spans. We observe that the claimed support consists of one page indicating the average in-
service date for each generating unit, along with the retirement date assumed in the 2005
depreciation study, and the current projected retirement date for use in the instant study.
However, as acknowledged by witness Crisp, the specific information supporting PEF’s
proposed life spans was not specifically identifiable in Exhibit 216; it was embedded in the
exhibit but not disclosed discretely and separately. Witness Crisp explained that there are many
factors that go into the determination of life spans, including the cost-effectiveness of a given
unit and where it fits within certain external drivers, such as climate change, but acknowledged
that none of this specific information was in his testimony or the support he offered. Without
substantive information supporting PEF’s life span determinations, we are unable to conclude
whether or not they are appropriate to use in the instant depreciation study.
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We believe that the criticisms PEF waged against the intervenors’ proposed life spans can
equally apply to PEF. Both OPC witness Pous and FIPUG witness Pollock stated that based on
their review of PEF’s depreciation study, they found that the study did not contain specific
information with regards to 1) the condition of PEF’s generating facilities with respect to their
life spans, 2) PEF’s expertise in operating or maintaining its generating units, 3) substantiation
that PEF has unique load demands or how load demands impact the life spans, 4) updates,
changes and reconfigurations made at each plant and how each affects the operating
characteristics of the generating units with respect to life spans, 5) how renewable energy
requirements may impact the life spans, and 6) the environmental risks PEF faces and how these
risks may impact the life spans of the generating facilities. We find that these omissions are
compelling, especially given that PEF witness Robinson acknowledged that the depreciation
study did not address or analyze such information. We note that PEF’s depreciation witness
admitted that he had no specific knowledge with regard to any of the items about which the
intervenors criticized. We find that if PEF had specific information supporting its life spans, it
should have provided it in the depreciation study. Rule 25-6.0436, F.A.C., requires that a
depreciation study include a justification for a company’s proposed depreciation parameters for
each study category. This justification includes such things as growth, company planning,
technology, physical conditions, and trends.

Based on the foregoing, we agree with QPC and FIPUG that PEF’s depreciation study is
void of any supporting information regarding the life spans used in the depreciation study.
Moreover, we find that the supporting information provided in response to discovery consisted of
conclusory responses without any specific data or analysis to support the life spans. Further,
recognizing that PEF itself acknowledged that the actual service life or lifc span of a generating
unit is not actually known until it is retired, we agree with FIPUG that consideration of life spans
used by other electric companies is in order. We find it compelling that Gulf lengthened the
cstimated life span for its combined cycle units in Florida to 34 years in 2007,l> and that Gulf's
2009 Ten-Year Site Plan indicated an estimated 40-year life span for a new combined cycle unit.

On balance, we find a minimum life span of 35 years shall be used in this proceeding for
PEF’s combined cycle units. For the Hines Energy Complex and the new Bartow units for
which PEF proposed life spans shorter than 35 years, we find that 35 years shall be used for
determining depreciation parameters. PEF’s proposed life span of 41 years for Tiger Bay
appears reasonable for this proceeding. We recognize that FRF pointed out that based on the
composition of combined cycle units, PEF should likely experience life spans of 40 years or
more based on the ages of PEF’s existing steam and combustion turbine units. For this reason,
we f{ind that PEF shall provide in its next depreciation study a detailed analysis demonstrating
the expected life span of its combined cycle generating facilities including why they should not
be expected to operate for 35 years or longer.

%2005 Gulf Depreciation Study, p. 2.
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Conclusion

Accordingly, we find that a 35-year life span shall be used in this progeeding to
determine the appropriate depreciation parameters for the Hines Energy Complex Units 1-4 agd
the new Bartow unit. For Tiger Bay, we find that PEF’s proposed 41-year life span 1s
reasonable. Also, PEF shall provide with its next depreciation study a detailed analysis
demonstrating the expected life span of its combined cycle generating facilities, including why
the plants should not be expected to operate for 35 years or longer.

F. Depreciation Parameters for Production Units

PEF’s depreciation rates were last fully reviewed in 1997 and the results of this review
were memorialized in Order No. PSC-98-1723-FOF-E], issued December 18, 1998, in Docket
No. 971570-El, In re: 1997 Depreciation Study by Florida Power Corporation (1997 FPC
Depreciation Order). As part of its 2002 earnings settlement,'® PEF’s depreciation rates
approved in 1997 continued unchanged. In the 2005 rate case settlement,'’ the depreciation rates
contained in PEF’s depreciation study filed in that proceeding were accepted with some
modifications agreed to by the parties. The instant study therefore represents the first
opportunity in 12 years for a complete and thorough review of PEF’s recovery position by this
Commission,

The scope of PEF’s depreciation study included statistical analyses of Company
historical data, discussions with Company management to identify prior and prospective factors
that could impact service lives, and information from plant inspection tours. The FIPUG and
OPC witnesses asserted that PEF did not provide the requisite specific substantiating information
necessary to support and justify its proposals. PEF witness Robinson stated that while he had
knowledge and general understanding of the production facilities, he could not identify specific
factors affecting PEF’s generating plants.

Rule 25-6.0436, F.A.C. (our depreciation study rule), sets forth depreciation study
requirements. Subsection 6(f) of the rule requires that each study contain:

An explanation and justification for each study category of depreciable plant
defining the specific factors that justify the life and salvage components being
proposed. Each explanation and justification shall include substantiating factors
utilized by the utility in the design of depreciation rates for the specific category,
e.g., company planning, growth, technology, physical conditions, and trends. The
explanation and justification shall discuss any proposed transfers of reserve
between categories or accounts intended to correct deficient or surplus reserve

"¢ Order No. PSC-02-0655-AS-El, issued May 14, 2002, in Docket Nos, 000824-E1, In re: Review of Florida Power
Corporation’s earnings, including effects of proposed acquisition of Florida Power Corporation by Carolina Power
& Light and 020001-El, In re; Fuel and purchased power cost recovery clause with generating performance
incentive factor, p. 17. (2002 PEF Earnings Settlement)

¥ Order No. PSC-05-0945-S-E1, issued September 28, 20035, in Docket No. 050078-El, In re; Petition for rate
increase by Progress Energy Florida, Inc., pp. 3, 159-165. (PEF 2005 Rate Case Settlement Order).




ORDER NO. PSC-10-0131-FOF-EI
DOCKET NOS. 090079-EI, 090144-El, 090145-El
PAGE 21

balances. It should also statc any statistical or mathematical methods of analysis
of calculation used in the design of the category rate.

The depreciation study rule also requires that depreciation studies be filed at least once every
four years from the date of the previously filed study, unless otherwise required by this
Commission. 1f a company wishcs to have revised depreciation rates considered in a base rate
revenue requirements proceeding, the rule requires that the study be submitted by the time of the
filing of the Minimum Filing Requirements (MFRs). (Rule 25-6.0436(8), F.A.C.).

While PEF witness Robinson testified that the depreciation study was prepared in
accordance with Rule 25-6.0436, F.A.C., we note that witness Robinson admitted that not all the
documentation required by the depreciation study rule was included in the depreciation study.
Although additional information was provided in response to discovery requests, witness
Robinson acknowledged that it was not sufficient to comply with the depreciation study rule
requirements. When PEF was asked to specifically identify what information was relied upon in
the course of performing the depreciation study, what life analysis procedure was utilized, and
any other information specifically relied upon in developing the resulting life parameters, PEF
witness Robinson responded that “the process of service life and future net salvage estimation is
interpretative as opposed to an arithmetic approach.” We find that the information PEF provided
to support the average service lives for PEF’s generating units simply shows its proposed service
lives with some conclusory statements, but no substantiating information. For the production
accounts, PEF’s depreciation study only provided the proposed parameters with generalized
discussions. There is no discussion or explanation of the pressures facing PEF, how those
pressures are impacting life and salvage parameters, or how PEF plans to address those
pressures.

PEF’s depreciation study did not discuss how or why witness Robinson selected the
specific experience bands'® that he used in his statistical actuarial analyses. While witness
Robinson quoted from the National Association of Regulatory Utility Commissioners Public
Utility Depreciation Practices (NARUC depreciation manual) that “depreciation analysts should
avoid becoming ensnared in the mechanics of the historical life study and relying solely on
mathematical solutions,” if he relied on anything besides the past, we {ind that information was
not specifically identified in the depreciation study.

Section 4 of the PEF depreciation study provided the study analysis and results. For
example, Account 311 contained plant statistics as of December 31, 2007, such as the
investment, average age of the surviving investment, original gross additions, the oldest
surviving vintage, historical retirements, and the average age of retirements. These statistics
were not estimated out to PEF’s proposed implementation date of January 1, 2010. Section 4 of
the study also provided a narrative of plant considerations and future expectations. This included
a general description of the generating plants, including when they were placed into service. The
remaining discussion consisted of:

¥ Experience bands refer to the range of years being studied upon which the observed life table is constructed. The
observed life table represents the experienced or estimated survival characteristics of the property.
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The Crystal River Units 4 & 5 are in the process of undergoing major upgrading
and the Bartow Units are scheduled for retirement during 2009. The increasing
focus on air quality standards inclusive of carbon regulation will continue to place
increasing burdens on the Company to maintain and/or continue to operate
generating plants within i[t]s fossil fleet.

We note that this exact same narrative was provided for each of the steam production
accounts. Similar non- specific narratives were provided for PEF’s nuclear and other production
accounts. Other than the results of the historical statistical analysis, this language was the only
support offered for PEF’s proposed life and salvage factors for the steam production plants and
accounts, We find that thesc narratives did not constitute an adequate explanation and
justification for any of the steam production accounts, and did not define or describe the specific
factors that justified the life and salvage components being proposed. We cannot locate anything
in PEF’s study that meaningfully discussed the key factors presumably considered by PEF in its
design of depreciation rates for a given category, such as company planning, anticipated growth,
technology, physical conditions, and trends. The only thing the study contained was the results
of the statistical analyses performed and the calculations yielding the category’s rate. There was
no indication how the interim retirement rate was selected or why. There was no information
regarding how potential changes in air quality standards may impact the lives of the steam plants.

In a depreciation study review, depreciation rates should only be revised where
warranted. With the passage of time, all other things remaining equal, the average remaining life
will necessarily change due to the increased age of the plant. OPC witness Pous asserted that the
sole support and basis for PEF’s life and salvage proposals for production plant are only the
numerical analyses prescnted and a statement that life and salvage determinations are not an
arithmetic process but an interpretative process. Our staff requested that PEF identify the factors
it evaluated that indicate a nced to revise the estimated life and salvage values from the 2005
study, other than the results of the depreciation computer program analysis. PEF responded,
“Mr. Robinson’s depreciation study analysis approach is to view each study as a fresh start
project.” The response goes on to state that the study analysis is the reason for the proposed
changes. We find that PEF provided no other basis, narrative, or explanations supporting its
assumptions or determinations. Thus, we conclude that PEF failed to carry its burden of proof
regarding its proposed depreciation rates for production plant. Wc¢ agree with OPC witness Pous
that PEF has provided only generalized statements with little support or documentation. We
believe there should be an objective reason for changing life and salvage values other than that
the computer program dictates the change. We further believe that company planning is an
important element in developing appropriate life parameters for production plant, a discussion
that was lacking in PEF’s depreciation study and discovery responses, even though it was
requested.

OPC witness Pous stated that the remaining life technique recognizes that depreciation is
a forecast or estimation process. Both PEF witness Robinson and OPC witness Pous testified
that depreciation involves subjectivity and judgment plays an important role. However, OPC
witness Pous asserted that simply referring to judgment as the basis for a proposal without
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providing factual support, or as the basis for ignoring relevant facts, is inappropriate. We find
that OPC’s arguments are persuasive.

1. Life Spans

Production plant was studied using the life span method. The depreciation study
narrative stated that a probable retirement date was determined after considering “management
plans, industry standards, the original construction date, subsequent additions, resultant average
age and the current - as well as the overall — expected service life of the property being studied.”
When asked to identify the industry standards considered in determining the probable retirement
dates, PEF responded, “company management completed a specific detailed review of its
generating plants with the task of estimating terminal dates at which time the various operating
plants would be retired and/or anticipated to be significantly upgraded/rebuild to enable the
facilities to continue to provide future service.” None of the referenced “detailed review” was
documented or provided in the depreciation study or in PEF’s discovery responses.

PEF’s proposed retirement date for the Suwannee steam units is 2013, With an in-service
date of 1953, this translates into a life span of 60 years. PEF’s 2009 Ten-Year Site Plan
encompassed planning for the retirement of this plant. Recognizing that OPC or any intervenor
did not appear to object to the projections for the Suwannee plant, we find that a 60-year life
span is appropriate to use in this proceeding.

For Anclote, we believe that the criticisms PEF waged against OPC’s proposed life span
can equally apply to PEF. OPC witness Pous stated that based on his review of PEF’s
depreciation study, he found that the study did not contain specific information with regards to 1)
the condition of PEF’s generating facilities with respect to their life spans, 2) PEF’s expertise in
operating or maintaining its generating units, 3) substantiation that PEF has unique load demands
or how load demands impact the life spans, 4) updates, changes and reconfigurations made at
each plant and how each affects the operating characteristics of the generating units with respect
to life spans, 5) how renewable energy requirements may impact the life spans, and 6) the
environmental risks PEF faces and how these risks may impact the life spans of the generating
facilities. We find that these omissions are compelling, especially since PEF witness Robinson
acknowledged that the depreciation study did not address or analyze such information. We note
that PEF’s depreciation witness admitted that he had no specitic knowledge with regard to any of
the aforementioned items for which the intervenors are criticized. If PEF had specific
information supporting its life spans, it should have provided it in the depreciation study.

We note that PEF admitted that its proposed life spans did not reflect firm decisions.
Further, although PEF witness Crisp provided the only support for PEF’s life spans, we note that
this was not filed as support for PEF’s depreciation study. Even so, find the information
presented by witness Crisp is not adequate in that it gave only conclusory comments.

We agree with OPC that PEF’s depreciation study is void of any supporting information
regarding the life spans used in the depreciation study. While we generally believe that the lives
of production plant should be based on company-specific planning and information, in the instant
case, that information 1s lacking. Further, recognizing that PEF itself acknowledged that the
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actual service life or life span of a generating unit is not actually known until it is retired, we
agree with OPC that consideration of life spans used for other electric companies is reasonable.

In sum, we find PEF has not provided competent substantial evidence supporting its
proposed life spans. We reiterate our belief that company-specific planning is a very important
element in a depreciation study. In this respect, we find PEF's depreciation study falls short.
For these reasons, we find that relying on the life span estimates of other companies, as OPC did,
has merit. Accordingly, we find that a 50-year life span for the large steam or oil-fired plants
shall be used to determine the appropriate life factors in this proceeding.

a. Nuclear Production

The narrative discussion in Section 4 of the depreciation study regarding plant
considerations and future expectations for PEF’s nuclear plant, Crystal River Unit 3, described
the investment and the method used for life analysis. Given that PEF is seeking a license
extension for Crystal River Unit 3, we are puzzled why issues relating to license extension were
not considered sufficiently important to discuss in the depreciation study.

PEF developed its proposed life span assuming a 20-year license extension is approved
by the Nuclear Regulatory Commission. PEF’s life span was based on a retirement date of mid-
2036. OPC witness Pous’ proposed life span was based on an actual license termination date of
December 2036. All things considered, we find that OPC witness Pous’ life span is more
reasonable, because it matches the end of the unit’s extended operating licensed life.

b. Other Production

Other production includes combustion turbines and combined cycle plants. Given that no
evidence was presented that challenged PEF’s proposed life spans for its combustion turbines,
we find that those be used in determining the depreciation life parameters in this proceeding. For
the reasons previously discussed, as well as those discussed above regarding steam production
life spans, we find that the use of a minimum life span of 35 years in determining the appropriate
life parameters for PEF’s combined cycle plants is appropriate in this proceeding.

2. Interim Retirement Rate

Under the life span study method, an interim retirement rate was developed to recognize
investments expected to retire prior to the retirement date of the applicable property. We note
that interim retirements represent the investments not expected to live the full life span of the
generating plant. PEF witness Robinson used an actuarial survivor curve analysis'® to develop
his interim retirement rates. The witness’ approach was based on an lowa curve truncated at the
retirement date. Witness Robinson stated that the specific lowa curve he selected to represent
future interim retirements was representative of historical retirements. If this is true, then we

¥ Actuarial analysis is the process of using statistics and probability to describe the retirement history of property.
An actuarial analysis is a study of historical retitrements that have taken place at various ages in relation to the
property exposed 1o retirement,
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infer that witness Robinson concluded that PEF’s generating plants will experience the same
level of interim retirements in the future as they did in the past.

On the other hand, OPC witness Pous used a constant interim retirement rate based on
PEF’s historical retirement data for each account. While PEF witness Robinson alleged that
OPC witness Pous’ calculation produced one single interim retirement rate for all production
accounts, this is not correct. We note that contrary to PEF’s contention, the OPC witness
developed a constant interim retirement rate for each production account, not one rate for all
accounts.

Regarding the use of actuarial analyses in determining interim retirement rates, OPC
witness Pous asserted that actuarial analyses are not suitable for production plant investments
and they overstate projected interim retirements. As an example, witness Pous referenced
Account 312, Boiler Plant Equipment. Using PEF’s proposed interim retirement approach, $394
million of investments would be expected to retire over the 20-year remaining life, or about $20
million annually. However, a review of the historical retirement activity for this account
indicated total retirements of about $60 million over the past 32 years. Witness Pous concluded
that, on an annual basis, PEF’s approach results in projected interim retirement levels that would
result in more than 10 times the average annual historical retirement levels. The OPC witness
contended that no evidence demonstrated that Boiler Plant Equipment could reasonably be
expected to incur future interim retirements of this magnitude. We agree and note that PEF did
not refute OPC’s allegation that actuarial analyses can overstate interim retirements.

Both PEF witness Robinson and OPC witness Pous cited to the California Public Utilities
Commission PUC-U-4% publication to support their selected approach to calculate the interim
retirement rates used in determining the average remaining lives for each account within each
plant. The witnesses also acknowledged that both approaches are recognized approaches in the
NARUC depreciation manual for determining an interim retirement rate.

An actuarial analysis studies how property has lived historically. Knowing what
happened yesterday may help one better understand what is happening today and what may
happen tomorrow. However, PEF provided no substantive information regarding anticipated
future retirement characteristics. Morcover, if PEF witness Robinson’s analysis is representative
of historical retirements, then presumably so is that of OPC witness Pous, since his method is
also based on historical retirements.

PEF was requested to identify and provide documents supporting its selected life and
Iowa curve combinations for each of the production plant accounts. In some responses, PEF
stated that the estimation of life parameters is “interpretative,” which includes a consideration of
historical data as well as anticipated future changes. In another response, PEF stated that “[a]ll
lowa curves that indicate a good fit with the observed data are the product of our proprietary
software model and would have to be rerun to provide all other curve fits besides the selected
curves provided in this study.” In another response, PEF stated that the computer software was

** California Public Utilities Commission, Determination of Straight-Line Remaining Life Depreciation Accruals
Standard Practice U-4,
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proprietary and provided statistical output. We find that these responses do not support the
reasonableness of PEF’s interim retirement rate. Absent sufficient evidence as gleaned from
these responses, we are unable to verify that witness Robinson’s interim retirement rates are
appropriate.

For the above reasons, we believe that PEF has not provided substantial, competent
evidence supporting the reasonableness of its interim retirement rates. Thus, we are unable to
approve the use of them in this proceeding. However, we recognize that PEF acknowledged that
OPC’s interim retirement approach was an acceptable method, although not what it
recommended. Because an interim retirement rate is needed to determine the average remaining
life for each production account within each production account, we find that the interim
retirement rates proposed by OPC witness Pous are appropriate to use in this proceeding.

3. Lives

The interim retirement rate is applied to the life span to determine the resulting average
service life for each account within each plant. No party objected to this methodology. We
observe that both PEF and OPC recognize that depreciation involves estimates. For this reason,
we believe there is little reason to be as precise as a hundredth of a year. Our approved lives
reflect the rounding of lives over 20 years to the nearest whole year and lives less than 20 years
to the tenth of the year.

Our approved remaining lives reflect applying the applicable interim retirement rates
truncated at the retirement date as determined by the life spans discussed above. We agree with
PEF that using the life span study method, no investment can be considered surviving past the
retirement date of the production unit.

4. Interim Net Salvage

PEF’s depreciation study stated that the level of interim net salvage was based on an
account level analysis of historical data. The result was then applied to the level of interim
retirements anticipated to occur over the life span of the applicable plant. However, like OPC,
we were unable to duplicate PEF’s historical results,

Considering PEF’s reliance on historical data, discovery responses stating that PEF’s
approach was interpretive rather than mathematical is puzzling. While PEF witness Robinson
stated that management input regarding current and potential changes were considered, we are
perplexed that PEF did not provide information regarding its net salvage analysis, even when
requested. For this reason, we agree with OPC that PEF did not adequately explain how the
initial net salvage result before adjusting for interim retirements was determined.

Under a reserve-sensitive depreciation methodology like remaining life, we believe it is
requisite that the data match the implementation date of revised depreciation rates. Estimates are
permitted under the depreciation study rule, and PEF used its forecasted 2008 and 2009 data in
its remaining life calculations. However, as noted by OPC, PEF’s salvage data was provided
through December 31, 2007. PEF contended that because its life analyses did not include 2008
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and 2009 forecasted addition and retirement data, then its salvage analyses did not necessitate
updated data. As noted by OPC, to the extent there were significant additions and retirements
forecasted and these were not considered in the analyses, PEF’s proposed net salvage results
could be overstated. We agree with OPC and believe that the same can be said with regard to
PEF’s life analyses. Whether estimating life or salvage characteristics, the data being studied,
estimated if necessary, should match the implementation date of proposed depreciation rates.
We find this is another reason to question PEF’s proposals.

The approved net salvage proposals for each account reflect PEF’s historical salvage
analysis, adjusted for interim retirements using the applicable constant retirement rates discussed
previously. As with the determination of lives, we truncated the constant interim retirement
curve at the date of retirement. As the OPC witness proposed, where the historical data yielded a
positive net salvage, we conservatively approve a zero interim net salvage. With respect to
OPC’s additional proposal that PEF be directed to perform a detailed, thorough, and documented
depreciation study for its next regularly scheduled filing, we believe the substance of this
proposal is set forth in the depreciation study rule and no other direction is necessary.

Conclusion

The approved depreciation parameters and resulting depreciation rates for production
plant are shown on Table 1. The reserve positions shown incorporate the effects of the approved
reserve allocations addressed later in this order.
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Table 1: Production Plant Life and Salvage Components and Depreciation Rates

CURRENT APPROVED” COMMISSION APPROVED
s s Average Net Remaining Average Net Allocated Remaining
ACCOUNT Remaining Life] Saivage | Life Rate Remaining | Salvage | Reserve Life Rate
STEAM PRODUCTION
Anclote Steam

311 Siructures and Improvements 150 (2.3) 3.24 16.7 (3.0} 71.51 1.9
312 Boiler Plant Equipment 145 (12.5) 3.34 16.5 4.0) GB.IG  ** 2.2
314 Turbogenerator Units 14.5 3.3) 231 16.1 4.0 58.92  ** 2.8
315 Accessory Electric Equipment 14.5 (3.0 1.99 16.7 (1.0) 74.68 1.6
316 Misc. Power Plant Equipment 13.4 3.9 2.21 154 3.0 77.64 1.6

Crystal River | & 2 Steam
311 Structures and Improvements 14.2 (2.3) 2.57 10.5 (3.0) 80.22 2.2
312 Boiler Plant Equipment 13.7 (12.5) 4.03 10.4 {4.0) 65.52 * 37
314 Turbogenerator Units 13.9 3.3 3.06 10.2 1.0y 75.11 b 2.5
315 Accessory Electric Equipment 3.8 3.0) 2.88 10.5 3.0y 76.12 2.6
316 Misc. Power Plant Equipment £2.7 (5.9} 319 9.9 (3.0} 82.66 2.1

Crystal River 4 & § Steam
311 Structures and Improvements 17.0 2.3) 139 330 3.0 53.96 ** L3
312 Boiler Planl Equipment 16.1 (12.5) 2.83 33.0 4.0) 22.49 e 2.5
314 Turbogenerator Units 162 (3.3) 2.14 3o (1.0) 70.82 b 1.0
315 Accessory Electric Equipment 16.4 {3.0) 278 330 (3.0) 71.65 b 1.0
316 Misc, Power Plant Equipment 15.0 {5.9) 3.27 28.0 4.0) 44,78 ** 2.1

Suwannee River Steam
311 Structures and Improvements 1.9 2.3) 1.45 3.5 3.0) 9495 23
312 Boiler Plant Equipment 11.6 (12.5) 2.96 3.5 4.0 93.15 * 31
314 Turbogenerator Units 117 (3.3) 113 35 4.0) 93.85  ** 2.9
313 Accessory Electnic Equipment 118 3.0 0.98 35 (+.0) 9190 2.6
316 Misc. Power Plant Equipment 109 (5.9) 1.71 3.4 (3.0) 93.01 29
Bartow/Ancl. Pipeline

311 Structures and Improvements 14.8 (2.3) 3.07 16.4 3.0) 73.18 t.8
312 Boiler Plant Equipment 14.8 (12.5) 4.10 16.4 4.0 62.05 2.6
315 Accessory Electric Equipment 15.1 (3.0) 2.78 16.4 (4.0) 81.77 14
316 Misc. Power Plant Equipment 13.6 59 5.20 (5.1 (3.0 52.27 34

* Order No. PSC-05-0945-S-EI1, Docket No. 050078-E1.
** Reserve after Commission approved reallocations.

G. Depreciation Parameters for Transmission, Distribution, and General Plant Accounts

PEF depreciation witness Robinson averred that the process of service life and future net
salvage estimation is interpretative as opposed to an arithmetic approach. He asserted that while
analysis of historical information is used to determine what has occurred in the past, there is no
assurance that the future will mirror past circumstances. He asserted that a depreciation
professional uses personal knowledge and experience of property classes, but also considers
other factors. These factors include the account’s conlent, detailed discussions with PEF,
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whether the composition of the account has changed over time, changes in the growth of the
account, the ages of the property under analysis, and what impact future retirements are expected
to have on plant lives.

Witness Robinson included retirements, cost of removal, and salvage data that occurred
as result of the 2004-2005 hurricanes in his historical life analysis. Witness Robinson did not
consider hurricane-impacted rctirements to be abnormal or atypical data. Witness Robinson
included hurricanes because they occur with sufficient frequency such that it is highly probable
that they will regularly impact property over its typical useful life. When asked in his deposition
for an example of an atypical event that he would exclude from analysis, witness Robinson
responded that a 9/11-type attack would be excluded.

Witness Robinson excluded gross salvage related to “return to stores” (inventory)
because these transactions “are not true gross salvage” because “they are simply an accounting
entry related to limited retirements of the Company’s total plant in service and are applicable to
reuse of material within the Company’s operating system.” Witness Robinson averred that the
inclusion of these items in future net salvage estimates is inappropriate because the
overwhelming majority of retired property in service will not experience such treatment.

PEF witness Robinson based the average service lives for certain transmission and
distribution accounts on the judgment and consideration of industry data becausc of limited or no
available PEF data. The industry data used by witness Robinson was from an AGA/EEI
(American Gas Association/Edison Electric Institute) depreciation survey. Although witness
Robinson’s use of industry data will be discussed in the account-specific portion of this order, we
note that for each account, witness Robinson’s proposed average service lifc is longer than
industry average life contained in the survey.

Witness Robinson characterized his approach to a depreciation study as a “frcsh start;”
that is, he does not view the results of the prior study until after the current study is completed.
Witness Robinson asserted that unless there is some compelling reason to maintain the existing
depreciation parameters (which is not typically the circumstance) the newly estimated
parameters become the basis of the proposed depreciation rates.

OPC witness Pous provided testimony as well as specific proposals for some of the
transmission, distribution, and gencral plant accounts. OPC argued that PEF’s dcpreciation
study is in violation of Rule 25-6.0436, F.A.C., because PEF did not provide the mandatory,
required specific substantiating information. OPC witness Pous asserted that the basis for PEF’s
study is not in the study, workpapers, and responses to data requests where witness Pous
requested the basis for PEF’s proposals. OPC argued that PEF witness Robinson acknowledged
that the company did not file the documentation required by the rule. OPC contended that
because of this failure alone, we should accept the recommendations of OPC witness Pous
relating to all depreciation issues. Witness Pous noted that PEF described the depreciation study
process as one that is “interpretative,” not “arithmetic;” however, witness Pous asserted, what
was presented by PEF was “numerical” and without any other basis, narrative, explanations.
Witness Pous further contended that in the 2005 PEF depreciation study, witness Robinson
provided a narrative, unlike the 2009 depreciation study.
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Witness Pous disagreed with PEF witness Robinson’s view that hurricane data should not
be removed from the study. He asserted that, to base a negative net salvage proposal on unusual
activity which reflects higher costs of removal than would be anticipated during more normal
operation should not be relied upon for establishing long term net salvage expectations.

PEF argued that, based on the evidence, sound regulatory policy, and well recognized
depreciation principles, the intervenor witnesses’ recommendations must be rejected. PEF
witness Robinson asserted that it was his testimony that a depreciation expert can turn to the
study, look at the range of data and rather quickly visualize and interpret what we estimated in
the way of net salvage and to either agree or disagree with that estimate. PEF characterized
OPC’s study as “results-driven;” for example, OPC’s recommendations to increase average
service lives for two of the largest accounts have a much larger impact on the Company’s level
of depreciation expense.

In his response to a question about the information available in the study for a particular
account, witness Robinson testified that

It’s there, black and white. It’s in data. One can see it. I would anticipate that
anyone that is investigating this study would be knowledgeable in depreciation
analysis, and if they look and see that [’ve estimated zero percent, to me — maybe
I’'m reading things into it, but to me it’s rather obvious that, well, you’ve
experienced positive salvage, it’s now turned negative, so certainly zero would be
a reasonable, gradual approach in the middle of that estimate.

Witness Robinson further testified that those knowledgeable about depreciation might not
“concur” with his answer, but that they could either accept or reject his estimate based upon the
range of data that is there.

Witness Robinson compared his proposed net salvage factors for selected plant accounts
with those for Florida investor-owned utilities. His comparison included proposed net salvage
percentages for FPL and Gulf, with Commission-approved net salvage for Tampa Electric
Company (TECO). Witness Robinson asserted this comparison shows that his proposals are
reasonably comparable, if not lower, than the other operating entities. While witness Robinson
asserted that net salvage factors should be based on the merits of the information within each
operating company, the comparison demonstrates that his recommendations are not excessively
negative and in fact are conservative,

PEF argued that the comparison of net salvage factors demonstrates that OPC’s proposed
net salvage factors for PEF and FPL are driven by a results-oriented approach. According to
witness Robinson, OPC witness Pous recommended a considerably lower level of negative net
salvage for PEF’s property than he recommended for FPL’s property.

The approved depreciation parameters include the remaining life, net salvage percent,
and reserve percent, all of which are used to calculate the remaining life depreciation rate.
Parties also provided a proposal for a curve and average service life (often referred to as ASL),
both of which are used in the calculation of the remaining life. Curves are generally denoted by
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a letter that describes when retirements are more likely to occur. An L curve implies that
retirements tend to occur prior to the average life, while an R curve implies that retirements tend
to occur after the average life of plant. The average service life denotes the average number of
years that the plant within a particular account is expected to live. While the ASL may be based,
at least in part, on historical data, it is prospective in its outlook and imvplementation. The
remaining life is the average number of years left for plant in the account.”' The net salvage,
also based on historical data and prospective in outlook, is the sum of the gross salvage and cost
of removal. The reserve percent is calculated by dividing the book reserve by the original cost of
plant. We note that the reserve is discussed later in the order.

OPC witness Pous provided testimony as well as proposals for some of the transmission,
distribution, and general plant accounts. PEF’s and OPC’s arguments can be divided into those
that apply to all accounts and those that are account-specific. This order will discuss the parties’
arguments that apply to all accounts first and then follow with an account-by-account analysis
which includes arguments specific to each account.

Not unexpectedly, there are many points of disagreement between PEF and OPC. Two
of the most significant include the required and appropriate level of supporting documentation,
and whether the impacts of hurricanes should be included in, or excluded from, the data
analyzed.

A key element missing from PEF’s proposals is a narrative that explains the reasons for
proposed changes. PEF’s view is that any person knowledgeable in depreciation can review the
study data and understand why PEF is proposing what it is. As a corollary to that, PEF believes
that a “fresh start” is appropriate and that it is not necessary to explain large differences between
current and proposed parameters because the data tells the story.

Narratives are the simplest way to describe the underlying reason why, for example, a
change in curve from L2 to R3 is being proposed. We believe that the level of explanation or
narrative preferred may differ depending on the difference between the current and proposed
parameters. However, the burden is on the Company to provide a depreciation study that
adequately explains the basis for its proposals. While a review of the data analyzed provides a
depreciation analyst with a great deal of information, data analysis alone does not tell the whole
story. For example, most depreciation analysts familiar with recent hurricane activity in Florida
will suspect that unusually high retirements and cost of removal in or adjoining major hurricane
years (such as 2004 and 2005) are the results of the hurricanes. But there may be other factors
at play, and unless the Company explains what those factors are, we are unable to develop a
complete understanding of what is occurring in each account.

We are puzzled by PEF’s “fresh start” approach. We agree that the data should be
studied independently; however, a key part of any study is understanding what the differences
are between what is currently in use and what is proposed. The reason may be as simple as four

*' We observe that both PEF and OPC recognize that depreciation involves estimates. Thus, as stated previously in
this order, there is little rcason to be as precise as a hundredth of a year for remaining lives. The approved lives
reflect the rounding of lives over 20 years to the nearest whole year and lives less than 20 years to the tenth of year.
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more years of data yields better results, but it may be more complex than that. thte\ier the
reason, the Company is in the best position to know. The Company should explain significant
differences between its current and proposed parameters in its study.

With regard to hurricane data, PEF clearly includes it as normal data. We are not
advocating that PEF exclude the data for years with significant hurricane impacts, but we agree
with OPC that including hurricane data can skew the results. Hurricanes are a fact of life in
Florida; however, predicting their frequency and severity is something not even the experts can
do. We believe that PEF’s approach can lead to overestimating the impact of hurricanes, thus
unnecessarily increasing depreciation expense. For the purpose of this proceeding and given
recent hurricane activity, it is reasonable and appropriate to discount or eliminate hurricane
activity to the extent the record permits.

While PEF’s comparison of some net salvage percentages with other Florida utilities 1s
interesting, it is not possible to accurately compare PEF’s selected proposals with the other
Florida utilities because there is no information in this record, for example, on whether FPL,
Gulf, and TECO include the impacts of hurricanes in their net salvage analysis, as PEF does. We
agree with PEF that net salvage should be based on the ments of the information within each
operating company.

PEF argued that OP(C’s proposals are “results driven.”” We are not privy to how OPC
determined the accounts for which it made proposals. We believe that the appropriate analysis is
done on an account-by-account basis, analyzing the basis of the proposals from both PEF and
OPC rather than the results.

Our staff and OPC conducted extensive discovery on PEF’s depreciation study. PEF also
provided additional information in its rebuttal of OPC’s proposals for certain accounts. We find
that the record contains sufficient information to analyze and critique PEF’s depreciation study.

Account-Specific Apalysis: Transmission Plant

1. Account 350.10 — Land Rights

PEF proposed no change in its curve (R3), its average service life (75), or its net salvage
(0 percent). PEF witness Robinson considered and based his proposal on industry data for this
account. Industry data, obtained from the AGA/EEI depreciation survey, show an industry

average life of 66 years for this account. None of the intervenors offered a proposal for this
account different from PEF’s proposal.

2. Account 352.00 — Structures and Improvements

PEF proposed no change in its curve of R2.5, or its net salvage of (15) percent. PEF
proposed an increase in the average service life from 60 to 75 years. None of the intervenors
offered a proposal for this account that differs from PEF’s proposal.
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When asked in discovery for the “specific factors” that resuited in the change of‘ASL,
witness Robinson did not provide any information specific to this account; instead, he provided a
general explanation.

3. Account 353.10 — Station Equipment

PEF proposed a modest change in the curve from R1 to RO.5, an increase in the average
service life from 52 to 53 years, and no change in the net salvage of 0 percent. OPC proposed an
increase in net salvage from O to 5 percent.

OPC argued in support of its net salvage proposal that PEF is unable to identify the “mix”
of investment and retirements in this account which means that it has not investigated the
investment mix and retirement mix to see if the historical data represents current expectations.
OPC also argued that transformers have increased in scrap value recently. Witness Pous also
asserted that, witness Robinson has over-reacted to recent negative net salvage occurrences that
correspond to hurricane time frames.

PEF witness Robinson responded that a portion of the large net salvage in 2007 was
related to over 50 transformers that had been long out of service. According to witness
Robinson, excluding the effect of these old transformers would have resulted in (22.2) net
salvage. Witness Robinson opined that any increase in scrap value is far from certain. PEF
witness Robinson’s rebuttal is persuasive; therefore, we find that keeping the net salvage of 0
percent is appropriate.

4. Account 353.20 — Station Equipment — Station Control

PEF proposed a significant change in its curve, from L2 to R3, but no change in its
average service life of 17 years, and its O percent net salvage. None of the intervenors offered a
proposal for this account different from PEF’s proposal.

As described earlier, an L curve implies that retirements tend to occur prior the average
life, while an R curve implies that retirements tend to occur after the average life of plant. When
asked in discovery for the specific factors that resulted in the need to change the curve, other
than the results of the depreciation program’s computer analysis, PEF witness Robinson
responded with a general response that described his “fresh start” approach. He stated that the
results of the previous study are not compared to the current study until the current study has
been completed. He asserted that, unless therc is some compelling reason to maintain the
existing depreciation parameters (which is not typically the circumstance) the newly estimated
parameters become the basis of the proposed depreciation rates being set forth in the current
depreciation study. Witness Robinson did not provide specific reasons that could account for the
change from an L curve to an R curve. A curve change from 12 to R3 is too great a change to
occur without any information about why the average plant appears to be retiring at a later age.
Witness Robinson’s support for his change in curve was inadequate. Therefore, a more
reasonable approach is to retain the L2 curve.
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5. Account 354.00 - Towers & Fixtures

PEF proposed a modest change in its curve, from R4 to R3, an increase in average service
life from 58 to 65 years, and a decrease in net salvage, from (25) percent to (30) percent. PEF
witness Robinson considered and based his proposal on the AGA/EET industry data for this
account, which show an industry average life of 50 years. None of the intervenors offered a
proposal for this account different from PEF’s proposal.

PEF’s proposed original cost balance for this account is $66.5 million dollars as of
December 31, 2009,  Since 1999, there have been retirements in only three years: 2002
($165,088), 2005 ($2.6 million), and 2007 ($5,484). We believe that these limited retirements
over the past ten years lend credence to PEF’s proposed lengthening of life to 65 years.
Although the cost of removal has been negative since 2003, the limited amount of data is
inadequate to support a decrease in net salvage from (25) percent to (30) percent.

6. Account 355.00 — Poles and Fixtures

PEF proposed a modest change in the curve from R1.5 to R2, a decrease in the average
service life from 40 to 38 years, and a decrease in net salvage from (25) to (50) percent. OPC
proposed that the net salvage remain at (25) percent.

OPC argued that its net salvage recommendation does not react to the unexplained 5 to
10 fold increase in cost of removal seen by PEF during the last several years, coincident with
hurricane impacts. OPC witness Pous asserted that gross salvage has occurred in only one of the
last four years, which contrasts significantly with PEF’s historical gross salvage of 36 percent.

PEF witness Robinson did not address the impact of hurricanes; however, he did point to
some modest level of third party damages. Witness Robinson also speculated that a sizeable
portion of the recorded gross salvage is likely property returned to stores, and thus not real
salvage at all. We find OPC’s argument in favor of retaining the current net salvage is
persuasive and provides for a moderate result.

7. Account 356.00 — Overhead Conductors and Devices

PEF proposed a modest change in curve from R2 to R1.5, an increase in average service
life from 48 to 55 years, and no change in the (30) percent net salvage. OPC proposed an
increase in salvage from (30) percent to (10) percent.

OPC argued that its proposed net salvage of (10) percent recognizes that prior to the
impact of the recent hurricanes the Company had almost exclusively experienced positive net
salvage for this account. OPC also argued that PEF appears to be overreacting to the excessive
level of negative net salvage incurred in association with various projects that are heavily
weighted to hurricane activity.

PEF did not respond to OPC’s argument concerning hurricane impacts. PEF witness
Robinson did not provide an explanation of considerable levels of negative net salvage; rather,
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he discussed his belief that historical gross salvage will simply not occur at the end Qf tbe
property’s life. Witness Robinson noted that there will be “some level” of scrap value but it will
be limited due to primarily aluminum conductors.

We find that OPC’s observation that hurricane impacts likely account for net salvage
appearing too negative is persuasive; however, we are concerned that OPC’s recommended
change from (30) to (10) percent net salvage might be drastic. The record supports a
compromise between the two positions; thus, we find that (20) percent is appropriate.

8. Account 357.00 — Underground Conduit

PEF proposed a modest change in its curve from R2.5 to R3, no change in its average
service life of 55 years, and no change in its net salvage of O percent. This is one of the accounts
for which PEF witness Robinson used industry data. The industry average life for this account is
51 years, less than PEF’s proposed 55 years. None of the intervenors offered a proposal for this
account different from PEF’s proposal.

9. Account 358.00 - Underground Conductors and Devices

PEF proposed a modest curve change from R2.5 to R3, a decrease in the average service
life from 55 to 50 years, and no change in the net salvage of (3) percent. OPC proposed an
increase in net salvage from (3) percent to 0 percent.

OPC witness Pous asserted that, absent any narrative explanation in PEF’s 2009
depreciation study, he looked to PEF’s 2005 depreciation study for insight. According to witness
Pous, the 2005 depreciation study estimated the net salvage at (3) percent because of the limited
size of the amount of the property. According to witness Pous, there have been four retirements
in 31 years and the overall net salvage is (0.27) percent. Witness Pous contended that a net
salvage of zero is the only appropriate net salvage based on the information available.

PEF witness Robinson responded that a modest level of future negative net salvage will
be required to disconnect the facilities. This is one of the accounts for which PEF used industry
data for the average service life, which shows an average age of 39 years.

We are not persuaded by PEF’s arguments. We agree with OPC witness Pous a net
salvage of O percent is appropriate in light of the extremely limited historical data and the long
life of this account.

10. Account 358,00 — Roads and Trails

PEF proposed a modest change in the curve, from R2.5 to R3, a decrease in average
service life from 90 to 75 years, and no change in net salvage (0 percent). None of the
intervenors offered a proposal for this account different from PEF’s proposal.

PEF explained the decrease in life in general terms; however, it did not offer any specific
reasons for the proposed decrease in life. This account is one of the accounts for which witness
Robinson relied on his industry survey data. The industry average life for this account is 58
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years, We find that the evidence to change the ASL is inadequate and the magnitude of PEF’s
proposed change is too large; therefore, the ASL shall remain at 90 years.

Account-Specific Analysis: Distribution Plant

1. Account 360.10 -- Land Rights

PEF proposed no change in its curve (R3), its average service life (75), or its net salvage
(0 percent). PEF relies on industry data for use with this account. The average life for PEF’s
industry data is 57 years. None of the intervenors offered a proposal for this account different
from PEF’s proposal.

2. Account 361.00 — Structures and Improvements

PEF proposed a modest change in its curve, from R2.5 to R2, an increase in the average
service life from 55 to 75 years, and a decrease in the net salvage, from (5) percent to (10)
percent. None of the intervenors offered a proposal for this account different from PEF’s
proposal.

Witness Robinson provided no specific explanation for the change in net salvage.
However, in a discovery response, he stated that, the current estimate of future net salvage is
based upon a conservative approach in that current estimates are routinely focused on more
recent experience with a gradualism towards the longer term future net salvage forecast. We find
that PEF’s proposal appears to be reasonable.

3. Account 362.00 — Station Equipment

PEF proposed a modest change in curve from Rl to R0.5, an increase in the average
service life from 45 to 60 years, and no change in the net salvage of (15) percent. OPC proposed
an increase in the net salvage from (15) to O percent.

OPC’s primary arguments for increasing net salvage included removing the impact of
recent hurricanes and an expected increase in scrap metal prices. PEF witness Robinson asserted
that OPC witness Pous ignored the historical data provided to witness Pous at his request. PEF
also argued that increases in scrap prices are far from certain.

While we find OPC’s hurricane impact argument to be persuasive, we are concerned that
a change in the net salvage from (15) to O percent is too great an increase. We find that net
salvage shall be increased; however, the increase should be smaller. We find that a change from
(15) to (10) percent is a moderate change that also recognizes OPC’s hurricane impact argument.

4. Account 364.00 — Poles, Towers, and Fixtures

PEF proposed a significant change in curve from L4 to R4, an increase in average service
life from 28 to 29 years, and a decrease in net salvage from (35) percent to (50) percent. OPC
proposed an increase in average service life from 28 to 35 years, an R3 curve, and no increase to
the (35) percent net salvage.




ORDER NO. PSC-10-0131-FOF-EI
DOCKET NOS. 090079-E1, 090144-EI, 090145-E1
PAGE 37

This is one of two accounts where OPC proposed a change in average service life (the
other is Account 368.00, Line Transformers). OPC witness Pous asserted that PEF’s proposed
average service life is significantly shorter than any ASL Mr. Robinson has presented for
investment in this account during the past 10 years. This fact alone, OPC argued, should have
caused Mr. Robinson to further investigate or explain in detail why his proposed life is
appropriate. OPC also pointed to significantly higher retirements for a three-year period. OPC
witness Pous averred that this period of higher retirements, unexplained by PEF, can have an
impact on the shape of the survivor curve, indicating a longer ASL. OPC argued that its 35-year
ASL proposal is a conservative estimate for this account.

PEF witness Robinson asserted that OPC witness Pous reached his proposal by
eliminating retirements that did not assist his objective and by using unsupported statements and
conclusions. Yet, the retirements are substantial enough that we believe they should have been
explained by PEF witness Robinson. Witness Robinson, however, did not offer any reasons for
the retirements referred to by OPC.

PEF witness Robinson averred that he believes it is inappropriate to depend on studies for
other companies when PEF-specific data is available. Witness Robinson summed up his rebuttal
by stating that “Mr, Pous’ estimate is simply a results oriented estimate from other operating
company’s service life information.”

We believe that both PEF and OPC made good arguments; however, we are
uncomfortable with the lack of explanation for the retirements in the three-year period. At the
same time, we are uncomfortable with basing a decision on what PEF witness Robinson has
presented in other cases. We believe the most reasonable approach is a compromise. Therefore,
we find that an average service life of 32 years is appropriate.

PEF proposed a change in curve from L4 to R4, while OPC proposed an R3 curve. We
note that when the average service life is changed to 32 years, the difference in remaining lives
between the [4 and R4 is one tenth of a year. With a modest difference between the R3 and R4
curves, we believe an R4 curve is reasonable.

PEF and OPC disagreed as to the appropriate net salvage. PEF proposed a decrease in
net salvage from (35) to (50), percent while OPC proposed that net salvage remain at (35)
percent. According to OPC witness Pous, PEF’s proposal relies on data that the Company
admits occurred under catastrophic circumstances. OPC argued that its proposal of (35) percent
is very conservative while providing additional time to determine how net salvage levels settle
once the impacts of catastrophic circumstances associated with hurricane activity subside.

PEF argued in response that OPC’s proposal is based heavily on historical data as
opposed to consideration of future expectancies. PEF witness Robinson asserted that the cost of
removal is likely to return to higher levels, fueled in part by labor costs and the fact that
retirements and related cost of removal routinely occurs randomly in PEF’s service territory, thus

necessitating extensive travel time. Witness Robinson considered his proposal of (50) percent to
be conservative.
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Since PEF witness Robinson effectively built the effects of the 2004 and 2005 hurricanes
into his analysis, we are concerned that his proposal understates net salvage. We find that the
appropriate approach is to retain the current net salvage of (35) percent.

5. Account 365.00 — Overhead Conductors and Devices

PEF proposed a modest change in curve from R2 to RO0.5, an increase in the average
service life from 33 to 36 years, and a decrease in net salvage from (15) percent to (45) percent.
OPC proposed a decrease in net salvage from (15) to (20) percent.

OPC witness Pous asserted his proposal places less weight on more recent data for two
reasons. The first reason is that PEF admitted it did not report gross salvage for 2003 — 2006.
The second reason is that PEF stated that retirements in 2004 and 2005 include equipment
removed due to hurricane damage. Hurricane damage accounted for approximately 67 percent of
retirements in 2004 and 64 percent in 2005. The 2004 and 2005 hurricanes have also caused the
cost of removal to fluctuate because of timing differences.

PEF explained that the reason for no gross salvage was because of a true-up of the
salvage for return to stores inventory that was processed in 2007. According to PEF, this
account’s property units are normally scrapped.

OPC witness Pous averred that PEF’s net salvage proposal appears to be in reaction to
hurricane related activity. We agree and find that net salvage of (20) is more reasonable.

6. Account 366,00 - Underground Conduit

PEF proposed a modest change in curve from R3 to R2.5, an increase in average service
life from 55 to 67 years, and a decrease in net salvage from 0 to (10) percent. OPC proposed that
the net salvage remain at 0 percent.

OPC argued that if the plant is abandoned there should be minimal negative net salvage
and that if the plant is removed, there should be some gross salvage. OPC also noted the
excessive level of cost of removal the Company experienced during the recent hurricanes.
According to OPC witness Pous, PEF proposed O percent net salvage in its last (2005)
depreciation study.

PEF argued that OPC’s proposal is entirely based upon the statement that the property
will be abandoned in place irrespective of the fact that the Company has experienced negative
net salvage. Witness Robinson asserted that the very modest (10) percent net salvage is
reflective of the fact that “much of the property may be abandoned in place.

We believe that both parties make good points in their arguments. In an effort to at least
partially remove the hurricane impact and to account for cost of removal for abandoned plant,
and finally, in an effort to change the net salvage in a more gradual manner, we find that a
compromise, a net salvage of (5) percent, is appropriate.
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7. Account 367.00 — Underground Conductors and Devices

PEF proposed a modest change in curve from R3 to R2, an increase in average service
life from 34 to 35 years, and a decrease in net salvage from (5) percent to (10) percent. OPC
proposed no change in net salvage, leaving it at (5) percent.

When asked in discovery why PEF is proposing to change the net salvage from (5) to
(10) percent, witness Robinson provided the same answer that he provided for other accounts,
which is the “fresh start.” PEF’s response stated that the newly estimated parameters are used
unless there is compelling evidence not to use them.

QPC argued that if the excessive levels of negative net salvage associated with calendar
years 2004 and 2005 were excluded, PEF’s net salvage would be positive. OPC witness Pous
also stated that PEF admits to retiring investment in place. Witness Pous asserted that when PEF
actually retires and removes conductors, there should be gross salvage associated with the
retirements. According to witness Pous, a net salvage of (5) percent may also be excessively
negative.

PEF witness Robinson did not address hurricane impacts. While he agreed that gross
salvage is possible with third party damage, he asserted that it is extremely unlikely that levels of
gross salvage anywhere near the levels recorded in the past will be applicable. He also asserted
that cost of removal actually forecasts to in excess of 130 percent. We find that OPC’s proposal
to retain (5) percent net salvage is a reasonable approach in the face of significant hurricane
impacts in recent data.

8. Account 368.00 — Line Transformers

PEF proposed a modest change in curve from R2.5 to R2, an increase in average service
life from 26 to 27 years, and a decrease in net salvage from (5) to (15) percent. OPC proposed
an increase in the ASL from 26 to 33 years, an S0.5 curve, and no change in the net salvage of
(5) percent.

OPC’s arguments for an increased life for this account are similar to the arguments for an
increased life in Account 364,00, Poles, Towers, and Fixtures. PEF witness Robinson’s rebuttal
is also similar to his rebuttal for Account 364.00. However, for this account, OPC proposed a
different mode curve, an S0.5. A compromise is the most reasonable approach for the ASL;
however, for the curve, we believe that PEF’s proposal is reasonable. Therefore, an R2 curve
with a 31 year ASL is a reasonable compromise.

For net salvage, PEF proposed a change from (5) to (15), percent while OPC proposed
that the net salvage remain at (10) percent. The OPC witness asserted that hurricane-related
retirements need to be taken into account. Witness Pous asserted that during 2005 and 2006,
PEF retired a significantly higher percentage of equipment which is opposite the actual
investment mix. OPC witness Pous characterized his proposal as conservative. PEF witness
Robinson countered that there is a recent decline in gross salvage, while cost of removal levels
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have been increasing in the last several years. We find that both parties have made persuasive
arguments; therefore, we find that a compromise of (10) percent is appropriate.

9, Account 369.10 -- Services — Qverhead

PEF proposed no change in the R3 curve, a decrease in average service life from 36 to 34
years, and no change in the net salvage of (50) percent. OPC proposed to increase the net
salvage from (50) to (40) percent.

OPC argued that PEF did not recognize that the most recent data, including the effects of
hurricanes, result in a positive net salvage. Since 2001, there have been retirements only in
2004, resulting in a net salvage of 2.67 percent. According to OPC witness Pous, reliance on
recent data would serve to reduce the negative net salvage; however, he based his
recommendation on the “concept of gradualism . . . only recommending a change to a negative
40% net salvage for this account.”

PEF witness Robinson asserted that OPC witness Pous’ assertion that recent data yields a
positive level of net salvage is incorrect and unsupported. PEF witness Robinson further averred
that OPC witness Pous was wrong when he asserted that this account routinely generates positive
salvage because of the labor intensive removal and limited scrap value. Witness Robinson
asserted that although there may be gross salvage in the future, nothing near the overall recorded
levels of gross salvage will be experienced. We find OPC’s argument is persuasive; it is a
moderate change, based on available data.

10, Account 369.20 — Services — Underground

PEF proposed a relatively modest change in curve from R2.5 to R0.5, an increase in
average service life from 38 to 43 years, and a decrease in net salvage from 0 to (15) percent.
OPC proposed that the net salvage remain at 0 percent.

OPC argued that the net salvage should be increased because PEF’s proposal appears to
react to a major cost of removal reported during 2005 corresponding to hurricane related activity.
Witness Pous asserted that witness Robinson’s failure to compensate in any manner for the
unusual storm related activity during the last several years is incorrect and unacceptable.
According to witness Pous, if PEF had eliminated the retirements and the corresponding negative
net salvage from 20035, overall net salvage for the last 10 years would have been between zero
and (4) percent.

PEF witness Robinson disagreed that hurricane damage is a contributing factor to
negative net salvage because with underground facilities, little, if any hurricane damage would
occur. Witness Robinson asserted that PEF’s historic net salvage of (6) percent is influenced by
the significant levels of positive salvage during the 1970’s and early 1980’s. Witness Robinson
averred that even if much if not most of this account will be abandoned in place, there will still
be cost of removal because PEF will need to disconnect the plant.
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We find that PEF’s argument is somewhat persuasive, even with hurricane-related
retirements included. We also agree with OPC that the net salvage should not be changed from 0
to (15) percent. Accordingly, we find that a net salvage of (5) percent is an appropriate
compromise.

11. Account 370.00 - Meters

PEF proposed a relatively modest change in the curve from R2.5 to R0.5, a decrease in
the average service life from 26 to 18 years, and a decrease in net salvage from (8) to (10)
percent. OPC offered a proposal to increase the net salvage from (8) to (6) percent.

PEF witness Robinson testified that PEF’s proposed 18-year average service life was
based on his analysis of meter investment through December 31, 2007. Witness Robinson
further testified that because of changing technology, the historical experience is considered
conservative, and that 18 years is likely the maximum life in the future. OPC witness Pous
provided no testimony pertaining to the average service life. We find that PEF’s average service
life proposal is reasonable based on the record evidence.

This account saw significant retirements in 2006, approximately $82 million. Of this
amount, about $81 million of the retirements were related to replacing current meters with
advanced meters, known as AMR (automatic meter reading) meters. According to PEF,
historical net salvage for this account averaged (7) percent, “dramatically influenced by the
change out of a significant quantity of meters during the last couple of years.” Salvage amounts
reflected in 2005 and 2006 were part of a formal salvage agreement PEF had with the vendor of
the new meters. PEF witness Robinson asserted that with the meter project complete in 2007, he
expects a return to a more typical cost for net salvage of (10) to (15) percent or higher.

OPC witness Pous proposed a change in net salvage to (6) percent because this is
reflective of the net salvage percent achieved after 2005 retirements. Witness Pous also pointed
to the experience of a utility in Texas that achieved a cost of removal per meter of $5.63.
According to witness Pous, relying on a cost of removal per meter of $5.63 in PEF’s territory
would result in net salvage close to (6) percent. Therefore, he recommends (6) percent cost of
removal.

We find that it is premature to decrease the net salvage, as PEF proposes. There has been
a large change in the account with the addition of the new AMR meters. We do not find that
using the information provided by witness Pous on the Texas utility’s cost of removal per meter
is sufficient to be used as support for an increase in net salvage. Additionally, the negative net
salvage achieved by PEF for the $82 million of retirements was in part based on a salvage
agreement with the vendor. We find that the appropriate approach at this time is to retain the
current net salvage of (8) percent.

12. Account 371.00 — Installation on Customers Premises

PEF proposed no changes in its curve (R2) or its net salvage of O percent. PEF proposed
to lengthen the average service life from 24 to 25 years. PEF witness Robinson considered an
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industry life of 19 years for this account.  None of the intervenors offered a proposal for this
account different from PEF’s proposal.

13. Account 373.00 — Street Lighting and Signal Systems

PEF proposed a modest change in the curve from L2 to L1.5, an increase in the average
service life from 17 to 20 years, and a decrease in net salvage from 0 percent to (20) percent.
OPC proposed a decrease in net salvage from 0 percent to (5) percent.

OPC witness Pous averred that his proposed net salvage of (5) percent is both reasonable
and appropriate, but that it does not give adequate weight to the potential of selling future street
lighting systems. Witness Pous asserted that because of the future sale potential, his
recommendation is conservative in favor of the Company.

PEF witness Robinson asserted that much of the gross salvage is likely attnbutable to
return to stores, which is not true gross salvage. According to witness Robinson, there are no
anticipated street lighting acquisitions. We find that OPC’s arguments are more persuasive.

Account-Specific Analysis: General Plant

1. Account 390.00 — Structures and Equipment

PEF proposed a modest curve change from LO to LO.5, a decrease in the average service
life of four years from 28 to 24, and a decrease in net salvage, from O to (5) percent. OPC
proposed a net salvage of 15 percent.

OPC argued that buildings can be anticipated to appreciate rather than depreciate in
value. OPC witness Pous asserted that given the type of investment and PEF’s proposed 24-year
average service life, it is unreasonable and unrealistic to expect that relatively new buildings
would require demolition and removal instead of a sale or reuse. Witness Pous opined that some
form of net salvage is appropriate; therefore, he recommended a 15 percent net salvage. PEF
argued that OPC ignores the realities of the operations of special use utility properties. Witness
Robinson pointed to a $12 million retirement in 2007 which resulted in net salvage of more than
(5) percent. We believe that both parties make reasonable arguments; however, we find OPC’s
argument is generally more persuasive. Therefore, we find that a compromise net salvage of 10
percent is appropriate.

2. Other Genera| Plant Accounts

Pursuant to Rule 25-6.04361(5)(f), F.A.C., certain General Plant Accounts may use an
amortization schedule. PEF proposed to amortize these accounts in accordance with the rule,
continuing to use a seven-year amortization schedule for:

s Account 391.00 — Office Furniture and Equipment,

* Account 393.00 — Stores Equipment,
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e Account 354.00 - Tools, Shop, and Garage Equipment,
¢ Account 395.00 — Laboratory Equipment,

¢ Account 397.00 - Communication Equipment; and

¢ Account 398.00 - Miscellaneous Equipment.

Under PEF’s proposal there will be no change to the depreciation accrual. None of the
intervenors offered a proposal for this account different from PEF’s proposal.

For cach of the following general accounts, PEF currently is using a depreciation rate
approved in Order No. PSC-05-0945-S-El, issued on September 28, 2005, in Docket No.
050078-El, page 164. The accounts and their current depreciation rates are shown in Table 2.

Table 2: General Accounts with Specific Depreciation Rates

. Account No. Account Name Depreciation Rate (percent)
1 392.10 Passenger Cars 8.7 ]
392.20 Light Trucks 8.7
392.30 Heavy Trucks 4.8
. 392,40 Special Trucks 5.0
362.50 Trailers 1.7
396.00 Power Operated Equipment | 5.8 ]

PEF proposed to continue using the previously approved depreciation rates. There will
be no change to the depreciation accrual under PEF’s proposal. None of the intervenors offered
any proposal for these accounts.

Conclusion

The approved remaining life, net salvage percent, allocated reserve percent,
amortizations, and resulting rates for each transmission, distribution, and general plant account
are contained in Table 3,
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Table 3: Current and Commission Approved Parameters and Rates
CURRENT APPROVED* COMMISSION APPROVED
Average Remaining Average Remaining
Remaining  Net Life Remaining Net Allocated Life
ACCOUNT Life Salvage Rate Life Salvage  Reserve Rate
(Yrs. %) (%) {Yrs. (%) (%) (%)
TRANSMISSION PLANT
350.10 Land Rights 33.0 0 1.21 53.0 0 35.50 1.2
352.00 Structures and lmprovements 35.0 (15} 1.87 57.0 (15) 32.74 1.4
353.10 Station Equipment 29.0 0 1.78 43.0 0 22.00 1.8
153.20 Station Equipment-Station Control 5.0 0 0.90 7.2 0 91.80 1.1
354.00 Towers and Fixtures 27.0 (25) 1.72 31.0 (235) 84.19 1.3
355.00 Poles and Fixtures 22.0 (253 2.72 29.0 (25) 30.46 33
356.00 Qverhead Conductors and Devices 21.0 (30) 2.26 43.0 (20) 39.37 1.9
357.00 Underground Conduit 18.8 0 1.28 16.9 0 80.29 1.2
358.00 Underground Conductors & Devices 16.8 3 [13 47.0 0 6.32 2.0
359.00 Roads and Trails 31.0 0 0.76 69.0 0 35.81 0.9
DISTRIBUTION PLANT
360.10 Land Rights 31.0 0 1.19 67.0 0 7.64 1.4
361.00 Structures and mprovements 39.0 5 t.86 64.0 (10) 19.06 1.4
362.00 Station Equipment 270 (15) 2.57 51.0 (10 18.20 #* I8
364.00 Poles, Towers and Fixtures 200 (35) 386 18.8 35 55.95 4.2
365 Overhead Conduclors and Devices 20.0 (15 2.66 27.0 (20) 46.28 ** 2.7
366.00 Underground Conduit 35.0 0 1.78 56.0 (5) 16.86 ** 1.6
367.00 Underground Conductors and Devices 26.0 (5) 3.19 25.0 (5) 31.20 3.0
368.00 Line Transformers 15.2 {5) 3.38 21.0 (10} 49.3) 2.9
369.10 Services-Overhead 240 (50) 2.86 15.4 (40) 77.64 4.0
369.20 Services-Underground 26.0 0 2.76 35.0 (5) 26.89 2.2
370.00 Meters 19.6 (8) 3.57 13.5 &) 27.00 *+ 6.0
370.10 Meters-Energy Conservation 10.3 0 0.00
371.00 Installation on Customers Premises 25.0 0 393 17.6 0 36.10 3.6
373.00 Street Lighting and Signal Systems 9.1 0 4.59 123 (5 67.29 3.1
GENERAL PLANT
389.00 Land Rights
390.00 Structures and Improvements 26.0 0 348 17.8 10 24.00 3.7
391.00 Office Fumniture and Equipment 14.30 7 Year Amontization
Transportation Equipment
392.10 Passenger Cars 8.70 8.70%
392.20 Light Trucks 8.70 8.70%
392.30 Heavy Trucks 4.80 4.80%
392.40 Special Trucks 5.00 5.00%
392.50 Trailers 1.70 1.70%
393.00 Siores Equipment 14.30 7 Year Amortization
394.00 Tools, Shop and Garage Equipment 14.30 7 Year Amortization
395.00 Laboratory Equipment 1430 7 Year Amortization
396.00 Power Operated Equipment 5.8t 5.8
397.00 Communication Equipment 14.30 7 Year Amortization
398.00 Miscellaneous Equipment 14.30 7 Year Amontization

* Ocder No. PSC-05-0945-S-E1, Docket No. 050078-El.
** Reserve after Commussion approved reallocations.
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H. Calculated Theoretical Reserves

The theoretical reserve is the calculated balance that would be in the reserve if the life
and salvage estimates now considered appropriate had always been applied. The book reserve is
the amount actually recovered to date. The formula for the prospective theoretical reserve is
provided in Rule 25-6.0436(4)(k), F.A.C. Using this formula and the life and salvage
components we have previously approved, we find a reserve imbalance of $697.4 million, as
shown in Table 4:

Table 4: Reserve Imbalance

(million)
- Steam Production $173.5
Nuclear Production 102.5
g Other Production 55.8
Transmission 99.5
Distribution & General 266.1
Total Reserve Imbalance $697.4

1. Corrective Reserve Measures

We note that all witnesses agreed that the remaining life depreciation methodology
recovers the net remaining investment over the average remaining life of the associated assets.
We observe that the parties also agreed that:

e Depreciation rates should be based on the best information available.
» A reserve surplus of at least $646 million exists based on the theoretical reserve calculation.

e The reserve surplus serves to reduce PEF’s future depreciation expenses.

We believe the crux of this issue is whether the reserve imbalance should be corrected
over the remaining life or a shorter period of time. To this end, PEF witnesses Robinson and
Garrett contended that the remaining life deprectation approach to resolve reserve imbalances is
the norm and there is no reason to deviate. OPC witness Pous and FIPUG witness Pollock
asserted that the magnitude of the reserve variance warrants a corrective approach other than the
normal remaining life depreciation approach. We note that PEF witness Vilbert agreed that it
would be best if there were no reserve imbalance.
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We observe that the NARUC depreciation manual sets forth two accepted methods for
calculating a theoretical depreciation reserve: the prospective method and the retrospective
method.  The prospective method is required in our depreciation study rule, Rule 25-
6.0436(6)(d), F.A.C. PEF witness Robinson and OPC witness Pous acknowledged the NARUC
manual as setting forth standard depreciation practices.

The NARUC depreciation manual states that if a reserve imbalance is material, common
methods for correcting the imbalance are either through an amortization over an abbreviated
period of time or remaining life depreciation rates. We note that the NARUC depreciation
manual does not quantify what constitutes a “material” imbalance. In its brief, PEF argued that
amnortization of reserve deficiencies caused by plant retiring earlier than the average service life
is what NARUC meant when it referenced amortization as a common method to address reserve
imbalances, because amortization in this instance more closely follows the matching principle.
We disagree with PEF’s assertion. The NARUC depreciation manual is clear that amortization
1s an acceptable method for correcting material reserve imbalances. We believe that if there
were exceptions to the use of amortization, as PEF implied, the NARUC depreciation manual
would have so stated. Moreover, we agree with FRF that it makes little sense that the NARUC
depreciation manual would support a policy that violated GAAP or represented retroactive
ratemaking as alleged by PEF. While PEF apparently agreed with the recovery of investments
retiring earlier than their average service life, it did not address the negative reserves that
currently exist with the retirement of Bartow, Avon Park, meters, or power operated equipment.

FIPUG argued in its brief that PEF’s claim that amortization of a reserve imbalance is
retroactive ratemaking is without merit. FIPUG asserted that retroactive ratemaking involves
going back in the past and changing an approved rate. FIPUG cited in its brief to City of Miami
v. FPSC, 208 So. 2d 249, 259-260 (Fla. 1968), for the proposition that retroactive ratemaking
involves the application of new rates to past consumption.

FIPUG asserted that in the instant case, the issue is the setting of PEF’s prospective
depreciation rates. FIPUG contended that revised depreciation rates will be applied going
forward and an amortization of a reserve imbalance going forward is not retroactive ratemaking.
We agree. Depreciation rates are designed and applied prospectively and so is the correction of
any reserve transfers or correction of a reserve imbalance via an amortization. The calculation of
the theoretical reserve is prospective, as defined in Rule 25-6.0436, F.A.C.

1. Intergenerational Inequity

The intervenors claimed that the existence of PEF’s reserve imbalance indicates that past
and current customers have paid more than their fair share of depreciation expenses and that
future customers will therefore pay less than their fair share. In contrast, PEF contended that the
existing imbalance would inure to the benefit of current and future customers because the
depreciation rates will be lower than they otherwise would be.

We believe that the very presence of a reserve imbalance indicates the existence of an
intergenerational inequity. Based on what is known today, the estimates of yesterday are now
viewed as being too short. PEF has lengthened the life span estimates for its production plants.
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Net salvage estimates have changed. Does that mean that past life and salvage estimates were
wrong? We believe it does not. Disregarding that settlements were reached in 2002* and
2005 that addressed depreciation and many other matters, the last time this Commission
actually conducted a thorough review and analysis of PEF’s depreciation parameters was in
1997. Conditions, Company plans, and regulatory requirements change. OPC witness Pous
acknowledged that depreciation parameters change over time simply because depreciation is a
projection of anticipated events in the future. FRF recognized in its brief that in a depreciation
study review, a goal has been to align the actual and theoretical reserve positions for all accounts.

We agree with PEF witness Robinson and OPC witness Pous that it is unlikely there
would ever be a time when there is no reserve imbalance, simply because as time passes, more
information is known and hopefully better estimates of life and salvage can be determined. That
said, there is no reason for not taking some action to correct reserve imbalances, where possible,
either through reserve transfers or an amortization. We also believe it is the magnitude of the
reserve imbalance that dictates what action is taken.

We agree with PEF that current and future customers will receive the benefit of the
existing reserve surplus through lower depreciation rates. If the reserve surplus is reduced, the
depreciation reserve will increase thereby, all things remaining equal, causing depreciation rates
and future revenue requirements to naturally increase. At the present time, it can be argued that
the current reserve surplus results in prospective depreciation rates that are artificially low. This
is the beauty or the beast of the remaining life rate methodology. A surplus means that more
than enough has been recovered under present expectations, and so there is a smaller amount left
to be recovered over the average remaining life. Conversely, the presence of a reserve deficit
means that not enough has been recovered to date, so the depreciation rate must increase to make
up the difference in the future.

2. Previous Commission Orders Regarding Reserve Imbalances

We observe that the intervenors contended that our past orders support a position that
reserve imbalances have historically been recovered over a period of time that is shorter than the
average remaining life. PEF, on the other hand, contended that the orders referenced by the
intervenors refer to reserve deficiencies, not to reserve surpluses as exist in this case, and so
these orders are not pertinent. We believe this 1s a distinction without a difference.

The existence of a negative reserve caused by plant retiring earlier than the related
average service life creates a positive component in rate base on which the Company is allowed
to earn a return until it is corrected. We believe that negative reserves reflect an overstatement of
rate base. We presume that PEF undoubtedly concurs or it would not have made the statement
that amortization in these circumstances is warranted.

*? Order No. PSC-02-0655-AS-EJ, issued May 14, 2002, in Docket Nos. 000824-EI, In re; Review of Florida Power
Corporation’s eamings, including effects of proposed acquisition of Florida Power Corporation by Carolina Power
& Light and 020001-El, In re: Fuel and purchased power cost recovery clause with generating performance
incentive factor. (FPC 2002 Rate Case Settlement Order).

2 Order No. PSC-05-0945-S-El, issued September 28, 2005, in Docket No. 050078-El, In re: Petition for rate
increase by Progress Energy Florida, Inc. (PEF 2005 Rate Case Settlement Order).
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We agree with OPC witness Pous that whether the imbalance is a deficiency or a surplus,
the rate base is misstated and should be corrected. By design, the remaining life rate self-adjusts
and corrects any reserve imbalance over the remaining life of the associated plant. Historically,
this Commission has addressed reserve imbalances through the use of reserve transfers or
allocations. For electric companies, in light of possible cross-subsidies between functions, we
have limited transfers between accounts within the same function. In other words, transfers are
only made between accounts within the production function, transfers between accounts within
the transmission function, and so on.

PEF recognized our practice of using reserve transfers between accounts to correct
reserve imbalances. PEF witness Vilbert also acknowledged that this practice was not a
restatement of depreciation reserve, but rather a reallocation among accounts. However, PEF
asserted that reserve transfers were not needed or were inappropriate to use in its depreciation
study. PEF witness Garrett contended that such reserve correction would effectively represent
reserve transfers that may not be compliant with Generally Accepted Accounting Principles
(GAAP), although this is contradicted by PEF witness Vilbert. We also note that, according to
PEF’s outside auditors’ guidance, transfers of depreciation expense from transmission or
distribution accounts to generating accounts are generally acceptable under Financial Accounting
Standard (FAS) 71, as long as the transfers do not result in negative depreciation for any account.
Thus, we believe that the practice of reserve transfers between accounts does not violate GAAP.

In its brief, PEF recognized that we have previously approved accelerated depreciation
when faced with potential changes in the regulatory environment as a result of possible
deregulation. In this instance, we stated that the accounting adjustments “will facilitate the
establishment of a level ‘accounting’ playing field between [the utility] and possible non-
regulated competitors.™* We note that the expected competition did not come to fruition. We
do not believe that this means that an error was made. Just as the Commission reacted to events
it thought were likely to take place, we can react to existing circumstances by amortizing PEF’s
reserve imbalance over a shorter period of time than the remaining life. There is nothing in our
prior order or any other order that prohibits us from addressing the reserve imbalance identified
in this proceeding in a manner different from the remaining life rate design approach.

In Order No. PSC-02-0655-AS-E]l, issued May 14, 2002, in Docket Nos. 000824-EIl, In
re. Review of Florida Power Corporation’s earnings, including effects of proposed acquisition of
Florida Power Corporation by Carolina Power & Light and 020001-EI, In re: Fuel and purchased
power cost recovery clause with generating performance incentive factor (PEF 2002 Rate Case
Settlement Order), the Company agreed to a credit to depreciation expense, which is tantamount
to an annual amortization. PEF opposed the intervenors’ current proposals, which are similar
approaches. We recognize, as pointed out by PEF in its brief, that settlements involve give and
take. We also agree with PEF that a settlement is not binding precedent on the Commission.
That said, we are puzzled why PEF would have agreed to a credit to depreciation expense if it
indeed believed that doing so was in violation of GAAP and Federal Energy Regulatory
Commission (FERC) guidelines.

¥ Order No. PSC-97-0495-FOF-EI, issued April 29, 1997, in Docket No. 9704 10-EL In te: Proposal to extend plan
for recording of certain expenses for vears 1998 and 1999 for Florida Power & Light Company, p. 3.
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FIPUG argued in its brief that the current proposed amortization of the reserve imbalance
is conceptually the same as our prior actions for Florida Power & Light Company (FPL). By
Order No. PSC-96-0461-FOF-EL,”> FPL was authorized to record additional depreciation
expense of $126 million in 1995, an additional $30 million beginning in 1996, and additional
expenses in 1996 and 1997 based on differences between actual and forecasted revenues to
correct a $175.3 million reserve deficiency existing in FPL’s nuclear production facilities, with
any residual expense to be applied to the other production facilities. In its 1997 depreciation
study,? Florida Power Corporation (FPC) was ordered to amortize the gain realized from the
sale of a combustion turbine (CT), to be used to offset a reserve deficiency at the Suwannee
Peaking Plant. In the FPL 2005 Rate Case Settlement Order, FPL was authorized to amortize up
to $125 million annually as a credit to depreciation expense and a debit to the bottom line
depreciation reserve over the term of the Settlement. FIPUG asserted that the material reserve
surplus in the instant case warrants similar adjustments to restore generational equity and to help
mitigate the impact of the proposed base rate increases. FIPUG’s arguments do not recognize
that in the cited FPL cases, the recording of additional depreciation expense to correct perceived
reserve deficiencies was made in the context of ensuring the Company would eamn within its
authorized rate of return. For the FPC case cited, we note that rather than amortizing the
proceeds from the sale of the CT unit over five years, we held that the proceeds should have been
recognized as gross salvage and recorded as a credit to the depreciation reserve. Because the
sale proceeds exceeded the net unrecovered costs associated with the retired CT, the surplus was
transferred to help offset a reserve deficiency for the Suwannee Peaking Plant.

FRF argued in its brief that our declared policy with respect to reserve imbalances is to
correct them as soon as possible without adversely impacting a company’s ability to earn a fair
and reasonable return.”” FRF noted that this Commission also targeted overearnings in the past
to book additional depreciation expense, thereby lowering reported earnings and bringing them
in line with the allowed rate of return. In the instant proceeding, we are setting a new rate of
retum for PEF. In deciding whether to amortize the reserve imbalance as the intervenors
proposed, we will also consider any negative impacts such an amortization will have on PEF’s
financial integrity and the ratepaycrs.

3. GAAP

PEF witnesses Garrett and Vilbert asserted that amortization of a reserve imbalance
violates GAAP, specifically FAS 154. The witnesses contended that retroactive depreciation
adjustments and reversal of prior period depreciation expenses are not GAAP-compliant. While
this may be, we do not believe the intervenors’ proposals constitute retroactive adjustments or
the reversal of depreciation expenses. The intervenors have not claimed that PEF’s prior

¥ Order No. PSC-96-0461-FOF-El, issued April 2, 1996, in Docket No. 950359-E1, In re: Petition to establish
amortization schedule for nuclear generating units to address potential for stranded investment by Florida Power &

Light Company.

** Order No. PSC-98-1723-FOF-E], issued December 18, 1998, in Docket No. 971570-El, In re: 1997 Depreciation
Study by Florida Power Corporation. (FPC 1997 Depreciation Order).

> Order No. PSC-01-2270-PAA-EI, issued November 19, 2001, in Docket No. 010699-E], In re: Request for

approval of implementation date of January 1, 2002, for new depreciation rates for Marianna Electric Division by
Florida Public Utilities, p. 2.
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depreciation rates were incorrect. The existing reserve imbalance is due to changes in
prospective life and salvage estimates. Depreciation rates are prospective in nature and so is any
correction to the reserve imbalance.

PEF witness Garrett testified that FAS 154 does not necessarily limit how regulated
companies establish their cost of service, and this Commission has considerable latitude in its
ratemaking endeavors. While FAS 154 govems financial accounting, it does not govemn
regulatory accounting. In response to discovery, PEF stated that as long as an action did not
result in negative depreciation for any account, the action would be generally acceptable under
FAS 71. PEF witness Garrett testified to the same point.

When asked at the hearing whether remaining life rates restated depreciation expense,
PEF witness Garrett responded in the negative. We disagree. If the remaining life rate is lower
prospectively than the currently approved depreciation rate, the reserve is being restated over the
newly-established remaining life. The very nature of remaining life depreciation rates is that
they self-adjust to recover net unrecovered investments over the applicable remaining life.
Under PEF’s logic then, remaining life depreciation rates would be considered retroactive, since
the methodology, by design, restates the reserve.

4. Financial [ntegrity

Regarding the intervenors’ amortization proposals, PEF asserted that depreciation
expense will be reduced during each year of the amortization period and rate base will
accordingly increase, thereby increasing the return to which the Company is entitled. The
resulting reduction in cash flow will require PEF to raise additional capital to meet its
construction budget. This will 'ikely lead to higher transaction costs associated with acquiring
new capital for capital investments. However, we note that since PEF’s forecast of capital
expenditures is in excess of its cash flows, it already plans to go to the market to raise more debt
and equity.

PEF also cautioned that the intervenors’ proposed amortization would increase its cost of
capital due to increased investor uncertainty. Moreover, such an amortization would likely
weaken PEF’s credit metrics and result in an increase in its cost of debt and cost of equity on a
going forward basis. A higher cost of capital applied to a larger rate base yields higher customer
rates. As tllustrated by PEF witness Vilbert, the intervenors’ proposals would decrease revenue
requirements in the short term, but would increase revenue requirements about $200 million
between year 4 and year 5. We note that witness Vilbert did not provide a sensitivity analysis
that quantified the minimum level of reduced depreciation cash flow that would not have an
adverse affect on the Company’s financial integrity.

The intervenors’ proposed adjustment for the theoretical reserve surplus will lower PEF’s
cash flow metrics. Witness Lawton demonstrated that PEF’s CFO/Interest will decrease from
4.9x to 4.0x and its CFO/Debt will decrease from 35 percent to 29 percent based on PEF
receiving the full amount of its requested rate increase except for the amortization. However, the
proposed adjustment does not take into account any other adjustments that will impact cash flow.
By itself, the intervenors’ proposed adjustment would not lower PEF’s financial metrics below
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the standards required for its current credit rating. Then again, the proposed adjustment in
combination with other adjustments that reduce cash flow could result in PEF’s credit metrics
falling below those required for an investment grade rating, For example, OPC’s proposed $35
million revenue reduction will result in a CFO/Interest of 3.8x and a CFO/Debt of 18 percent.
The resulting financial metrics would not meet the standards for Moody’s financial metrics for
PEF’s current credit rating of A3. While there is no one key financial metric that determines a
particular bond rating level, these financial ratios are helpful in evaluating a company’s financial
integrity and liquidity for assessing its credit quality.

5. Conclusion

In the review of any depreciation study, the reserve position of the company should be
reviewed. [ndeed, the depreciation study rule, Rule 25-6.0436, F.A.C., requires a calculation of
the prospective theoretical reserve for each account. As noted previously, this is the first
thorough review of PEF’s reserve position since 1997. Reserve imbalances are to be expected in
over 10 years’ time. As previously discussed, our calculation indicates a total reserve imbalance
of $697.4 million.

PEF reports net unrecovered investments associated with the retirement of the Bartow
Plant and Avon Park steam plants, the CR 4 & 5 upgrade, and the CR 3 steam generator. There
are also negative reserves associated with the retirement of meters and power operated
equipment that retired earlier than the associated expected life. The initial appropriate corrective
action is to allocate some of the reserve surplus existing in the production and distribution plant
functions to correct these net unrecovered costs.

We reviewed the reserve position of PEF’s accounts. Based on our calculations, the
reserve surplus existing for Anclote, CR 1 & 2, and CR 4 & 5 can be transferred to correct the
reserve deficiencies existing at Suwannee, to correct the negative reserves at the retired Bartow
and Avon Park sites, and to offset the unrecovered net investments at CR 4 & 5 associated with
the retirements planned in connection with the upgrade. For CR 3, an allocation of reserve from
Account 325, Miscellaneous Power Plant Equipment, shall be made to offset the calculated
reserve deficiency in Account 312, Reactor Plant Equipment, and to recover the net investments
associated with the steam generator retirement. Additionally, reserve allocations shall be made
among the accounts of the other production sites at Avon Park, Bartow, Debary, Debary P7-1,
Higgins, Hines Energy Complex (Units 1-4), Intercession City (#11, P1-P6, and P12-P14),
Turner, Rio Pinar, and Suwannee to bring their respective book reserve positions more in line
with the theoretically correct levels.

The reserve surpluses existing in the Distribution Plant function, specifically in Account
362, Station Equipment; Account 365, Overhead Conductors and Devices; and Account 366,
Underground Conduit, shall be transferred to correct the calculated reserve deficiencies in
Account 367, Underground Conductors and Devices, and the negative reserves in Account 370,
Meters, and Account 396, Power Operated Equipment. These transfers will bring the reserve for
both underground conductors and devices and meters to their theoretically correct levels, and
correct the negative reserve in power operated equipment.
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Our approved reserve allocations are shown in Table 5. The question remains what
additional action should be taken with respect to the remaining calculated reserve surplus of
$690 million. Balancing the need to correct the reserve surplus with concerns regarding reduced
cash flow and financial integrity, we find that $23 million of the reserve surplus shall be
amortized over four years in the annual amount of $5,840,613, thereby bringing the increase in
annual revenue requirement to zero. The remaining $667 million reserve surplus shall be
recovered through the remaining life rate design. In light of the minimal amount of reserve
surplus being amortized, we believe the impact to depreciation rates is negligible. For this
reason and for purposes of simplicity, we will not recalculate the depreciation rates previously
approved.

Table 5: Reserve Allocations

Book Reserve Theoretical Approved Allocated
Est. 12/31/09 Reserve Imbatance Allocation Reserve
($) %) ($) & 03]

PRODUCTION PLANT
Anclote Steam
312 Boiler Plant Equipment 76,215,849 64,643,696 11,572,153 (4,102,074) 72,113,775
314 Turbogenerator Units 62,869,369 66,971,443 (4,102,074) 4,102,074 66,971,443
Bartow Steam

(15,690,209) 0 (15,690,209) 15,690,209 0
Avon Park

(5,410,811) 0 (5,410,811) 5,410,811 0
Crystal River ! & 2 Steam
312 Boiler Plant Equipment 125,928,327 129,194,659 (3,266,332) 3,266,332 129,194,659
314 Turbogenerator Units 97,505,207 80,652,588 16,852,619 (3,266,332) 94,238,875
Crystal River4 & 5 Steam
311 Structures and Improvements 94,380,530 70,931,184 23,449,346 (6,602,228) 87,778,302
312 Beiler Plant Equipment 353,494,603 317,701,142 35,793,461  (16,397,008) 337,097,595
314 Turbogenerator Units 152,123,615 87,432,013 64,691,602 (5,044,194) 147,075,421
315 Acvessory Electric Equipment 59,293,343 35,188,257 24,105,086 (1,470,314) 57,823,029
316 Misc. Power Plant Equipmeny 9,493,042 5,724,742 3,768,300 (467 ,491) 9,025,551
312 Crystal River 4 & 5 Upgrade : 15,332,125 21,192,417 (5,860,292) 5,860,292 21,192,417
|

Suwannee River Steam
311 Structures and Improvements 4,745,118 4,842,866 (97,748) 97,748 4,842 860
312 Boiler Plant Equipment 14,003,681 14,107,051 (103,370} 103,370 14,107,051
314 Turbogenerator Units 10,220,962 12,523,891 (2,302,929) 2,302,329 12,523,291
315 Accessory Electric Equipment 1,983,090 2,499,566 {516,476) 516,476 2,499,566
Crystal River Unit 3
322 Reaclor Plant Equipment 117,836,426 128,461,561 (10,625,135 10,625,135 128,46(,561
325 Misc. Power Plant Equipment 36,335,036 13,647,920 22,687,116  (13,246,624) 23,088,412
322 Crystal River Unit 3 Steam Gen. Ret. (2,621,489 0 (2,621,489) 2,621,489 0
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Table 5: Reserve Allocations
Book Reserve Theoretical Approved Allocated
Est. 12/31/09 Reserve Imbalance Allocation Reserve
% 3 3 & $)
PRODUCTION PLANT
Avon Park Peaking
342 Fuel Holders, Prod. and Accessories 481,251 521,912 {40,661 40,661 521,912
343 Prime Movers 4,726,338 4,768,751 (42,413) 42,413 4,768,751
344 Generators 1,667,410 1,288,579 378,831 {39,393) 1,628,017
346 Misc. Power Plant Equipment 101,380 57,699 43,681 (43,681) 57,699
Bartow Peaking
342 Fuel Holders, Prod. and Accessories 1,083,322 1,105,444 (22,122) 22,122 1,105,444
343 Prime Movers 10,599,451 6,711,392 3,888,059 (91,128) 10,508,323
344 Generators 4,914 423 4,983,429 (69,006) 69,006 4,983,429
Debary Peaking
341 Structures and Improvements 3,642,049 3,558,170 83,879 (83,879) 3,558,170
342 Fuel Holders, Prod. and Accessories 4,431,240 5,045,248 (614,008) 614,008 5,045,248
343 Prime Movers 19,428,389 18,776,338 652,051 (652,051) 18,776,338
344 Generators 6,295,677 7,119,836 (824,159) 824,159 7,119,836
345 Accessory Electric Equipment 3,608,765 4,375,471 (766,706) 766,706 4,375,471
346 Misc. Power Plant Equipment 380,148 422,416 (42,268) 42,268 422,416
Debary Peaking P7-1 (New)
341 Structures and Improvements 2,338,183 2,614,264 {276,081) 276,081 2,614,264
342 Fuel Holders, Prod. and Accessories 3,754,425 4,083,707 1,229,282) 1,229,282 4,983,707
343 Prime Movers 32,719,600 35,779,435 (3,059,835) 3,059,835 35,779,435
344 Generators 9,180,736 10,453,448 (1,272,112) 1,272,712 10,453,448
345 Accessory Electric Equipment 2,565,188 2,885,535 (320,347) 320,347 2,885,535
346 Misc. Power Plant Equipment 474257 373,402 100,855 (100,855) 373,402
Higgins Peaking
341 Structures and Improvements 723,315 642,211 81,104 (81,104) 642211
342 Fuel Holders, Prod. and Accessories 1,856,757 1,365,454 491,303 {491,303) 1,365,454
343 Prime Movers 10,370,006 7,971,142 2,398,864 (2,398,864) 1,971,142
344 Generators 2,659,824 2,216,028 443,796 {443,796) 2,216,028
345 Accessory Electric Equipment 2,363,230 2,044,372 318,858 (318,858) 2,044,372
346 Misc. Power Plant Equipment 153,915 83,166 70,749 (70,749) 83,166
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Table 5: Reserve Allocations

PRODUCTION PLANT

Hines Energy Complex

341 Structures and Improvements

342 Fuel Holders, Prod. and Accessories
343 Prime Movers

344 Generators

1345 Accessory Electric Equipment

346 Misc. Power Plant Equipment

‘Hines Energy Complex Unit# 2

1341 Structures and Improvements

§342 Fuel Holders, Prod. and Accessories
£343 Prime Movers

1344 Generators

345 Accessory Electric Equipment
:346 Misc. Power Plant Equipment

‘Hines Energy Complex Unit#3

341} Structures and Improvements

1342 Fuel Holders, Prod. and Accessories
.343 Prime Movers

‘344 Generators

1345 Accessory Electric Equipment

%346 Misc. Power Plant Equipment

%Hiues Energy Complex Unit #4

1341 Structures and Improvements

§342 Fuel Holders, Prod. and Accessories
:343 Prime Movers

{344 Generators

345 Accessory Electric Equipment

346 Misc. Power Plant Equipment

Book Reserve Theoretical Approved Allocated
Est. 12/31/09 Reserve Imbalance Allocation Reserve

$) (% 3] (%) &)
16,163,733 14,550,359 1,613,374 {1,613,374) 14,550,359
8,064,414 6,698,241 1366,173 (1,366,173) 6,698,241
67,537,783 49,799,172 17,738,611 (14,706,720) 52,831,063
23,270,877 14,920,999 8,349,878 (8,349,878) 14,920,999
8,245,010 6,715,562 1,529,448 (1,529,448) 6,715,562
1,966,999 1,105,697 861,302 (861,302) 1,105,697
5,894,406 9,615,694 (3,721,288 3,721,288 9,615,694
1,185,395 2,884,597 (1,699,202) 1,699,202 2,884,597
23,202,575 21,413,557 1,789,018 (1,789,018) 21,413,557
! 15,973,036 8,533,642 7,439,394 (7,439,394) 8,533,642
\ 7,418,934 3,167,170 4,251,764 (4,251,764) 3,167,170
! 799,922 402,059 337,863 (337,863) 462,059
1,592,127 3,080,936 (1,488,809) 1,488,809 3,080,936
1,408,545 6,611,548 {5,203,003) 5,203,003 6,611,548
26,408,999 42,351,473 (15,942,474) 15942474 42,351 473
7,457,674 15,294,750 (7.837,076) 7,837,076 15,294,750
3,398,685 5,862,020 {2,463,335) 2,463,335 5,862,020
395,458 420,209 (24,751) 24,751 420,209
1,722,696 2,383,184 (660,488) 660,488 2,383,184
1,315,408 1,218,988 96,420 (96,420) 1,218,988
16,700,578 14,993,301 1,707,277 (601,147) 16,099,431
220,582 297,811 (77,229) 77,229 297,811
2,027,644 2,104,424 (76,777) 76,777 2,104,421
277,827 160,900 116,927 (116,927 160,900
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Table 5: Reserve Allocations

PRODUCTION PLANT

Intercession City Peak # 1]

341 Structures and Improvements

342 Fuel Holders, Prod. and Accessories
343 Pnme Movers

344 Generators

345 Accessory Electric Equipment

Intercession City Peak P{-P6

341 Structures and Improvements

342 Fuel Holders, Prod. and Accessories
343 Prime Movers

1344 Generators

345 Accessory Electric Equipment

‘Intercession City Peak P12-Pi4

341 Structures and Improvements

342 Fuel Holders, Prod. and Accessories
1343 Prime Movers

1344 Generators

}345 Accessory Electric Equipment

{Tumner Peaking

1342 Fuel Holders, Prod. and Accessories
343 Prime Movers

344 Generators

-345 Accessory Electric Equipment

1346 Misc. Power Plant Equipment

[Rio Pinar Peaking

|342 Fuel Holders, Prod. and Accessories
1343 Prime Movers

1344 Generators

5345 Accessory Electric Equipment

1346 Misc. Power Plant Equipment

Book Reserve Theoretical Approved Allocated
Est. 12731709 Reserve Jmbalance Allocation Reserve

(%) (%) (%) &) ($)
589,330 622,159 (32,829) 32,829 622,159
686,299 716,547 (30,248) 30,248 716,547
6,741,758 6,081,279 660,479 (350,504) 6,391,254
1,260,949 1,364,008 (103,059) 103,059 1,364,008
1,710,592 1,894,960 {184,368) 184,368 1,894,960
1,428,302 2,593,323 (1,165,021) 1,165,021 2,593,323
329,450 2,253,187 (1,923,737) 1,923,737 2,253,187
6,640,334 16,997,925 (10,357,591} 10,357,591 16,997,925
1,696,408 3,453,769 (1,757,361} 1,757,361 3453769
1,242,287 2,273,880 (1,031,593) 1,031,593 2,273.880
959,878 387,972 571,906 {371,906} 387,972
3,031,543 1,633,775 1,397,768 (1,397,768) 1,633,775
29,372,330 17,043,008 12,329,322 (11,476,675) 17,895,655
7,983,237 4,587,379 3,395,858 (1,757,361) 6,225,876
3,497,323 1,969,780 1,527,543 (1,031,593 2,465,730
1,920,928 2,529,788 {608,860) 608,860 2,529,788
11,747,483 9,678,258 2,069,225 (790,421) 10,957,062
3,629,741 3,903,199 (273,458) 273,458 3,903,199
1,834,677 1,924 404 (89,727) 89,727 1,924,404
297,969 187,933 110,036 {80,567 217,402
331,204 336,004 (4,800) 4,800 336,004
1,941,216 1,594,012 347,204 (119,291) 1,821,925
332,948 367,281 {34,333 34,333 367,281
297,770 372,784 (75,014 75,014 372,784
5,522 10,666 {5,144) 5,144 10,666
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Table 5: Reserve Allocations

Book Reserve Theoretical Approved Allocated
Est. 12/31/09 Reserve Tmbalance Allocation Reserve
B) ©) 5 ¢ ®)
‘PRODUCTION PLANT
iSuwannee Peaking
1342 Fuel Holders, Prod. and Accessories 2,146,015 2,218,473 (72,458) 72,458 2,218,473
343 Prime Movers 15,174,555 12,437,173 2,737,382 (20,648) 15,153,907
1346 Misc. Power Plant Equipment 124,395 72,585 51,810 (51,810} 72,585 |
E’Toml Production Plant Rescrve Reallocations 0
DISTRIBUTION & GENERAL PLANT
362 Station Equipment 126,465,254 94,355,541 32,109,713 (32,109,713) 94,355,541
365 Overhead Conductors & Devices 260,994 428 172,097,275 88,897,153 (3,221,612) 257,772,816
366 Underground Condutt 47,496,702 32,318,664 15,178,038 (12,104,083) 35,392,619
370 Meters (11,443,192) 32,770,604 (44,213,796) 44,213,796 32,770,604
396 Power Operated Equipment (3,221,612 0 (3,221,612) 3,221,612 0
Total Distribution & Plant Reserve Allocations 0

J. Implementation Date

We find that the implementation date for the revised depreciation rates, capital recovery
schedules, and amortization schedules shall be January 1, 2010.

V. FOSSIL DISMANTLEMENT COST STUDY

A. Annual Dismantlement Provision

Fossil dismantlement for PEF was last addressed in 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. The parties to that proceeding reached a stipulation of all issues. We later
approved the stipulation and settlement agreement. As part of the approved stipulation, PEF
continued zero annual accruals to its reserve for fossil dismantlement. The Stipulation is
effective through the last billing cycle in December 2009. In accordance with the above
referenced order, PEF filed its fossil dismantlement study on July 31, 2009.

PEF’s 2008 fossil dismantlement study filed in this proceeding indicates a need to adjust
PEF’s current annual fossil dismantlement accrual, which is currently set at zero. This 2008
dismantlement study represents an update of PEF’s base dismantlement costs, contingency, and
inflation forecasts. PEF contends an annual accrual of $3,845,221 is required to meet its fossil
dismantlement needs. We find PEF has made a prima facie case for some increase from zero to
its annual fossil dismantlement accrual. Accordingly, we approve a January 1, 2010,
implementation date for any revised annual fossil dismantlement accrual to take effect. Based on
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the table below, we find that PEF’s currently approved annual dismantlement provision shall be

revised.

A comparison of cost estimates for fossil dismantlement from the prior 2004 study
(projected 2006 test year) and the 2008 study (projected 2010 test year) is shown below.

Table 6: Fossil Fuel Dismantlement Cost Estimates

DISMANTLEMENT DISMANTLEMENT 2008 VARIANCE
2004 COST STUDY COST STUDY (2010 BETWEEN
(2006 DOLLARS)® DGLLARS) STUDIES
(&) (%) &3]
Anclote 15,032,810 10,135,582 (4,897,228)
Avon Park Gas Turbine 626,166 171,048 (455,118)
Bartow - Steam 25,501,460 28,097,998 2,596,538
Bartow - CT 9,063,700 10,707,360 1,643,660
Bartow-Anclote Pipeline 976,106 346,322 {629,784)
Bartow - CC 0 445,770 449,770
Bayboro 1,791,891 978,450 (813,441)
Crystal River South Units 1 & 2 37,966,224 32,097,229 (5,868,995}
Crystal River North Units 4 & 5 28,133,314 26,630,663 (1,502,651)
Crystal River Common 8,589,643 12,514,898 3,925,255
Crystal River Helper 3,316,175 4,153,459 837,284
Crystal River Mariculture 1,153,299 1,571,058 417,759
Debary Gas Turbine units 1 -6 2,854,274 595,998 (2,258,276)
Debary Gas Turbine units 7 - 10 5,007,768 7,248,325 2,240,557
__Higgins - Steam 5,948,848 0 (5,948,848)
| Higgins - Peaker 553,259 343,512 (209,747)
Hines PB1 1,681,716 560,201 (1,121,515)
Hines PB2 6,203,936 560,201 (5,643,735)
Hines PB3 0 560,201 560,201
Hines PB4 0 661,543 661,543
Intercession City Units 1 -6 1,625,509 457,098 {1,168 411)
Intercession City Units 7 -10 3,133,121 1,720,105 (1,413,016)
Intercession City Units 11 576,567 198,446 (378,121}
Intercession City Units 12 -14 2,408,368 4,760,719 2,352,351
Port 8t. Joe 265,285 0 (265,285)
Rio Pinar 664,211 322,364 (341,847)
Suwannee - Steam units 1 - 3 13,282,882 14,060,964 778,082
Suwannee-CT1-3 480,297 279,534 {200,763)
Tiger Bay Combined Cycle 1,850,390 389,942 (1,460,448)
Turner Gas Turbine Units 1 - 2 8,210,467 0 (8,210,467)
Turner Gas Turbine Units 3 -4 282,905 24,044 (258,861)
Turner - Steam 728,937 432,155 (296,782)
University of Florida Gas Turbine 1,324,447 301,464 (1,022,983}
| Totals 189,233,975 161,330,653 | (27,903,322) |

% The 2004 study was filed, but the accrual was set at zero per paragraph 11 of the stipulation agreement in Order
No. PSC-05-0945-S-El, issued September 28, 2005, in Docket No. 050078-El, In Re: Petition for rate increase by

Progress Energy Florida.
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B. Corrective Reserve Measures for Fossil Dismantlement

PEF’s 2008 fossil dismantlement study contains proposed adjustments to correct reserve
imbalances as a result of updating its fossil dismantlement cost estimates. It has proposed that
reserve surpluses for Avon Park Gas Turbine, Higgins, Inglis Steam, Port St. Joe Gas Turbine,
and Turner Steam plants, be transferred to Bartow Steam, Suwannee Steam Units, Bartow-
Anclote Pipeline, and CR 1 & 2 plants. We have consistently approved reserve transfers in fossil
dismantlement studies. PEF’s last reserve transfer was approved by Order No. PSC-01-2386-
PAA-E], issued December 10, 2001, in Docket No. 010031-E], In Re: 2000 Fossil
Dismantlement Cost Study by Florida Power Corporation. We have reviewed PEF’s proposed
reserve transfers and, consistent with our precedent, believe they are reasonable. Accordingly,
we hereby approve the reserve allocations presented in the table below. These reserve
allocations are to correct plant-specific dismantlement reserve imbalances based on current
dismantlement cost estimates.

Table 7: Theoretical Reserve Reallocations as of January 1, 2010

Accumulated Theoretical Restated
Plant Reserve as of Future Dollars Reserve Reserve as of
Deceznag;r 31, to Dismantle Transfers Janzxaaln;)y 1,
() (%) $ $

Avon Park Gas Turbine $5,410811 - ($5,410,811) 30
Higgins $10,158,455 - ($10,158,455) 30
Inglis Steam $88,472 - ($88,472) 30
Port St. Joe Gas Turbine $599,283 - ($599,283) $0
Turner Steam 36,693,907 - ($6,693,907) $0
Bartow Steam $21,137,835 $30,260,118 $9,122,283 $30,260,118
Suwannee - Steam Units $10,512,957 $17,327,448 $6,814,491 $16,461,076
Bartow-Anclote Pipeline $3,397,041 315,424,962 ¢ $599,283 $6,865,925
Crystal River Unitg 1 & 2 325,916,397 $43,332,297 $6,414 872 - $34,665,555
) Total* : $83,915,158 $106,344,825 $0 $83,915,158
* May not add to total due to rounding

C. Annual Provision for Dismantlement

Based on its updated fossil dismantlement study, the Company alleged that the total base
cost to dismantle its fossil plants increased to $294 million. After applying salvage credits for
scrap steel and copper, the Company estimated the net cost to dismantle its fossil plants to be
approximately $161 million. PEF proposed a levelized annual accrual for 2010-2014 of
$3,845,221 (system).
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OPC witness Pous did not recommend any specific adjustments to PEF’s fossil
dismantlement study. However, witness Pous asserted that if we do decide to address fossil
dismantlement in this proceeding, then we should reduce PEF’s dismantlement costs by 60
percent.

OPC witness Pous discussed a number of factors that he believes result in excessive
demolition cost estimates. First, witness Pous objected to the Company’s use of a 20 percent
cost contingency factor. Second, witness Pous asserted that the Company dismantlement
assumptions are based on “reverse construction,” and this demolition approach is a “high side”
estimate. Witness Pous further asserted that if a reverse construction demolition approach is
employed, a negative contingency factor may be warranted.

Witness Pous argued that PEF has erroneously calculated its expected labor costs. In its
responses to OPC discovery, PEF claimed it utilized an average of the local union labor rate and
the RS Means Heavy Construction Cost Data 22" Annual Edition. Witness Pous’s analysis
shows that only the local union labor rate was utilized,

In response to the labor rate issue addressed by OPC witness Pous, PEF witness Kopp
asserts that while there was no error in the calculation of the labor rate, there was an error in its
discovery responses to OPC. Witness Kopp confirms that the labor rates included in PEF’s 2008
fossil dismantlement study are the local union labor rates only.

PEF witness Kopp believes PEF’s requested contingency factor is appropriate
irrespective of how OPC witness Pous characterizes such an estimate. Witness Kopp stated that
applying a contingency factor to dismantlement cost estimates is a standard industry approach,
accounting for issues such as weather delays, which would not be accounted for in a base cost
estimate. Witness Kopp believes the Company’s approach is consistent with Rule 25-
6.04364(2)a), F.A.C., which permits contingency costs to be included in fossil dismantiement
cost estimates for “unforeseeable elements of cost within the defined project scope.”

PEF's previous 2004 fossil dismantlement cost study was filed in 2005, but was not
placed into effect due to the Stipulation in Order No. PSC-05-0945-S-EL*  As stated in the
Stipulation approved in paragraph 11 of Order No. PSC-05-0945-S-EI, “PEF will continue to
suspend accruals to 1ts reserve for nuclear decommissioning and fossil dismantlement, and shall
apply the depreciation rates consistent with those in PEF’s Depreciation Study, as modified by
Exhibit 2, attached to the Stipulation.”

The major factors contributing to the 15 percent decrease in the cost estimate between the
current study and the previous study are: (1) the completed dismantlement of two plants; (2)
changes in inflation rates; and (3) the change in salvage values.

29 Order No. PSC-05-0945-S-El, issued September 28, 2005, in Docket No. 050078-El, In re: Petition for rate
increase by Progress Energy Florida, Inc.
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While the 2008 fossil dismantlement study was conducted by Burns and McDonnell,
PEF’s previous dismantlement studies were conducted by a different engineering firm. As such,
there are differences between the current study and prior studies as to the approach employed
and certain inputs used. We note two changes between the studies, below.

First, dismantlement studies typically include a contingency factor. A contingency factor
is designed to account for unknown expenses at the time the estimate is prepared, but expected to
be expended on the project. While the 2008 fossil dismantlement study incorporated a 20
percent contingency factor, the 2004 fossil dismantlement study applied a 15 percent
contingency factor.

Second, in the 2008 fossil dismantlement study, Burns and McDonnell applied to the
outputs of its analysis an additional 5 percent “project indirects” factor. According to PEF, this
factor is designed to recover what are typically contracted demolition costs not included in other
cost estimates. In contrast, while it appears that prior PEF dismantlement studies also reflected
costs for project indirects, their treatment in these studies differed from the approach in the
current study. Accordingly, due to methodological differences between the two studies, we are
unable to determine if the relative costs included for project indirects in the two studies are
comparable.

The approved dismantlement accruals shown in Table 8 are based on PEF’s current cost
estimates, escalated to future costs through the time of actual dismantlement. The future costs,
less dismantlement reserves recovered to date and subject to reallocation, have been discounted
over the remaining life of each plant site/unit. The calculation of the annual accrual for each site
is based on the methodology for dismantlement established by Rule 25-6.04364, F.A.C.

Moody’s Eccmomy.com30 publishes inflation factors that are updated on a monthly basis.
PEF used Moody’s Economy.com to obtain the inflation forecast as well as factors for use in
both studies. In the 2008 fossil dismantlement study, the inflation factors PEF used in its
original filing were based on the August 2008 issue of Moody’s Economy.com. OQur staff
requested that PEF update its study using the latest available Moody’s Economy.com inflation
factors, which were from the July 2009 forecast. It was not readily apparent from PEF’s updated
results that the sizeable increase in the annual accruals were solely attributed to the July 2009
inflation forecast. In addition, the models that were provided contained a rigid design that
prevented us from performing the usual sensitivity analyses to test various inflation inputs and
contingency factors.

In documentation provided by the Company in response to discovery to update the
original filing, the major increases in the updated PEF fossil dismantiement study were attributed
to revised scrap metal prices, the revised inflation forecast, and the updated jurisdictional
separation factors.

30 . Lo R . . . . .
Moody’s Economy.com, a division of Moody’s Analytics, is a provider of economic, financial, country, and
industry research designed to provide information needs of businesses, governments, and professional investors.
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The effects of the updated assumptions increased the fossil dismantlement retail annual
accrual from $3.1M to $8.6M, an increase of approximately $5.5M (system annual accrual
increased from $3.8M to $10.0M, an increase of $6.2M). However, PEF does not seek to
establish its annual accrual based on these revised results.

Based on the above, we find that the appropriate system annual provision for
dismantlement is $3,845,221, and the retail annual accrual amount is $3,113,889. These accruals
reflect current estimates of dismantlement costs on a site-specific basis using an August 2008
inflation forecast and a 20 percent contingency factor. The dismantlement accruals are shown in

Table 8.
Table 8: Fossil Dismantlement Accrual
CURRENT COMPANY | COMPANY APPROVED APPROVED
ACCRUAL* | PROPOSED PROPOSED ACCRUAL CHANGE IN
PLANT ACCRUAL CHANGE ACCRUAL
IN
ACCRUAL
3 $ $ 5 $
_Anclote - 232,936 232,936 232,936 232,936
 Avon Park Gas Turbine - 3,485 3,485 3,485 3,485
Bartow - Steam - 0 0 0 0
Bartow - CT - 7,222 7,222 7,222 7,222
Bartow-Anclote Pipeline - 574,928 574,928 574,928 574,928
Bartow - CC - (7,753) (7,753) (7,753) (7,753)
" Bayboro - 21,329 21,329 21,329 21,329
Crystal River South Units 1 & 2 - 691,265 691,265 691,265 691,265
. Crystal River North Units 4 & 5 - 627,398 627,398 627,398 627,398
Crystal River Common - 411,978 411,978 411,978 411,978
Crystal River Helper - 176,932 176,932 176,932 176,932
Crystal River Mariculture - 62,717 62,717 62,717 62,717
Debary Gas Turbine units 1 -6 - 13,601 13,601 13,601 13,601
Debary Gas Turbine units 7 - 10 - 396,844 396,844 396,844 396,844
Higgins - 7,077 7,077 7,077 7,077
Hines PB1 - 21,228 21,228 21,228 21,228
Hines PB2 - 17,650 17,650 17,650 17,650
Hines PB3 - 16,643 16,643 16,643 16,643
Hines PB4 - 19,989 19,989 19,989 19,989 .
Intercession City Units 1 -6 - 10,363 10,363 10,363 10,363
' Intercession City Units 7 10 - 59,188 59,188 59,188 59,188
Intercession City Units 11 - 12,516 12,516 12,516 12,516
Intercession City Units 12 -14 - 207,479 207,479 207,479 207,479
. Port St. Joe - (] 0 0 0
* Rio Pinar - 6,930 6,930 6,930 6,930
* Suwannee - Steamn units 1 - 3 - 216,593 216,593 216,593 216,593 .
. Suwannee -CT 1-3 - 6,992 6,992 6,992 6,992
. Tiger Bay Combined Cycle - 10,912 10,912 10,912 10,912 .

" The 2004 fossil dismantlement study was filed, but the accrual was set at zero per paragraph 11 of the Stipulation
in Order No. PSC-05-0945-8-EI, issued on September 28, 2005, in Docket Neo. 050078-EL
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CURRENT | COMPANY | COMPANY APPROVED APPROVED |
ACCRUAL’ ' PROPOSED | PROPOSED ACCRUAL CHANGE IN
PLANT ¢ ACCRUAL CHANGE ACCRUAL
IN
. ACCRUAL
Turner Gas Turbine Units 1 - 2 - 711 71 711 711
Turner Gas Turbine Units 3 -4 - 9,040 9,040 9,040 9,040
" Turner - Steam - 0 0 0 0
University of Florida Gas Turbing - 9,028 9,028 9,028 9,028
~ Total Dismantlement Accrual - 3,845,221 3,845,221 3,845,221 3,845,221 ,

D. Fossil Dismantlement Study

PEF states that the methodology employed for developing costs is essentially the same as
that used in the Company’s last dismantlement study. PEF states that it made no significant
changes to the study’s dismantlement assumptions. Changes in the quantity of materials were
only made for plants to which physical changes had occurred since PEF’s 2004 study. PEF’s
2008 study indicates that site remediation includes returning the site to a condition compatible
with the surrounding land.

In his testimony, OPC witness Pous objects to two aspects of PEF’s fossil dismantlement
approach. First, he contends that PEF’s dismantlement assumptions “assumed a 100 percent
worst case scenario, that being full demolition and site restoration.” Witness Pous asserts that
PEF is not legally required to restore its plant sites to a “greenfield” condition. Although the
QPC witness does not define “greenfield condition” in his testimony, this term typically means
that site restoration remediates the land/site suitable for any future use, without restriction, from
economic development to recreation. PEF witness Kopp defines restoring to “greenfield”
condition as removing all installations above and below ground. However, PEF witness Kopp
asserts that PEF’s dismantlement study assumes that all underground piping and foundations two
feet below grade will remain in place.

Second, witness Pous argues that assuming a “reverse construction” approach is
unreasonable. Witness Pous describes “reverse construction” as assuming the Company will
dismantle a generating facility piece by piece, including removing foundations and underground
piping. Witness Pous recommends that we order PEF to perform detailed analyses of different
options and approaches to fossil dismantlement and submit this information with its next fossil
dismantlement study. With respect to “reverse construction,” PEF witness Kopp argues that a
combination of demolition techniques would likely be utilized in order to dismantle a plant, as
opposed to completely dismantling a plant “piece by piece.”

We note that while OPC witness Pous does not recommend any adjustments to PEF’s
study, he offers that if we wish to modify PEF’s request, we should reduce overall
dismantlement costs by 60 percent.
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PEF retained the engineering firm Bumns and McDonnell to prepare its 2008 fossil
dismantlement study. PEF’s 2004 fossil dismantlement study was filed in Docket No. 050078-
El, and was conducted by Sargent & Lundy, LLC. Pursuant to the Stipulation approved by this
Commission and in accordance with the terms of the stipulation approved in Order No. PSC-05-
0945-5-E1, issued September 28, 2005, in Docket No. 050078-El, In Re:_ Petition for rate
increase by Progress Energy Florida, the 2004 fossil dismantlement study was withdrawn by the
Company.

Rule 25-6.04364, F.A.C., is our dismantlement rule. Of particular interest to this issue
are subparts 2 (b) and (c):

(2)(b) “Dismantlement.” The process of safely managing, removing, demolishing,
disposing, or converting for reuse the materials and equipment that remain at the fossil
fuel generating unit following its retirement from service and restoring the site to a
marketable or useable condition.

(2)(c) “Dismantlement Costs.” The costs for the ultimate physical removal and disposal
of plant and site restoration, minus any attendant gross salvage amount, upon final
retirement of the site or unit from service.

We find that PEF’s site restoration assumptions in its 2008 fossil dismantlement study
comport with our rule. Accordingly, since they comport to our rule, we find that the site
restoration assumptions made by PEF in its 2008 fossil dismantlement study are reasonable. We
believe that OPC witness Pous may be suggesting that we should revisit the site restoration
provisions of our dismantlement rule. If this is the case, OPC can, at its option, file a petition for
this Commission to revisit Rule 25-6.04364, F.A.C.

VI,  NUCLEAR DECOMMISSIONING COST STUDY

A. Nuclear Decommissioning Accruals

We hereby find that the issues associated with PEF’s nuclear decommissioning study
shall be deferred from the rate case and addressed next year when FPL files its nuclear
decommissioning study in December 2010. This will afford this Commission the opportunity to
address the appropriateness of each companies’ cost of nuclear decommissioning at the same
time. PEF is not required to prepare a new site-specific nuclear decommissioning study.
However, PEF shall update the current study with the most currently available escalation rates.

B. Future Nuclear Decommissioning Costs for Crystal River Unit 3 (CR3)

We hereby find that the issues associated with PEF’s nuclear decommissioning study
shall be deferred from the rate case and addressed next year when FPL files its nuclear
decommissioning study in December 2010. This will afford this Commission the opportunity to
address the appropriateness of each companies’ cost of nuclear decommissioning at the same
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time. PEF is not be required to prepare a new site-specific nuclear decommissioning study.
However, PEF shall update the current study with the most currently available escalation rates.

VII.  RATE BASE

A. Non-utility Activities

OPC witness Dismukes stated that the Company did not assign any general plant and
administrative and general expenses to the City of Tallahassee’s interest in Crystal River Unit 3
(CR3) plant. Witness Dismukes explained that general plant and administrative and general
expenses are common costs which essentially support the Company’s entire operations. Witness
Dismukes continued by stating that these general plant and general expenses are not dedicated to
specific groups of customers and that these costs should be distributed to all customers, including
those for which the Company uses a direct assignment methodology. Witness Dismukes
recommended that we allocate general plant to the Company’s Directly Assigned Wholesale
operations using its percentage of directly assigned production, transmission and distribution
plant to the total company production, transmission, and distribution plant. Witness Dismukes
recommended reducing net plant by $1.8 million based on this methodology. She also
recommended reducing retail test year administrative and general expenses by $6.3 million based
on the directly assigned percentage of production, transmission, and distribution expenses to the
total Company production, transmission and distribution expenses. Finally, witness Dismukes
recommended reducing depreciation expense by $68,887 and property tax by $21,433.

PEF witness Slusser did not agree with OPC witness Dismukes’ adjustment. He stated
that the City of Tallahassee’s costs include a share of general plant and administrative and
general expenses (A&G) based on the application of a labor ratio to total general plant and A&G.
Witness Slusser explained that the City of Tallahassee’s responsibility is included through the
development and application of a labor ratio. He stated that a labor ratio is a common and
recognized basis for allocating general plant and A&G expenses in a cost allocation study.
Witness Slusser continued, explaining that the Company’s total labor component of Q&M
assignment for the City of Tallahassee is $701,000 for the test period. He stated that the
Company’s total labor component of O&M expenses, excluding A&G, is $245,846,000 and that
this computes to a percentage ratio of 0.285 percent ($701,000 divided by $245,846,000). He
continued, stating that this amount was included with other wholesale business’s responsibility
that results in a wholesale labor responsibility of 12.309 percent.

PEF witness Slusser testified that the labor allocator is identified as “K627” and is
dernived onn Schedule 12, pages 1 and 2 of the Jurisdictional Separation Study. He stated that the
“K627 allocator can be seen as being applied to General Plant on Schedule 2, page 1, line 27,
and 1s applied to A&G expense on Schedule 6, page 2, line 11 of the Jurisdictional Separation
Study.

PEF’s asserted that according to Exhibit 152, total system A&G expenses are
$269,669,716 and by dividing the $269,669,716 by total system energy of 48,574,364 MWH
yields a systermn average A&G cost of $5.55 per MWH. PEF contended that QPC witness
Dismukes would assign $6,278,578 of A&G costs to the sale of 102,119 MWH to the City of
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Tallahassee, or an average cost of $61.48 per MWH. Finally, PEF stated that the assignment to
the City of Tallahassee, on a MWH basis of more than eleven times the system average A&G
expense s absurd on its face.

After reviewing the Jurisdictional Separation Study, we agree with PEF witness Slusser
that the City of Tallahassee’s costs include a share of general plant and A&G costs through the
application of a labor ratio developed in PEF’s Jurisdictional Separation Study. We believe that,
for plant and accumulated depreciation, a better allocator is the one recommended by OPC
witness Dismukes with a modification, rather than the labor ratio developed by PEF’s
Jurisdictional Cost Study. As described above, witness Dismukes allocated general plant to the
wholesale operations using the percentage of directly assigned production, transmission, and
distribution plant to the total company production, transmission, and distribution plant or .46
percent. Using this methodology for plant results in a reduction to plant of $874,089. As
testified by PEF witness Slusser, the Company did make an adjustment to plant of .285 percent
which results in a plant allocation to wholesale operations of $1,438,298 on a jurisdictional basis.
OPC’s recommended adjustment was to reduce plant by $2,312,387 or $874,089 more than the
Company allocated to wholesale. Plant shall be reduced by $874,089 based on OPC’s direct
assignment methodology and after recognizing the amount already allocated by the Company.

OPC recommended increasing accumulated depreciation by $562,236 based on the same
46 percent used to allocate general plant. We would modify the percentage calculation based on
the Company’s percentage of directly assigned accumulated depreciation for production,
transmission, and distribution to total accumulated depreciation for production, transmission, and
distribution as shown on MFR Schedule B-6. OPC is in agreement with the modified calculation
which results in a percentage of .27 percent rather than the .46 percent used by OPC witness
Dismukes. Applying the .27 percent to PEF’s Accumulated Depreciation amount results in an
adjustment to increase Accumulated Depreciation by $331,304 on a jurisdictional basis. The
Company included an adjustment of $349,709 to Accumulated Depreciation in its cost study.
Thus, the Company’s allocation shall be reduced by $18,405 ($349,709-$331,304). The total
reduction to rate base is $892,494 ($874,089+%18,405). As a result of the rate base adjustment,
depreciation expense shall be reduced by $26,039 and property tax shall be reduced by $8,300.

We do not agree with OPC’s adjustment to reduce A&G expense by $6,278,578 as it
appears that the adjustment is too high. While the plant allocation calculated by OPC resulted in
a .46 percent of plant being allocated to wholesale operations, OPC’s A&G allocation percentage
was calculated to be 3.5 percent. We do agree with the Company that, based on an average cost
per MWH, OPC’s adjustment appears to be unreasonable. We believe that the Company’s labor
ratio of .285 percent is appropriate when allocating A&G expense to the wholesale operations.
Based on the Company’s Jurisdictional Separations Study, the Company has $266,959,000 labor
related A&G expense. The Company allocated $760,833 ($266,959,000 times .285 percent) of
A&G expense on a system basis or $667,783 on a jurisdictional basis related to Tallahassee’s
interest in CR3. This equates to $6.54 per MWH (5667,783 divided by 102,119 MWH) The
$6.54 per MWH that the Company has allocated is more in line with the system average of $5.55
per MWH described above.
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Accordingly, we find that plant-in-service shall be reduced by $874,089 and accumulated
depreciation shall be reduced by $18,405, a total reduction to rate base of $892,494, based on a
direct assignment allocation of general plant with modifications, rather than the labor ratio used
by the Company for its wholesale operations allocation. No additional adjustment is necessary
for the allocation of A&G expense, as the amount of A&G expense the Company allocates to the
wholesale operations is reasonable. Depreciation expense shall be reduced by $26,039 and
property tax should be reduced by $8,300 related to the general plant adjustment.

B. Adjustments to Rate Base Related to the Bartow Repowering Project

We hereby find that no adjustments shall be made to rate base related to the Bartow
Repowering Project. This stipulation does not prejudice the rights of any intervenor to contest
the lcgality of including the Bartow project in rates during 2009. The new rates resulting from
Docket No. 090079-EI, which will reflect the rate base and revenue requirement impact of the
Bartow project, will supersede the rate change resulting from Order No. PSC-09-0415-PAA-EI
as of the effective date of the new rates.

C. Adjustments related to “The American Recovery and Reinvestment Act”

We hereby find that no adjustment shall be made to reflect any test year or post test year
revenue requirement impacts of "The American Recovery and Reinvestment Act” signed into
law by the President on February 17, 2009,

D. Level of Plant in Service

We find that the appropriate 13-month average of plant in service for the 2010 projected
test year is $10,383,946,687, as reflected in Schedule 1 attached hereto.

E. Accumulated Depreciation

We calculated composite depreciation rates for each of the six functional areas of plant.
Those rates are based on previous decisions. The composite rates are:

Steam Production 2.3 percent
Nuclear Production 2.3 percent
Other Production 3.1 percent
Transmission 2.2 percent
Distribution 2.9 percent
General 4.9 percent

Using these factors and the monthly plant balances shown on MFR Schedule B-8, we
calculated the depreciation expense using the composite rates. Substituting this expense for the
Company’s accruals shown on MFR Schedule B-9, we recalculated the 13-month average
reserve balances. Based on this calculation, we find that accumulated depreciation shall be
reduced by $46,549,627 jurisdictional for the 2010 projected test year to reflect the revised
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depreciation rates, capital recovery schedules, and amortization schedules resulting from PEF's
depreciation study.

F. Accumulated Depreciation and Amortization

We hereby find that the appropriate 13-month average amount of Accumulated
Depreciation of Electric Plant in Service for the projected test year is $4,390,605,484, as
reflected in Schedule 1 attached hereto.

(5. Construction Work in Progress — No Allowance for Funds Used During Construction

We hereby find that PEF’s requested level of CWIP-No AFUDC in the amount of
$151,145,000 for the projected 2010 test year is appropriate.

H. Plant Held for Future Use

We hereby find that PEF’s requested level of Plant Held for Future Use in the amount of
$25,723,000 for the projected 2010 test year is appropnate.

1. Level of Nuclear Fuel

OPC Witness Schultz recommended an adjustment of $32,766,000 to the nuclear fuel
inventory. Witness Schultz pointed out that the 2009 amount was $68,723,000 greater than the
2008 amount and that PEF should have to justify the increase.

Witness Schultz calculated his recommended adjustment by starting with the December
2008 balance and adjusting it by PEF’s estimated purchases and amortization amounts for 2009
and 2010. The calculations appear in Exhibit 170, Schedule B-3.

PEF witness Donahue addressed the requested amount in his rebuttal testimony. Witness
Donahue testified that PEF’s original Schedule F-8 included only natural uranium inventory
procurement for 2009, and that PEF inadvertently omitted $38 million in reload batch-specific
services for the 2009 refueling. MFR Schedule B-16 reflects the additional 2009 charges.
Witness Donahue’s Exhibit 219 comrects the calculations in witness Schultz’s Exhibit 170.
Witness Donahue’s calculations differ slightly from those of witness Schultz. Witness Donahue
explained that PEF included a June 2010 amortization expense, whereas witness Schultz had not.
Witness Donahue explained further that witness Schultz’s calculations had employed averaged
values for amortization and expenditures rather than PEF’s original inputs.

Witness Donahue explained the $68,723,000 increase from 2009 to 2010 in terms of
PEF’s strategic inventory policy. PEF’s target inventory amount is 400,000 kilograms, a
minimum of two years forward operation. PEF’s nuclear unit has a 24 month refueling cycle,
and the proposed policy would protect against supply interruptions and price uncertainty. PEF
does not want to have to purchase uranium in the spot market. Further, witness Donahue
explained that PEF does not want to have to operate the nuclear unit at reduced capacity.
Witness Donahue noted that several utilities have had to make spot market purchases of uranium
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because of supply interruptions. Witness Donahue made further note of three other factors that
influenced PEF’s inventory policy: the uranium price increases in 2006 to 2008, the increased
number of nuclear power plants worldwide, and potential supply interruptions due to mines
closing temporarily or not being ready for production when planned. These observations of
recent market conditions are the reasons for PEF’s strategic inventory policy and the increase in
the nuclear fuel inventory. By having uramium in inventory, PEF may evaluate the most cost-
effective purchase at the time the purchase is made. Witness Donahue was questioned as to
whether he considered the inventory strategy to be an intrinsic hedge against price fluctuation,
and he agreed that it was.

We agree that due to the changes in the nuclear fuel market in recent years, both in the
number of nuclear power plants worldwide, and in the potential unavailability of nuclear fuel at
the time it is needed, PEF’s strategic inventory is sound. Witness Donahue testified that the
nuclear unit burns the lowest cost fuel. We note that by guarding against supply interruptions,
PEF’s strategy is not only a hedge against possible fluctuations in nuclear fuel prices, but a
hedge against having to incur the higher costs of other fuels.

Due to the dollar amount corrections noted in witness Donahue’s rebuttal testimony and
the rationale provided by witness Donahue for maintaining its target inventory level, no
adjustment shall be made to PEF’s request nuclear fuel inventory amount. Accordingly, we find
that PEF’s requested level of Nuclear Fuel — No AFUDC (net) in the amount of $126,556,000 for
the projected 2010 test year is appropriate.

J. Storm Damage Reserve

On September 18, 2006, the Commission authorized PEF to continue a $6.0 million
annual accrual to the storm reserve.’> PEF was ordered to calculate interest on the after-tax
balance of the storm reserve using a 30-day Dealer Commercial Paper rate equivalent to PEF’s
actual rating as published by the Federal Reserve.

PEF witness Harris presented a Storm Loss Analysis to estimate PEF’s expected annual
damage from hurricanes affecting its transmussion and distribution (T&D) facilities. He
explained that the analysis estimates all possible hurricane events and estimates the damage done
to the assets at risk. Wimess Harris stated that, to make a reliable estimate of the expected
annual loss (EAL), he included the most complete and full damage distribution that could be
determined using both actual experience and possible damage from simulated hurricanes. He
testified that the EAL was based on data from the long term 100-year hurricane hazard record.
PEF provided T&D asset portfolio data on a county-by-county basis. The study estimated that
PEF’s expected annual hurricane damage is $20.2 million, but that $16.4 million of the $20.2
million EAL is assumed to be an annual obligation of the reserve.

** Order No, PSC-06-0772-PAA-E], issued September 18, 2006, in Docket No. 041272-PAA-EI, In re;_Petition for
approval of storm cost recovery of extraordinary gxpenditures related to Hurricane Charley, Frances, Jeanne, and
Ivan, by Progress Energy Florida, Inc.



http:reserve.32

ORDER NO. PSC-10-0131-FOF-EI]
DOCKET NOS. 090079-El, 090144-E1, 090145-El
PAGE 69

PEF witness Harris tested the Company’s current annual accrual level of $6 million, as
well as three higher accruals of $16 million, $25 million, and $35 million. He testified that, for
each funding case, the initial $133 million reserve balance was considered and he assumed that
interest would be credited on positive reserve balances at a rate of 3.45 percent. Witness Harris
testified that PEF’s choice of an accrual of $16 million represents a balance between costs to
PEF’s customers and protection from future surcharges due to storm damage that exceeds the
reserve level.

PEF witness Toomey stated that, based on the results of an updated Storm Loss and
Reserve Solvency Study (Study), PEF included an increase in the annual accrual to its Storm
Damage Reserve to $16 million on a system basis, or $10 million more that the $6 million
accrual approved by the Commission in Order No. PSC-94-0852-FOF-El, issued on July 13,
1994, Docket No. 940621-El. Mr. Toomey states that the $16 million accrual is equivalent to the
expected, average recoverable annual storm loss based on the study. PEF witness Toomey also
proposed to include the storm damage reserve in rate base and to discontinue the practice of
accruing interest on the reserve balance, which would result in a reduction to rate base.

OPC witness Schultz recommended that the Company’s accrual should be reduced to
zero because the reserve is sufficient at this time to cover storm costs that are likely to occur
based on recent history. He explained that charging the most recent three year average of $6.590
million against the reserve, without any additional accrual, results in a December 31, 2010
reserve balance of $128,651,299 and that, based on the Study, the probability that storm costs in
a single year would eclipse the reserve is approximately 3.4 percent. Witness Schultz stated that
his recommendation reduced O&M expense $14.922 million and increased working capital and
rate base $27.160 million.

FIPUG witness Marz testified that PEF has not supported a $10 million increase. He
continued, stating that since the current $133 million storm reserve is sufficient to cover all but
the most severe storms, all contributions to the storm reserve should cease. Witness Marz stated
that over the last three years PEF has charged less than $13 million (in total) to the reserve and
that this equates to a three-year average of $4.3 million. He testified that, according to PEF’s
Study, there is a 3.3 percent probability that there will be damage in any one year that exceeds
the current reserve level of $133 million. In other words, a storm inflicting damage in an amount
of approximately $130 million is likely to occur once every 33 years. He explains that the storm
reserve and associated accrual are only part of the framework for recovering storm restoration
costs.

In response to OPC witness Schultz excluding the 2004 storms, PEF witness Harris stated
that, excluding any possible damage events, whether large and infrequent or small and frequent,
is neither meaningful nor appropriate. In rebuttal to witness Schultz and witness Marz’s
recommendations to cease accruals, witness Harrs testified that the concept of self-insurance
using a reserve with accruals is to allow the accumulation of funds during periods of favorable
storm experience that will be available for infrequent future hurricane losses. He continued,
stating PEF estimates that the value of its T&D assets has increased by more than a factor of
three since 1993, when the accrual was approved by the Commission. Further, a higher accrual is
appropriate to reflect the current increased value of its T&D assets.
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FRF stated, in its brief, that we should order PEF to reduce its storm accrual to zero,
because the current reserve balance is sufficient to cover the costs of non-catastrophic storms and
the Company has available other means of addressing cost recovery in the event of catastrophic
storms.

PEF witness Harris was asked if the storm experience for 2005, 2006, 2007, 2008, and to
date for 2009 was factored into his study, would the study produce any different results. He
responded that the study did in fact include 2006 and 2007, which had no storms. He continued,
stating that 2008 and 2009 have not been included in the study, and the 2008 data of no storms
would in fact reduce to some very small extent the hazard. Witness Harris also stated that storm
hardening impacts were not taken into consideration in the study and that it’s generally
understood that the activities for storm hardening will, in fact, reduce damage and restoration
times.

OPC witness Schultz and FIPUG witness Marz both recommended that the requested $10
million increase in the storm accrual be denied and that the current accrual cease. Witness Marz
stated that we have demonstrated our ability and willingness to promptly consider and act upon a
utility’s request to recover storm costs. As such, the storm reserve need not cover all storms and
to do so would impose an unnecessary added burden on ratepayers.

Based on PEF’s supplemental Schedule B-21, filed March 27, 2009, the Storm Damage
reserve Is projected to be $151,646,000 at December 31, 2009. This amount does not include
charges for Tropical Storm Fay (2008) of $9,869,872, which would reduce the reserve to
$141,776,128 at the end of 2009. It appears likely, at this point in time, that there will be no
substantial charges to the storm reserve for 2009. According to witness Harris’s study, there is a
3 percent chance of having storm damages greater than $140 million in any given year and a 2.7
percent chance of having storm damages greater than $150 in any given year.

PEF’s Study shows that the expected value of the reserve in 5 years will be $99 million
with a 14 percent probability of the reserve being less than $0 based on the Study’s expected
annual loss of $16.4 million and an annual accrual of $6 million. Increasing the annual accrual
to $16 million from $6 million reduces the probability of the reserve going negative by only 4
percent (from 14 percent to 10 percent). While a category 4 storm could result in damage of
over $500 million, the study shows that the probability of that occurring in any year is less than 1
percent. The Company included $159,106,000 as a deduction to working capital and therefore
rate base in its filing, based on its proposed annual accrual of $14,922,000 ($16 million system)
for 2010.

Accordingly, we find that PEF’s requested increase to its storm damage accrual is hereby
denied and the current $5.566 million accrual ($6 million system) shall be reduced to 0. This
results in an increase to jurisdictional working capital of $17,329,872 and a storm reserve of
$141,776,128 for the projected 2010 test year. The Company’s jurisdictional O&M expense is
hereby reduced by $14,922,000 (316 million system) for the 2010 test year. We further find that
the Company shall discontinue the practice of accruing interest on the storm reserve balance and
instead include the reserve amount as a deduction to rate base.
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Our decision herein is based on our belief that the current storm damage reserve is
sufficient at this time. The Company has the option of petitioning this Commission for a
surcharge to recover the storm damage costs not recovered through the storm damage reserve.
As demonstrated in the past, we have allowed companies to recover extraordinary hurricane
losses, such as the ones experienced by PEF in 2004, through a separate surcharge.

K. Fuel Inventories

We find that no adjustment shall be made to PEF’s requested level of non-nuclear fuel
inventories in the amount of $347,235,000 (system). The appropriate jurisdictional amount is
discussed later in the order.

L. Unamortized Rate Case Expense

PEF included $2,787,000 of unamortized rate case expense in working capital for 2010.
PEF revised, in its brief, the amount of unamortized rate case expense to be included in working
capital to $1,688,000.

OPC witness Schultz stated that the Company requested the full amount of unamortized
rate case expense be included in rate base without factoring in amortization in the rate year and
ignoring the fact that rate base is an average not a beginning of the year amount. He stated that
allowing the Company’s proposed treatment would result in a double charge to ratepayers and
ignore the fact that amortization in the rate year occurred. Witness Schultz recommended an
adjustment to reduce the Company’s requested amount by $969,531 which resulted an
unamortized rate case expense amount to be included in rate base of $1,817,469. On cross
examination, witness Schultz agreed that it would also be appropriate to exclude rate case
expense from working capital altogether.

We have a long-standing policy in electric and gas rate cases of excluding unamortized
rate case expense from working capital, as demonstrated in a number of prior cases.”> The
rationale for this position was that ratepayers and shareholders should share the cost of a rate
case; i.e., the cost of the rate case would be included in the O&M expenses, but the unamortized
portion would be removed from working capital. It espouses the belief that customers should not
be required to pay a return on funds expended to increase their rates.

While this is the approach that has been used in electric and gas cases, water and
wastewater cases have included unamortized rate case expense in working capital. The
difference stems from a statutory requirement that water and wastewater ratcs be reduced at the
end of the amortization period (Section 367.0816, F.S.). While unamortized rate case expense is
not allowed to earn a return in working capital for electric and gas companies, it is offset by the
fact that rates are not reduced after the amortization period ends.

* Order No. 23573, issued October 3, 1990, in Docket No, 891345-El, In re: Application of Gulf Power Company
for a rate increase; Order No. PSC-09-0283-FOF-EI, issued April 30, 2009, in Docket No. 080317-EI, In re: Petition
for rate increase by Tampa Electric Company; Order No. PSC-09-0375-PAA-GU, issucd May 27, 2009, in Docket
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We agree with the long-standing policy that the cost of the rate case should be shared,
and therefore find that the unamortized rate case expense amount of $2,787,000 shall be removed
from working capital.

M. SFAS 143 (Asset Retirement Obligations)

OPC witness Schultz stated that the Company increased the working capital requirement
by $446,569,000 and reduced plant in service $48,532,000 for a total net increase to rate base of
$398,038,000 related to the Company’s Asset Retirement Obligations (ARO). He explained that
Rule 25-14.014, F.A.C., Accounting for Asset Retirement Obligations Under SFAS 143, states
that the implementation of the accounting treatment shall be revenue neutral in the rate making
process. Witness Shultz expressed concemn that he could not find any detailed explanation in
testimony or in the filing that would explain this adjustment. He testified that the entry made by
the Company in this docket removes the liability from working capital and does not have an
equivalent entry made to plant, accumulated depreciation and/or the deferred assets included in
working capital. Witness Schultz did not recommend an adjustment in his direct testimony, but
proposed to defer any determination to allow the Company to provide justification for the
adjustment. In its brief, OPC recommends that we require PEF to record a system adjustment of
$398,038,000 (reduction) to rate base to offset the increase in working capital caused by the
AROQ adjustment.

PEF, in its brief, stated that the adjustments that OPC witness Schultz references, were
made simply to remove from rate base the cumulative effect of the entries for SFAS 143, as
required by rule. PEF’s brief states that what witness Schultz fails to recognize is that this
adjustment has been made to remove the effects of FAS 143 per the requirements of Rule 25-
14.014, F.A.C., because the account balances related to FAS 143 are included as a net reduction
to the system per books numbers on MFR B-1. The brief continued, explaining that the net ARO
liability that is adjusted out of rate base is a funded liability and that the offsetting assets for this
liability are the accounts for the nuclear decommissioning trust fund located in the Other Special
Funds adjustment in MFR Schedule B-1, as explained in PEF’s response to Staff’s Twenty-
Seventh Set of Interrogatories, No. 323,

We have reviewed the ARO adjustments made to working capital as shown in MFR
Schedules B-1 and B-17 and would agree with the Company that the ARO adjustments are in
compliance with Rule 25-14.014, F.A.C. Rule 25-14.014, F.A.C., states that SFAS applies to
legal obligations associated with the retirement of tangible, long-lived assets that result from the
acquisition, construction, development or normal operation of a long-lived asset. For utilities
required to implement SFAS 143, it shall be implemented in a manner such that the assets,
liabilities and expenses created by SFAS 143 and the application of SFAS 143 shall be revenue
neutral in the rate making process. According to PEF’s Working Capital MFR B-17, Account
230, Asset Retirement Obligations, in the amount of $376,877,000, was included in the system
per books amount shown on B-1; additional amounts across various accounts totaling
$69,692,000 related to SFAS 143 were also shown on B-17. The total of these two amounts is
$446,569,000 which is shown on MFR Schedule B-1, line 3, column H. There is also a net plant
adjustment of a negative $48,532,000, shown on line 3 of MFR Schedule B-1, related to the
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ARO adjustment. Combining these two amounts results in the total rate base adjustment of
$398,038,000 ($446,569,000~ $48,532,000) shown on MFR Schedule B-1, page 1, column J.

According to a Company response to discovery, MFR Schedule B-1, page 1 of 3, line 13,
an adjustment to QOther Special Funds, in the amount of a negative $446,428,000, contains the
offsetting working capital liability accounts that correspond with the asset working capital
accounts. As evidenced by the Company’s MFR adjustments, we agree that the impact of SFAS
143 has been removed in a revenue neutral manner.

Accordingly, we find that the Company has properly accounted for the impact of SFAS
143 in its working capital calculation and therefore no adjustment to rate base for this item is
required.

N. Working Capital Allowance

We find that the appropriate 13-month average for working capital for the 2010 projected
test year is $5,502,872, as reflected in Schedule 1 attached hereto.

O. Level of Rate Base

We find that the appropriate 13-month average rate base for the 2010 projected test year
is $6,302,278,075, as reflected in Schedule 1 attached hereto.

VI COST OF CAPITAL

A. Accumulated Deferred Income Taxes

According to PEF, the Company recorded a balance of jurisdictional accumulated
deferred income taxes (ADITs) to include in its capital structure of $389,229,000. This is a
reduction of $68,000 from PEF’s original filing of $389,297,000. Deferred income taxes are a
component of the capital structure that are a result of timing differences between depreciation
used for calculating federal income tax liabilities and actual book depreciation for utility
property or plant.

OPC and FIPUG asserted that the correct amount of ADITs is $373,161,000. They did
not sponsor any specific testimony or propose any specific adjustment. FRF asserted that the
correct amount of ADITs is $329,399,000. FRF did not sponsor any specific testimony or
propose any specific adjustment to the balance of ADITs.

The correct amount of ADITs is a result of various adjustments. Adjustments to net
operating income, depreciation, rate base, etc. all affect the amount of ADITs. Based on
adjustments to various capital structure and rate base items discussed elsewhere in this order, the
net effect is an incrcase in the balance of ADITs. Therefore, we find that the appropriate amount
of accumulated deferred taxes to include in PEF’s capital structure is $420,124,731, as shown on
Schedule 2, attached hereto.
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B. Unamortized Investment Tax Credits

The Company included $3,609,000 of unamortized investment tax credits (ITCs) in its
capital structure at a cost rate of 9.74 percent. The Company recognized that the balance of
ITCs has changed from its original filing as a result of changes made to the jurisdictional rate
base.

OPC and FIPUG proposed an 1TC balance of $4,991,000, with a cost rate of 7.84 percent.
OPC acknowledged that “this issue is dependent upon the final determination of the cost of
Common Equity and the capital structure proportions recommended by the Commission.”
OPC’s position is based on the capital structure and ROE recommended by witness Woolridge.
There was no specific testimony regarding the ITCs.

We believe that PEF’s methodology for calculating the balance of 1TCs is appropriate
and is in accordance with IRS requirements. However, due to adjustments to various capital
structure and rate base items discussed elsewhere in this order, the net effect is an increase in the
balance of ITCs.

In addition, we do not agree with the Company’s proposed cost rate of 9.74 percent. This
rate is based on a number of adjustments and the cost rates of investor sources of capital; thus,
we recalculated the ITC cost rate based on other adjustments and the return on equity, resulting
in an 8.36 percent cost rate for ITCs. Accordingly, we find that the appropriate amount and cost
rate of unamortized ITCs to include in PEF’s capital structure are $3,896,358 and 8.36 percent,
respectively, as shown on Schedule 2, attached hereto.

C. ProForma Adiustment

PEF witness Sullivan testified that all three rating agencies consider off-balance sheet
obligations such as purchased power agreements (PPAs) when assessing a company’s credit
quality.  While he acknowledged that each of the rating agencies employs different
methodologies for the treatment of PPAs, witness Sullivan stressed that each rating agency
considers PPAs when assessing PEF’s credit quality. For this reason, he testified that the
weighted average cost of capital approved for purposes of this proceeding must recognize on a
pro forma basis the amount of equity necessary to offset the effect of the imputed debt associated
with long-term PPAs.

Based upon the methodology employed by Standard & Poors’ (S&P), witness Sullivan
testified that PEF would need approximately $711 million of additional equity in its capital
structure to maintain a 50 percent equity ratio after the recognition of imputed debt associated
with its long-term PPAs. He noted that the 2005 Stipulation approved by this Commission in
Order No. PSC-05-0945-S-El included a pro forma adjustment to PEF’s capital structure for
ratemaking purposes to account for S&P’s methodology related to the treatment of PPAs.
Witness Sullivan further testified that “an unfavorable outcome in PEF’s current base rate

* Order No. PSC-05-0945-S-El, issued September 28, 2005, in Docket No. 050078-El, In re: Petition for rate
increase by Progress Energy Florida, Inc., p. 3.




ORDER NO. PSC-10-0131-FOF-EIl
DOCKET NOS. 090079-El, 090144-EI, 090145-EI
PAGE 75

proceeding, including a reversal of the favorable treatment of long-term PPAs in the Company’s
capital structure under its existing rate case stipulation and settlement agreement approved by
this Commission in Order No. PSC-05-0945-S-El, would have a negative impact on PEF’s credit
profile and could result in a downgrade.”

OPC witness Woolridge testified that, given our specific clause recovery mechanism for
PPA payments, the financial condition of an electric company is not impaired by entering into
these contracts. He based his opinion on the following passage from a March 2005 Moody’s
Investors Service (Moody’s) report:

If a utility enters into a PPA for the purpose of providing an assured supply and
there is reasonable assurance that regulators will allow the costs to be recovered
in regulated rates, Moody’s may view the PPA as being most akin to an operating
cost. In this circumstance, there most likely will be no imputed adjustment to the
obligations of the utility,

In addition, witness Woolridge testified that even if S&P did impute debt associated with
PPAs, such an adjustment is not consistent with GAAP accounting and will not show up in the
balance sheet the Company files with the Securities and Exchange Commission (SEC). For
these reasons, witness Woolridge argued that “providing incremental revenues through a higher
equity ratio and a higher overall rate of return is unnecessary and would result in an unwarranted
revenue benefit to the utility.”

FIPUG witness Pollock also testified that it is unnecessary to impute equity for PPA
obligations. He noted that, once approved, PEF is allowed full and direct recovery of firm
energy and purchased power capacity costs under the fuel and capacity cost recovery clauses.
Moreover, because such contracts are reviewed in annual cost recovery proceedings, witness
Pollock testified there is minimal recovery risk associated with PPAs.

Witness Pollock testified that, due to the cost recovery mechanisms available to PEF for
the recovery of costs associated with PPAs, he believes it is unlikely Moody’s would make an
imputed debt adjustment applicable to these contracts. He also referenced language from a May
2007 S&P report that explained how its methodology for the treatment of PPAs is for the rating
agency’s own analytical purposes. Specifically, S&P stated:

We adjust utilities’ financial metrics, incorporating PPA fixed obligations, so that
we can compare companies that finance and build generation capacity and those
that purchase capacity to satisfy customer needs. The analytical goal of our
financial adjustments for PPAs is to reflect the fixed obligations in a way that
depicts the credit exposure that is added by PPAs. That said, PPAs also benefit
utilities that enter into contracts with suppliers because PPAs will typically shift
various risks to the suppliers, such as construction risk and most of the operating
risk. PPAs can also provide utilities with asset diversity that might not have been
achievable through self-build. The principal risk borne by a utility that relics on
PPAs is the recovery of the financial obligation in rates.
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Finally, witness Pollock noted that we recently rejected a similar proposal by Tampa
Electric Company (TECO) to recognize imputed equity in its capital structure in Order No. PSC-
09-0283-FOF-EL.* For these reasons, he recommended that we exclude PEF’s imputed equity
adjustment from its capital structure for purposes of setting rates in this proceeding.

PEF included a $711 million pro forma adjustment to equity in its projected 2010 capital
structure for purposes of setting rates in this proceeding. This adjustment has the effect of
increasing PEF’s equity ratio as a percentage of investor capital from 50.3 percent to 53.9
percent. The annual revenue requirement impact of this adjustment is $24.7 million.

The pro forma adjustment to equity proposed by PEF is not an actual equity investment
in the utility. It is a ratemaking adjustment. If this adjustment is approved for purposes of
setting rates in this proceeding, the Company would essentially be allowed to earn a risk-
adjusted equity return on an incremental equity investment that was never made.

PEF witness Sullivan acknowledged that, given the cost recovery mechanism in Florida
and the fact that PEF has never been denied recovery of PPA costs, there is a very low risk of
non-recovery of PPA costs. He also agreed that Moody’s does not make an explicit adjustment
for PPAs like S&P does and that there is no guarantee PEF’s bond rating would be upgraded by
any rating agency if this pro forma adjustment were approved for rate setting purposes. Witness
Sullivan acknowledged that the proposed pro forma adjustment is not consistent with GAAP
accounting. He also agreed that the Commission recently denied a request by TECO for a
similar adjustment in its rate case. Finally, witness Sullivan agreed that, while the 2005
Stipulation included a pro forma adjustment to PEF’s capital structure for ratemaking purposes
to account for S&P’s methodology related to the treatment of PPAs, said approval did not
constitute binding precedent in any future proceeding.

Based on the record evidence and for the reasons discussed above, we find that PEF’s
requested pro forma adjustment to equity shall be denied for purposes of setting rates in this
proceeding. Thus, the $711 million (system) adjustment shall be removed from the capital
structure through a specific adjustment to common equity on a system basis.

D. Equity Ratjo

PEF witness Sullivan testified that PEF needs a solid investment grade rating in order to
provide the Company with access to low-cost debt under all capital market conditions. PEF is
currently rated triple B plus by S&P, single A3 by Moody’s, and single A flat by Fitch Ratings
(Fitch). Witness Sullivan testified that the Company is targeting a mid-single A rating from each
of the three rating agencies.

Witness Sullivan testified that utilities with stronger bond ratings, such as the mid-single
A rating targeted by PEF, can expect to pay a lower premium on its debt and equity than utilities
with weaker bond ratings. He stated that achievement and maintenance of a mid-single A rating

* Order No. PSC-09-0283-FOF-EI, issued April 30, 2009, in Docket No. 080317-El, In re: Petition for rate
increase by Tampa Electric Company, p. 36.
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requires a capital structure and other credit metrics that are supportive of this rating. Witness
Sullivan also cautioned that both S&P and Moody’s have indicated in recent reports that a lack
of improvement in PEF’s credit metrics could result in ratings being lowered.

Witness Sullivan testified that the importance of financial strength is even more
pronounced for utilities pursuing new nuclear generation. He stated that rating agencies as well
as equity investors expect utilities with plans for nuclear development or other large generation
projects to maintain strong ratings to offset the perceived risks associated with such projects.
Given PEF’s significant capital expenditure program, he stated that PEF needs to strengthen its
financial profile in the near term so the Company has sufficient access to both the short-term and
long-term capital markets at a reasonable cost.

Witness Sullivan challenged the reasonableness of the intervenors’ recommendations
regarding the appropriate equity ratio for PEF. He testified that OPC witness Woolridge’s and
FIPUG witness Pollock’s recommended adjustments would negatively impact PEF’s ability to
maintain and improve its financial strength. Moreover, witness Sullivan argued that if the
intervenors’ recommended adjustments to cash flow, return on equity, and capital structure were
adopted, “the change in the tone of the Florida regulatory environment and the resulting
implications on the Company’s cash flow and credit metrics would likely result in a credit rating
downgrade.” PEF witness Dolan further added that “denying some or all of PEF’s rate request
will affect the Company’s financial strength and potentially have an adverse impact on the
timing and ultimate construction of the Levy Nuclear Project.”

OPC witness Woolridge testified that PEF’s proposed equity ratio of 53.9 percent as a
percentage of investor capital is not appropriate for purposes of this proceeding because it is not
based on Company book figures due to a number of adjustments, most notably imputed equity; it
does not reflect the actual capitalization of PEF or Progress Energy, Inc. (Progress Energy); and
it does not reflect the capitalization of other electric utilities.

Witness Woolridge recommended an equity ratio of 50.0 percent as a percentage of
investor capital, He arrived at his recommended level of equity capitalization by averaging the
Company’s projected 2009 and 2010 equity capitalizations. He stated that his recommended
equity ratio is higher than the average equity ratio for the companies in his electric utility proxy
group and therefore represents a lower financial risk than his group of comparable companies.
By ¢liminating the proposed pro forma adjustment to equity, witness Woolridge testified that his
recommended equity ratio is a more realistic view of the expected equity capitalization of the
Company as viewed by investors.

FIPUG witness Pollock testified that PEF’s equity ratio of 50.3 percent (excluding the
imputed equity adjustment for PPAs) should be used for purposes of determining the cost of
capital in this proceeding. He noted that a 50 percent equity ratio 1s higher than the industry
average. For the period 2006 through the first quarter of 2009, the average equity ratio for all
electric utilities followed by SNL Financial ranged from 46.1 percent to 47.6 percent. He
concluded that an “adjusted 2010 test year common equity ratio of 50.3 percent would be well
above the average” equity ratio of other electric utilities.
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Witness Pollock also addressed the issue of whether a 50 percent equity ratio would be
sufficient to maintain PEF’s current bond ratings. He testified that the average equity ratio for
A-rated electric utilities over the period 2006 through the first quarter of 2009 varied from a low
of 49.5 percent to a high of 51.0 percent and averaged 50.2 percent over the entire period. Based
on this analysis, he stated that PEF’s equity ratio of 50.3 percent (without including an
adjustment for PPAs) is consistent with comparable A-rated electric utilities. For these reasons,
witness Pollock recommended that we recognize an equity ratio of 50.3 percent as a percentage
of investor capital and 46.9 percent as a percentage of total capital for purposes of this
proceeding.

The projected 2010 capital structure PEF has proposed for purposes of setting rates in this
proceeding reflects an equity ratio as a percentage of investor capital of 53.9 percent. Excluding
the $711 million pro forma adjustment to equity, the capital structure reflects an equity ratio of
50.3 percent. The equity ratio at year-end 2008 was 42.2 percent.

Witness Sullivan testified that the Company’s proposed equity ratio is necessary to
generate credit metrics commensurate with a bond rating in the mid-single A range. However,
there are a number of factors used to determine a company’s bond rating, not just its capital
structure. Even if we were to approve PEF’s petition and grant the full amount of its requested
rate increase, there is no guarantee that S&P would upgrade PEF’s credit rating from triple B to
single A.

Witness Sullivan acknowledged that Company management makes the decisions that
affect the relative balance of debt and equity maintained in PEF’s capital structure. He also
agreed that management’s decisions regarding the relative capitalization of PEF impact the
Company’s bond rating. S&P employs a consolidated rating methodology whereby it generally
assigns a rating to each entity in an organization based upon the credit profile of the consolidated
entity. Witness Sullivan agreed that the reason S&P assigns a lower rating to PEF than the
ratings assigned by Moody’s and Fitch is due to the consolidated rating methodology that
considers the credit profile of Progress Energy, not just the credit profile of PEF on a stand-alone
basis. Moreover, witness Sullivan agreed that S&P would not upgrade PEF’s rating until the
credit metrics of both PEF and Progress Energy improved to the level necessary to support the
stronger rating.

Prior to the acquisition of Florida Progress Corporation by Carolina Power & Light
Company (CPL), PEF was referred to as Florida Power Corporation (FPC). At that time, FPC
was rated double A minus by S&P and double A3 by Moody’s. After the acquisition was
announced, Moody’s placed FPC’s ratings on review for possible downgrade. In its August 23,
1999 report, Moody’s stated:

Concemn for ratings pressure from acquisition financing drives the review for
downgrade of FPC securities and the negative outlook for CPL’s ratings. While
the two entities are roughly equal in size, Moody’s is concemed FPC, the higher-
rated and therefore more liquid entity, may come under relatively greater pressure
to service acquisition leverage.
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On November 20, 2000, S&P downgraded FPC’s rating from double A minus to triple B
plus. In the report that announced the downgrade, S&P stated:

The rating actions are in anticipation of the imminent completion of the
previously announced agreement by Carolina Power & Light Company to
purchase Florida Progress and its affiliates in a stock-and-cash transaction, valued
at $5.3 billion. The transaction will require a substantial amount of debt financing
(approximately $3.5 billion) initially funded through commercial paper at the
CPL energy level.

While its rating was further downgraded to triple B flat in August 2003 and later upgraded back
to triple B plus in March 2007, PEF’s rating from S&P never recovered to its preacquisition
rating, or even a single A rating, principally due to the pressure to service significant debt
leverage at the parent level.

From 1999 through 2003, FPC/PEF generated net income of $1.4 billion. Approximately
23 percent of this amount was invested in the utility and the remaining 77 percent was retained
by the parent company. Equity infusions from the parent to the utility totaled $71 million over
this period. From 1999 through 2003, FPC/PEF’s equity ratio varied from a low of 47.7 percent
to a high of 54.7 percent and averaged 51.8 percent over the period.

From 2004 through 2008, PEF generated net income of $1.6 billion. Approximately 76
percent of this amount was invested in the utility and the remaining 24 percent was retained by
the parent company. There were no equity infusions from the parent to the utility over this
period. From 2004 through 2008, PEF’s equity ratio varicd from a low of 42.2 percent to a high
of 50.5 percent and avcraged 47.5 percent over the period.

For the 10-year period 1999 — 2008, PEF’s equity ratio averaged 49.7 percent. However,
by year-end 2008 PEF’s equity ratio was 42.2 percent. To achieve an equity ratio of 53.9 percent
for purposes of thc 2010 projected capital structure, PEF assumed it would pay no dividend to
Progress Energy in 2009, would receive an equity infusion from Progress Energy totaling $640
million in 2009, and would have $711 million of imputed equity recognized in its 2010 capital
structure.

We do not agree with the arguments advanced by Company witnesses that we must sct
rates in this proceeding to generate revenuc sufficient to achieve financial metrics in a particular
rating range. We have a long history of constructive regulatory decisions that provide for the
timely recovery of prudently incurred expenses and capital investments to support the financial
integrity of companies under our jurisdiction. If a company believes a particular debt rating is
optimal, it is the parent company’s responsibility to manage the flow of funds between itself and
its operating companies. This includes making equity infusions in the utility sufficient to
achieve financial metrics in that rating range consistently over time, not just during the test year.

In addition to the fact that there is no guarantee that PEF’s rating from S&P would be
upgraded to single A even if it received the full rate increase it requested in this proceeding, it is
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unrealistic to expect S&P to upgrade PEF until the financial metrics at the consolidated level also
improve. The level of equity recognized for purposes of setting rates should be in line with the
risk associated with the provision of regulated operations. There is no mandate from S&P or any
of the other rating agencies that this Commission or any other regulatory commission allow an
inflated equity ratio at the utility level to compensate for the parent company’s use of higher debt
leverage. Qur statutory responsibility is to set a rate of return for this Company commensurate
with returns on investments in other companies of comparable risk, sufficient to maintain the
financial integrity of the company, and sufficient to attract capital under reasonable terms. This
responsibility does not extend to setting a rate of return to generate cash flow sufficient to
improve the debt rating of the parent company.

As for the testimony that rating agencies and equity investors expect utilities with plans
for new nuclear projects to have stronger credit ratings to offset the perceived risks associated
with such projects, we are in agreement. Florida has a progressive recovery mechanism in place
for the timely recovery of prudently incurred costs associated with new nuclear development.
The nuclear cost recovery statute passed by the Florida Legislature in 2006 effectively shifted
risk from a company’s shareholders to its customers to help mitigate the perceived risk
assoclated with new nuclear construction. In addition, Moody’s has commented on the various
means available to companies pursuing new nuclear generation to defend existing ratings or to
limit negative rating actions. It was the Company’s decision to pursue a nuclear project that is
significantly greater than the value of its existing rate base. Now having made this election, it is
the responsibility of management and the Board of Directors of PEF to actively pursue financial
policies that will permit the utility to strengthen it financial metrics as well as improve the
tinancial metrics at the consolidated level necessary to support a higher rating. In a June 19,
2009, report regarding PEF, Moody’s stated that:

An upgrade is unlikely while the utility has a major rate case pending and is
undertaking a major new nuclear construction project. An upgrade could be
considered, however, if there are significant mitigants to offset the risks inherent
in such a large and complex nuclear construction project, including preapproval of
recovery for nuclear capital expenditures, the sharing of risk with contractors or
other parties, and the inclusion of co-owners or other partners. An upgrade could
also be considered if there is a recovery of cash flow coverage metrics from
currently low levels, including a ratio of CFO before working capital plus interest
to interest above 5.0x and CFO before working capital to debt above 25 percent.
The rating is somewhat constrained by the high level of debt at the parent
company level.

We will provide for the timely recovery of prudently incurred expenses and capital
expenditures. However, as noted earlier, we cannot set rates sufficient to overcome constraints
on the utility’s bond rating due to a high debt level at the parent company.

Finally, PEF witness Vander Weide identified a group of companies that he testified face
comparable business risk and represent a reasonable proxy for the risk of investing in PEF. The
companies in witness Vander Weide’s proxy group had an average equity ratio of 47.4 percent in
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2007 and 45.7 percent in 2008. While the companies are projected to have equity ratios in 2010
that range from a low of 38.5 percent to a high of 55.5 percent, the average projected equity ratio
for the group is 46.6 percent.

Accordingly, we hereby approve the capital structure shown on Schedule 2, attached
hereto. This capital structure reflects the Company’s proposed capital structure for 2010 with a
specific adjustment to remove the $711 million of imputed equity previously discussed. This
capital structure reflects an equity ratio of 50.3 percent as a percentage of investor capital. This
equity ratio reflects the projected $640 million equity infusion from Progress Energy. As of June
2009, nearly half or $310 million of this amount has actually been invested in the utility. While
this relative level of equity is within the range of projected equity ratios of the companies in
witness Vander Weide’s proxy group, it i1s above the average equity ratio for the group. In
addition, although this level of equity is below the equity ratio requested by PEF, it is higher than
the actual equity ratio the Company has maintained on average over the past decade. This equity
ratio is supported by competent and substantial evidence in the record.

E. Reconciliation of Rate Base and Capital Structure

The purpose of this issue is to determine if rate base and capital structure have been
appropriately reconciled. None of the intervenors took a position on this nor did any intervenor
proffer any testimony or file a post-hearing brief regarding the appropriate method to reconcile
rate base to capital structure. The appropriateness of those adjustments centers on whether
certain pro rata adjustments should be reconciled over all sources of capital or over investor
sources of capital only. PEF stated that the Company reconciled rate base to capital structure by
first making specific adjustments where appropriate. PEF made specific adjustments to common
equity, short-term debt, and deferred income taxes. For common equity, PEF removed
$4,825,000 of non-utility investment consistent with Commission practice. PEF added
$711,330,000 to common equity to compensate for off-balance sheet obligations related to PPAs.
PEF removed $7,833,000 from short-term debt to convert a variable rate to a daily weighted
average balance. For accumulated deferred income taxes (ADITs), PEF added $32,524,000 to
reflect ADITs related to nuclear decommissioning and added $127,565,000 to recognize the
impact that the recovery of the costs through the Nuclear Cost Recovery Clause has on ADITs.
After PEF made these adjustments to specific components in the capital structure, all other
adjustments were made pro rata over all sources of capital.

In its response to our Staff’'s Twenty-Seventh Set of Interrogatories, No. 321, PEF
explained how the amount of CWIP removed from the rate base should be removed from the
capital structure for the 2010 test year. In its response, PEF stated:

With the exception of the portion of CWIP generated by the Levy Nuclear project
and collected through the clause, PEF believes that the CWIP rate base
adjustments should be adjusted from the capital structure on a pro rata basis over
all sources of capital. This approach is preferred as the simplest way to assure
that ADIT adjustments do not violate tax normalization rules. Under the tax
normalization rules, any ratemaking adjustment with respect to a utility’s deferred
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tax reserves must be consistently applied with respect to rate base, depreciation
expense and income tax expense. The consequence of a normalization violation
would be the risk of loss of accelerated tax methods for depreciation. This would
represent a loss of substantial benefits to our customers. In addition this approach
makes sense in that it matches the way PEF funds rate base and manages it
sources of capital.

PEF explained that a significant portion of its pro rata adjustments reflect the removal of
clause-related plant and AFUDC eligible CWIP from PEF’s retail rate base. PEF removed the
clause-related items because they earn their own return outside of base rates through a cost
recovery clause. The clause-related plant and AFUDC-eligible CWIP removed from rate base
eam a Commission approved rate of return calculated over all sources of capital including
accumulated deferred income taxes, customer deposits, and investment tax credits. PEF
maintained that one approach to assure the Company does not violate IRS tax normalization
rules is to have the calculation of the rate of return for the reconciled jurisdictional rate base
match the calculation of the rate of return for clause-related items. PEF stated that this avoids
the potential of double counting the benefit of ADITs and customer deposits. PEF explained:

If PEF were to adjust rate base over only investor sources of capital, when clause
assets are removed from jurisdictional rate base, the proportion of deferred taxes
and customer deposits that remain in the reconciled, jurisdictional adjusted capital
structure used to calculate the base rate required rate of return is increased. The
same zero cost deferred taxes and customer deposits that reduced the clause rate
of return are used again to lower the base rate required rate of return. This is the
double counting effect.

PEF asserted that the same scenario occurs when an adjustment is made to exclude
AFUDC-eligible CWIP from rate base. PEF explained that the AFUDC rate that provides a
capitalized return on the CWIP balances removed from rate base is calculated over all sources of
capital. It is PEF’s position that the methodology used to calculate the base rate required rate of
return should match the methodology to calculate the rate of return earned on CWIP. PEF
explained that if the AFUDC-eligible CWIP balance remaining in the jurisdictional rate base is
reconciled over investor sources of capital only, no deferred taxes and customer deposits are
removed from the capital structure, thus, a double counting of ADITs and customer deposits
would occur again.

In response to our Staff’s Twentieth Request For Production Of Documents, No. 107,
PEF provided copies of the Internal Revenue Code and IRS income tax regulations regarding the
IRS tax normalization rules. During cross examination, PEF witness Toomey was presented
with a copy of PEF’s response and testified that he was generally familiar with the IRS tax
normalization rules. Witness Toomey agreed that the IRS tax normalization rules relate to the
treatment of deferred taxes and income tax expense for the purpose of calculating federal income
tax liability. Witness Toomey testified that he believed the IRS normalization rules specify
requirements related to the reporting of deferred taxes in order to ensure that PEF does not
violate normalization. Witness Toomey was asked if the IRS tax normalization rules specify that
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aregulated utility shall make adjustments to its rate base over all sources of capital as opposed to
only investor sources of capital in its capital structure. In reply, witness Toomey stated that he
did not know if 1t does specifically or not. Witness Toomey could not identify anything in the
Internal Revenue Code and IRS income tax regulations that would specifically tell PEF exactly
how to make the adjustments in its MFRs or reconcile its rate base.

PEF argued that a second reason to reconcile rate base over all sources of capital is that it
matches the way PEF funds its rate base and manages its sources of capital. PEF explained that
all sources of capital, including customer deposits, deferred taxes, and investment tax credits are
pooled together to fund PEF’s rate base in the normal course of its operations. PEF stated that its
sources of capital cannot be traced solely to investor-supplied sources of capital and that it does
not segregate its sources of capital. PEF explained that such adjustments would be appropriate
only if PEF were financing the clause-related plant and CWIP that is excluded from rate base
differently than it is financing the plant and CWIP included in the recoverable base rate.

PEF believes that to avoid a potential violation of IRS tax normalization rules, the rate of
return for clause-related plant and AFUDC-eligible CWIP removed from the rate base should be
calculated using the same methodology as the rate of return for the jurisdictional rate base so that
adjustments to ADITs are applied consistently. PEF has reconciled rate base to capital structure
over all sources of capital. We believe that the appropriate method to reconcile rate base to
capital structure is to make adjustments to the class of capital in the capital structure that
correspond to adjustments made to related accounts in rate base. For example, adjustments made
to rate base from accounts that do not generate deferred taxes or investment tax credits should
not be reconciled over deferred taxes or investment tax credits in the capital structure. However,
we recognize that the record does not contain testimony and evidence supporting this
methodology. The record shows that PEF does not segregate its sources of capital and track its
funding usage. Accordingly, for the sole purpose of setting rates in this rate case only, we find
that rate base and capital structure have been reconciled approprately.

F. Capital Structure

This issue addresses the appropriate capital structure for ratemaking purposes for the
projected 2010 test year. As discussed earlier, based on previous decisions we have approved
adjustments to the balances of common equity, ADITs, and ITCs. In addition to these
adjustments, it was noted that PEF applied a jurisdictional factor of 75.95 percent to customer
deposits included in its proposed capital structure for the 2010 test year. The application of a
jurisdictional factor of 75.95 percent to customer deposits is inconsistent with our prior practice.
A jurisdictional factor of 100 percent for customer deposits was used in Florida Power & Light
Company’s 1983 rate case.’® We believe it is appropriate to use 100 percent of the customer
deposits in the capital structure for the purposes of setting rates in this case.

Based on the foregoing, we find that a capital structure that reflects PEF’s proposed
capital structure for the projected 2010 test year on MFR Schedule D-1a, page 1 of 3, with

* Order No, 13948, issued December 28, 1984, in Docket No. 8304653-El, In re: Petition of Florida Power and
Light Company for an increase in rates.
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specific adjustments to remove the $711 million of imputed equity from common equity and
increase the jurisdictional factor applied to customer deposits from 75.95 percent to 100 percent
is appropriate. This capital structure is supported by competent and substantial evidence in the
record. Accordingly, the appropriate capital structure for the purpose of setting rates in this
proceeding is shown on Schedule 2, attached hereto.

G. Cost Rate for Short-term Debt

PEF proposed a cost rate of 5.25 for short-term debt for the projected 2010 test year.
This rate is comprised of an assumed commercial paper (CP) borrowing rate of 4.50 percent,
plus fees associated with its credit facility of 0.75 percent. PEF based its 4.50 percent CP
interest rate assumption on an estimated yield spread over the projected three-month London
Interbank Offered Rate (LIBOR) rate.

PEF’s projected three-month LIBOR rates for 2009 and 2010 are based on an implied
three-month LIBOR forward curve from Bloomberg dated November 24, 2008, The three-
month LIBOR rates PEF used for 2010 from the Bloomberg forward curve are as follows:

Q12010 = 1.65%
Q22010 = 1.35%
Q32010=1.10%
Q42010 = 2.90%

The average of the four three-month LIBOR rates for 2010 is 1.75 percent. The three-
month LIBOR rates PEF used for 2009 from the Bloomberg forward curve are as follows:

Q1 2009 = 2.98%
Q2 2009 = 2.75%
Q32009 =2.95%
Q4 2009 = 1.94%

The average of the four, three-month LIBOR rates for 2009 is 2.66 percent. We agree
with witness Woolridge that 2,66 percent is significantly above the three-month LIBOR rates
that have existed in 2009. We concur that the average three-month LIBOR rate for 2009 is
approximately 1.00 percent. The three-month LIBOR rate was at 0.30 percent at the time of
witness Woolridge’s cross examination on September 29, 2009. We believe the record indicates

the data PEF provided for the implied three-month LIBOR forward curves from Bloomberg for
2009 and 2010 is stale and has been shown to be overstated.

We believe that the record supports a range of 1.00 percent to 1.25 percent for an
estimated three-month LIBOR rate for 2010. For ratemaking purposes, we believe a fair
estimate is the median of that range or 1.12 percent.

To achieve its forecasted CP borrowing rate, PEF added an estimated yield spread over
the three-month LIBOR rate for 2010. PEF indicated that spreads would range from 160 basis



ORDER NO. PSC-10-0131-FOF-EI
DOCKET NOS. 090079-EI, 090144-EI, 090145-EI
PAGE 85

points to 340 basis points. PEF provided no documents to support its assumed yield spread. We
agree with witness Woolridge’s methodology explained in his direct testimony to interpolate an
assumed yield spread. Using the data for 2009, witness Woolridge subtracted the average three-
month LIBOR rate implied from the Bloomberg LIBOR forward curve of 2.66 percent from
PEF’s assumed CP borrowing rate of 4.50 percent which resulted in an assumed CP yield spread
of 1.845 percent. We believe this estimate is supported by PEF’s CP yield spreads for the last
four months of 2008. In its response to OPC’s Fourth Set of Interrogatories, No. 168, PEF
stated, “[o]ur commercial paper rates in the last 4 months of 2008 had spreads to three-month
LIBOR ranging from -7 basis points to +333 basis points . . .” The central tendency of the range
of negative 7 to 333 basis points is a median of 163 basis points. Therefore, we find an assumed
CP vyield spread of 184.5 basis points for 2010 is reasonable.

The third component of the cost rate for short-term debt is the fees associated with PEF’s
credit facility. We agree with witness Sullivan that the appropriate adjustment for credit facility
fees is 0.75 percent. The record shows that PEF is obligated to pay annually 0.07 percent of the
$450 million credit facility committed to PEF by the lenders. PEF is also obligated to pay an
annual administrative agency fee of $25,000 for the credit facility. PEF also amortized the
expenses associated with fees incurred to originate the credit facility in March 2005. PEF
estimated that the amortization is expected to be approximately $145,000 in 2010. The total
amount of the fees is $485,000. PEF divided the amount of the fixed fees by the projected
amount of the 13-month average outstanding balance for short-term debt during the projected
2010 test year to arrive at a cost rate of 0.75 percent for the credit facility fees ($485,000 =
$65,051,000 = 0.75).

In his testimony, witness Woolridge used 0.21 percent to account for the credit facility
fees in his computation for the short-term debt cost rate. He did not provide any testimony that
explains how he arrived at 21 basis points for the credit facility fees.

We believe the record supports a cost rate for short-term debt of 3.72 percent for the
projected 2010 test year. To arrive at the cost rate, we utilized the same methodology as PEF
and OPC but used different inputs in its computation. We used an estimated three-month LIBOR
rate of 1.12 percent and added an assumed CP yield spread of 1.85 percent to arrive at the
projected CP borrowing rate of 2.97 percent. We added 75 basis points for the cost of credit
facility fees to the CP borrowing rate of 2.97 percent for a total cost rate for short-term debt of
3.72 percent. Accordingly, we find that the appropriate cost rate for short-term debt for the
projected 2010 test year is 3.72 percent.

H. Cost Rate for Long-term Debt

PEF asserted that its projected cost rate for long-term debt of 6.42 percent reflects
expected future interest rates for a mix of ten-year and thirty-year bonds. PEF argued that its
projected cost rate is reasonable because interest rates are expected to increase in the future and
PEF has historically issued a mix of ten-year and thirty-year bonds.
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OPC proposed a cost rate for long-term debt of 6.05 percent. OPC witness Woolridge
asserted that PEF’s cost rate for long-term debt includes a projected ten-year bond issue on
March 1, 2010 at a coupon rate of 6.98 percent. OPC Witness Woolnidge testified that the
current yields on ten-year, A and BBB+ rated utility bonds are 5.19 percent and 5.60 percent,
respectively. He argued that PEF’s projected bond yield of 6.98 percent is not reflective of
current market interest rates. In his testimony, witness Woolridge stated that he used PEF’s 2009
projected long-term debt cost rate of 6.05 percent in his cost of capital for PEF.

PEF Witness Sullivan disagreed with witness Woolridge’s recommended cost rate for
long-term debt of 6.05 percent. Witness Sullivan argued that witness Woolridge chose to use the
overall embedded long-term debt cost rate for 2009 as the long-term debt cost rate for 2010,
Witness Sullivan asserted that PEF currently has a $300 million first mortgage bond with an
interest rate of 4.50 percent that matures on June 1, 2010. Witness Sullivan argued that in order
for the 2010 Jong-term debt cost rate to remain at the 2009 embedded cost rate of 6.05 percent,
the new 3750 million bond projected to be issued in 2010 would have to be issued at a rate of
4.30 percent. He maintained that PEY’s projected yield is based on expected future market
interest rates, not current interest rates. Witness Sullivan argued that the yields on ten-year and
thirty-year U.S. Treasury notes/bonds are expected to increase to well over 4.00 percent and 5.00
percent, respectively, in 2010. Witness Sullivan argued that using only current ten-year bond
rates as a proxy for rates in the future leads to unrealistically low new debt issuance cost
assumptions for 2010.

The disagreement between the parties centers on the difference between the parties’
estimated coupon rate on PEF’s projected issuance of a new $750 million ten-year bond on
March 1, 2010. PEF based its estimate on forecasted ten-year and thirty-year U.S. Treasury
yields and the estimated spreads above those yields. PEF used the ten-year bond in its financial
forecast but based its estimated interest rate on the average coupon rate on ten-year and thirty-
year bonds. PEF used the average of the coupon rates for a ten-year issuance of 6.63 percent and
a thirty-year issuance of 7.33 percent. PEF based its estimate of the ten-year coupon rate on an
estimated spread of 197 basis points above a forecasted U.S. Treasury yield of 4.66 percent. PEF
based its estimate of the thirty-year coupon rate on an estimated spread of 207 basis points above
a forecasted thirty-year U.S. Treasury yield of 5.26 percent. PEF’s 6.98 percent interest rate was
originally calculated in June 2008. PEF believes a blended coupon rate of 6.98 percent in 2010
is still a reasonable estimate given the continued uncertainty in the market and volatility in U.S.
Treasury yields and credit spreads.

We believe that PEF’s methodology to average the ten-year and thirty-year estimated
bond yields to arrive at its estimate for the coupon rate of 6.98 percent is unreasonable. PEF’s
projected bond issuance on March 1, 2010, has a maturity of ten years. We believe it is more
appropriate to use an estimated coupon rate that matches the maturity of the bond. We agree
with OPC that PEF’s projected yield of 6.98 percent is not reflective of current market interest
rates. However, OPC did not provide testimony demonstrating what PEF’s embedded cost of
long-term debt would be using its proposed coupon rate of about 5.50 percent. Conversely, we
agree with PEF that using the embedded cost rate for long-term debt from 2009 as a proxy for
the rate in 2010 is not reasonable.
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We believe the record reflects that 5.64 percent is the most reasonable estimate for the
coupon rate of PEF’s projected issuance of a new $750 million bond on March 1, 2010. The ten-
year U.S. Treasury forward curve from Bloomberg forecasts that the yield on ten-year U.S.
Treasury bonds will be 3.67 percent on February 22, 2010. Adding PEF’s estimated spread of
197 basis points for a ten-year bond to the forecasted ten-year U.S. Treasury bond yield of 3.67
percent results in an estimated coupon rate of 5.64 percent. The estimated interest rate of 5.64
percent is also in line with OPC’s estimated interest rate. In his testimony, witness Woolridge
provided a chart showing the yields on ten-year, A and BBB+ rated utility bonds. The current
yield is 5.6 percent for BBB+ rated utility bonds. PEF’s current S&P credit rating for its senior
unsecured long-term debt is BBB+.

To calculate the appropriate embedded cost of long-term debt, we made an adjustment to
MFR Schedule D-4a, We substituted PEF’s estimated coupon rate of 6.98 percent with the
coupon rate of 5.64 percent on line 15 in MFR Schedule D-4a. The result reduced the interest
expense for the new issuance for the projected test year. The lower interest expense reduced the
embedded cost rate of long-term debt from 6.42 percent to 6.18 percent. As such, we believe the
record reflects that the more reasonable estimate of the coupon rate for PEF’s projected issuance
of a new $750 million bond on March 1, 2010, is 5.64 percent., Accordingly, we find that the
appropnate embedded cost rate for long-terin debt for the projected test year is 6.18 percent.

1. Return on Equity

Two witnesses testified in this proceeding regarding the appropriate return on equity
(ROE) for PEF. PEF witness Vander Weide recommended an ROE of 12.54 percent, OPC
witness Woolndge recommended an ROE of 9.75 percent. As expressly stated in the 2005
Stipulation, PEF does not currently have an authorized ROE."” However, for purposes other than
reporting or assessing earnings (such as cost recovery clauses or AFUDC), the 2005 Stipulation
provided for PEF to use an ROE of 11.75 percent.

The statutory principles for determining the appropnate rate of return for a regulated
utility are set forth by the U.S. Supreme Court in its Hope and Bluefield decisions.”® These
decisions define the fair and reasonable standards for determining rate of return for regulated
enterprises. Namely, these decisions hold that the authorized return for a public utility should be
commensurate with returns on investments in other companies of comparable risk, sufficient to
maintain the financial integrity of the company, and sufficient to maintain its ability to attract
capital under reasonable terms.

While the logic of the legal and economic concepts of a fair rate of return are fairly
straight-forward, the actual implementation of these concepts is controversial. Unlike the cost
rate on debt that is fixed and known due to its contractual terms, the cost of equity is a forward-
looking concept and must be estimated. Financial models have been developed to estimate the

" Order No. PSC-05-0945-S-EJ, issued September 28, 2005, in Docket No. 050078-EIl, In re: Petition for rate

increase by Progress Energy Florida, Inc., p. 3 - 4.
*% Federal Power Commission v. Hope Natural Gas Company, 320 U.S. 591 (1944); and Bluefield Water Works &
Improvement Company v. Public Service Commission of West Virginia, 262 U.S. 679 (1923).
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investor-required ROE for a company. Market-based approaches such as the Discounted Cash
Flow (DCF) model, Capital Asset Pricing Model (CAPM), and ex ante Risk Premium (RP)
model are generally recognized as being consistent with the market-based standards of a fair
return enunciated in the Hope and Bluefield decisions.

1. Discounted Cash Flow Model

Both witnesses used the Discounted Cash Flow (DCF) model to estimate the investor-
required ROE for PEF. Because PEF is a wholly-owned subsidiary of Progress Energy, its
common stock is not publicly traded. To apply the model, each witness had to select a group of
companies with publicly traded stock to serve as a proxy for PEF.

a. PEF witness Vander Weide

To select his group of comparable companies, PEF witness Vander Weide started with all
electric utilities followed by Value Line Investment Survey (Value Line). From this initial
sample, he removed all companies that were actively involved in a merger, had reduced or
eliminated its dividend in the last two years, or had not paid a dividend in every quarter of the
last two years. He further narrowed his proxy group by including only the companies with an
investment grade bond rating; a Value Line Safety Rank of 1, 2, or 3; and had at least three
analyst projections included in the I/B/E/S eamings growth forecast. Based on this selection
criteria, witness Vander Weide identified a group of 24 companies in his direct testimony and a
group of 32 companies in his rebuttal testimony that he testified represented “a reasonable proxy
for the risk of investing in PEF.”

Witness Vander Weide used the quarterly DCF model. In his direct testimony, he relied
on stock prices for the three month period ended November 2008 and in his rebuttal testimony he
relied on stock prices for the three month period ended July 2009. All stock prices were as
reported by Thomson Reuters. He derived the estimated quarterly dividends based on past
dividends as reported by Value Line. In his direct testimony, he relied on five year forecasts of
earnings per share (EPS) growth rates from I/B/E/S as of November 2008 and in his rebuttal
testimony he relied on EPS growth rates as of July 2009. His DCF model! included a five percent
adjustment for flotation costs.

The result of witness Vander Weide’s DCF model based on data as of November 2008
indicated a market-weighted average cost of equity of 12.3 percent. The result of his DCF model
based on data as of July 2009 indicated a market-weighted average cost of equity of 11.5 percent.

b. OPC witness Woolridee

To select his group of comparable companies, OPC witness Woolridge started with all
electric utilities followed by Value Line and AUS Utility Reports. From this initial sample, he
removed all companies that did not have an investment grade bond rating from Moody’s and/or
S&P, and a three year history of paying dividends. He further narrowed his proxy group by
focusing on companies with operating revenues less than $15 billion and that generate at least 75
percent of their operating revenues from regulated electric operations. Based on this selection
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criteria, witness Woolridge identified a group of 15 comparable companies for use in his
analysis.

Witness Woolridge used the annual DCF model. He relied on dividend yields for the six
month period ended July 2009 and for the month of July 2009 as reported by AUS Utility
Reports. He relied on Value Line’s historical and projected growth rate estimates for EPS,
dividends per share (DPS), and book value per share (BVPS). In addition, he used the average
EPS growth rate forecasts from Yahoo First Call, Zacks, and Reuters and the expected growth
rate as measured by the earnings retention method. Witness Woolridge’s DCF analysis did not
include an adjustment for flotation costs. In addition to applying the DCF model to his own
proxy group, witness Woolridge also applied his model to the proxy group identified in witness
Vander Weide’s direct testimony. The indicated return from witness Woolridge’s DCF analysis
is 10.3 percent when applied to his proxy group and 10.5 percent when applied to witness
Vander Weide’s proxy group.

c. Rebuttal

Each witness filed testimony challenging the reasonableness of certain aspects of the
other witness’ DCF analysis. Both witnesses used generally accepted versions of the DCF
model, similar estimates of the dividend yields, and relatively comparable proxy groups from a
risk perspective. The primary reason for the difference in indicated returns between the two
witnesses” DCF analyses is their respective estimates of the growth rate to include in the DCF
model.

PEF witness Vander Weide used five year forecasts of analyst estimates of future EPS
growth as reported by I/B/E/S in his DCF analysis. The average growth rate included in witness
Vander Weide’s DCF model was 7.3 percent. He testified that he relied exclusively on analyst
forecasts of EPS growth to estimate the investor-expected growth rate in the DCF model because
there is empirical evidence that investors rely on analysts’ forecasts to estimate future earnings
growth.

OPC witness Woolridge used historical and projected growth rate estimates for EPS,
DPS, and BVPS {rom Value Line; analyst EPS growth rates from Yahoo First Call, Zacks, and
Reuters; and an estimate of the sustainable growth rate to develop the growth rate estimate used
in his DCF analysis. The average growth rate included in witness Woolridge’s DCF model was
4.75 percent. He testified that he did not rely exclusively on EPS forecasts because the
appropriate growth rate in the DCF model is the dividend growth rate, not the EPS growth rate,
and because evidence indicates Wall Street security analyst EPS forecasts are overly optimistic
and upwardly biased. Witness Woolridge acknowledged that over the long-run, dividend and
earnings will grow at a similar growth rate. He also testified that investors presumably will use
some combination of historical and/or projected growth rates for eamings and dividends in their
analyses. For these reasons, witness Woolridge relied on a number of measures for growth in his
DCF analysis, not just EPS growth rates.

Relative to the impact the growth rate used in a DCF analysis has on the indicated return,
the other differences between the two witnesses’ application of the DCF model are rather modest
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in comparison. The incremental difference in indicated returns between a quarterly DCF model
and an annual DCF model is approximately 17 basis points. The incremental differcnce in
indicated returns between a DCF analysis with an adjustment for flotation costs and a DCF
model without this adjustment is approximately 25 basis points. Any difference related to which
witness’ electric utility proxy group is more comparable to PEF was not considered to be
meaningful in this case. As a result, the decision regarding which DCF result is more indicative
of investors’ required return for an investment in PEF comes down to which witness’ estimate of
growth is believed to be more appropriate.

2. Capital Asset Pricing Model (CAPM)

Both witnesses relied on the CAPM approach to estimate the investor-required ROE for
PEF. For the reason discussed earlier, the witnesses used their respective proxy groups for
certain inputs to their CAPM analyses.

a. PEF witness Vander Weide

PEF witness Vander Weide performed both an ex ante and an ex post CAPM analysis.
For his estimate of the risk-free rate, he used the forecasted yield on 10-year and 30-year U.S.
Treasury bonds as published by Blue Chip Financial Forecast (Blue Chip) to dcrive the
forecasted yield on 20-year U.S. Treasury bonds of 4.87 percent used in his analysis. For the
estimate of the company-specific risk, or beta, he used the average Value Line beta for his group
of proxy companies of .79. He derived a risk premium of 8.83 percent for use in his ¢x ante, or
DCF-based, CAPM analysis and a risk premium of 7.10 percent for use in his ex post, or
historical, CAPM analysis. Witness Vander Weide’s analysis indicated a return of 11.8 percent
based on his ex ante CAPM approach and a return of 10.7 percent based on his ex post CAPM
approach.

b. OPC witness Woolndge

OPC witness Woolridge performed an ex ante CAPM analysis. For the risk-free rate, he
used an estimate of the forward-looking yield on 30-year U.S. Treasury bonds of 4.50 percent.
For beta, he used the average Value Line beta for his group of proxy companies of .70. He
determined an expected risk premium of 4.37 percent based on the results of various studies of
historical risk premium, ex ante risk premium studies, and equity risk premium surveys. Witness
Woolridge’s CAPM analysis indicated an ROE of 7.6 percent.

c. Rebuttal

Each witness filed testimony challenging the reasonableness of certain aspects of the
other witness’ CAPM analysis. Both witnesses used relatively similar betas (.79 and .70). While
their respective estimates of the risk-free rate are not that similar (4.87 percent and 4.50 percent,
respectively), the primary reason for the difference in their indicated CAPM results is the
significant difference between their respective risk premium estimates.
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Witness Vander Weide testified that the average yield on Moody’s Baa-rated utility
bonds over the last year was 7.72 percent. Since an investment in a company’s equity is more
risky than an investment in its bonds, a company’s cost of equity should be higher than its cost of
debt. Because witness Woolridge’s CAPM estimate of 7.6 percent is less than the average yield
on Baa-rated utility bonds, witness Vander Weide testified that witness Woolridge’s CAPM
result is below a reasonable range of estimates of PEF’s cost of equity.

Witness Woolridge testified that witness Vander Weide’s CAPM results are unreasonable
because the risk-free rate and risk premiums witness Vander Weide used in his analysis are
overstated. As noted above, witness Vander Weide used a risk-free rate of 4.87 percent,
Witness Woolridge testified that the current risk-free rate is approximately 4.00 percent. In
addition, witness Woolridge testified that witness Vander Weide’s risk premiums of 7.10 and
8.83 percent are inflated and excessive. For these reasons, witness Woolridge testified that
witness Vander Weide’s CAPM results are above a reasonable range of estimates of PEF’s cost
of equity.

While each witness disagreed with the other witnesses’ approach to performing the
CAPM analysis, they both agreed that under current market conditions the CAPM produced less
reliable cost of equity results for electric utilities at this time. Witness Vander Weide testified
that due to the efforts of the U.S. Treasury to keep interest rates low, the spread between the risk-
free rate and the interest rate on public utility debt has increased. Because the CAPM relates the
cost of equity to the yield on government securities, and yields on government securities are
abnormally low due to the U.S. Treasury’s efforts to stimulate the economy, he believes the
CAPM approach understates the utility cost of equity. In his own analysis, witness Woolrndge
gave primary weight to his DCF analysis in determining his recommended ROE for PEF.

3. Risk Premium (RP) Model

In addition to the DCF and CAPM analyses, PEF witness Vander Weide also performed
two versions of the RP analysis. In his ex ante RP method, he applied his DCF model to the
Moody’s Index of electric companies. He compared the results of this DCF analysis to the
concurrent interest rate on Moody’s A-rated bonds. This comparison indicated an estimated risk
premium of 4.9 percent. He derived a forecasted yield to maturity on A-rated utility bonds of 6.3
percent based on information from the December 2008 Blue Chip. Based on this approach,
witness Vander Weide’s ex ante RP model indicated an ROE of 11.2 percent.

In his ex post RP method, witness Vander Weide relied on historical, earned returns for
the S&P 500 stock portfolio and the S&P Ultilities stock portfolio for the period 1937 — 2008.
The average annual return on an investment in the S&P 500 stock portfolio is 11.4 percent and
the average annual return on an investment in the S&P Ultilities stock portfolio is 11.0 percent.
The average annual return on an investment in the Moody’s A-rated utility bond portfolio was
6.4 percent. Thus, he concluded that the risk premium on the S&P 500 index is 5.0 percent and
on the S&P Utility index is 4.6 percent. He used the average of these two risk premiums, or 4.8
percent, as his estimate of the risk premium in this approach. Adding the 4.8 percent nisk
premium to the forecasted interest rate on Moody’s A-rated bonds of 6.3 percent discussed
earlier, he obtained an indicated ROE of 11.1 percent. Adding 25 basis points for flotation costs,
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witness Vander Weide obtained an estimate of 11.4 percent as the cost of equity for PEF using
the ex post risk premium method.

OPC witness Woolridge testified that there are a number of errors in PEF witness Vander
Weide’s RP analyses. Witness Woolridge testified that witness Vander Weide's ex ante RP
result is overstated due to an inflated base interest rate and an excessive risk premium. He
testified that the current yield on long-term, A-rated utility bonds is less than 6.0 percent, well
below the 6.3 percent assumed in witness Vander Weide’s analysis. In addition, witness
Woolridge testified that witness Vander Weide’s ex ante, or DCF-based, RP method suffers from
the same deficiencies discussed earlier in the section on the stand-alone DCF model. Because
witness Vander Weide’s DCF component to this approach relied exclusively on EPS growth and
thus overstated investor-required returns, witness Woolridge testified that this approach
produced upwardly biased results.

Witness Woolridge testified that witness Vander Weide ex post RP method suffered from
similar flaws. The issue related to the base interest rate was discussed above. In addition,
witness Woolridge testified that witness Vander Weide’s ex post risk premium is excessive
because he relied on historical, earned returns to estimate the forward-looking market risk
premium, Witness Woolridge noted the numerous academic studies and other empirical
evidence which demonstrate that using the historical relationship between stocks and bond
returns to measure an ex ante risk premium is erroneous.

4, Adjustments

In arriving at his recommended return of 12.54 percent for PEF, witness Vander Weide
made two specific adjustments in his analysis. To allow for the recovery of tlotation costs
associated with the issuance of common equity, he made an adjustment to his DCF model and
DCF-based CAPM and RP approaches that equates to 25 basis points. For his non-DCF-based
CAPM and RP approaches, he added 25 basis points to the indicated returns. Witness Vander
Weide testified that all firms that have sold securities in the capital markets have incurred some
level of flotation costs, including underwriters’ commissions, legal fees, printing costs, etc. He
stated that these costs range between three and five percent of the proceeds of an equity issuance.
In addition to these costs, for large equity issuances, there can be a decline in the price of the
shares. On average, he said that the decline due to market pressure has been from two to three
percent of the proceeds. Thus, total flotation costs, including both issuance expense and market
pressure, could range from five to eight percent of the proceeds of an equity issuance. For this
reason, witness Vander Weide believed a five percent allowance for flotation costs was a
conservative estimate that should be recognized in the determination of the ROE.

OPC witness Woolridge testified that it is not necessary to make an upward adjustment to
the cost of equity for the recovery of flotation costs. He stated that PEF has not identified any
actual flotation costs for the Company. In addition, because electric utilities have market-to-
book ratios in excess of 1.0x, he testified that there should be a flotation cost reduction (and not
increase) to the equity cost rate. Finally, he argued that investors also incur transaction costs
when they purchase shares. If these transaction costs are taken into account, the price of shares
would be higher. If witness Vander Weide had included these transaction costs in his DCF
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analysis, the higher effective stock prices paid for stocks would have led to lower dividend
yields. This would have resulted in a downward adjustment to his DCF equity cost rate. For
these reasons, witness Woolridge testified that it is unnecessary to recognize a f{lotation cost
adjustment in the determination of the investor-required ROE.

Based on his application of the various cost of equity models, witness Vander Weide
concluded that the cost of equity for his proxy group was 11.5 percent. However, because the
average market value equity ratio of the companies in his proxy group exceeded the book value
equity ratio of PEF that would be recognized for purposes of setting rates, he argued it was
necessary to make a leverage adjustment to equate PEF’s weighted average cost of capital on a
book value basis to the weighted average cost of capital for his proxy group on a market value
basis. This adjustment equated to 104 basis points, and when added to his indicated return for
the proxy group of 11.5 percent, produced the 12.54 percent ROE witness Vander Weide
recommends is a fair rate of return on equity for PEF.

OPC witness Woolridge testified that this leverage adjustment is unwarranted. He
testified that witness Vander Weide’s proposed adjustment inappropriately mixes book value and
market value equity capitalization ratios. He noted that financial publications, investment firms,
and this Commission report and work with capitalization ratios on a book value basis, not a
market value basis. Moreover, to the extent that a company’s market value exceeds its book
value, witness Wooldridge testified that this shows that the company is earning a return on equity
in excess of its cost of equity. Finally, witness Woolridge noted that witness Vander Weide
could not identify any proceeding in which the regulatory commission had adopted his leverage
adjustment,

5. Analysis

Based on a literal reading of the testimony in this proceeding, the record could support an
authorized ROE within the range of 7.6 percent to 12.54 percent. As noted earlier, the witnesses’
recommended returns suggest a range of 9.75 percent to 12.54 percent.

Both witnesses recognized that the generally accepted models used for estimating ROE
are based on a number of restrictive assumptions. Under normal economic circumstances, the
relaxation of these assumptions for the practical application of these models is generally
understood. And while the state of the economy has improved since the market disruption in the
fall of 2008, the economic recovery is still somewhat tenuous. This realization does not mean
the models no longer have value; rather, it is particularly important at this point in time to
exercise informed judgment in the application of the models.

Each witness argued that the other witness made certain assumptions in the application of
their respective DCF analysis that either understated or overstated the investor-required ROE for
PEF. As discussed earlier, the majority of the differences between the two witnesses’ respective
DCF approaches have only a marginal impact on the difference in the indicated returns. The
primary reason for the difference in the witnesses’ DCF results relates to their respective
estimates of the growth rate to include in the DCF model. The results of the witnesses’ DCF
analyses based on financial data as of July 2009 produced a range of 10.3 percent to 11.5
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percent. Recognizing that the top end of this range represents a DCF result based exclusively on
EPS growth forecasts, we believe this is a conservatively high estimate of the investor-required
return.

Each witness argued that the other witness made certain assumptions in the application of
their respective CAPM approaches that either understated or overstated the investor-required
ROE for PEF. However, recognizing the impact the Federal Government’s unprecedented
intervention in the capital markets has had on the yields on long-term Treasury bonds, we believe
models that relate the investor-required return on equity to the yield on government securities,
such as the CAPM approach, produce less reliable estimates of the ROE at this time.

Due to the academic studies and other empirical research documenting that RP models
based on historical earned returns are poor predictors of current market expectations, we have
reservations regarding the reliability of the results of witness Vander Weide’s ex post RP model.
While witness Woolridge also expressed concerns regarding the results of witness Vander
Weide’s ex ante RP model as well, we note that witness Vander Weide’s ex ante risk premium of
4.9 percent is not significantly greater than witness Woolndge’s ex ante risk premium of 4.4
percent.

Both witnesses made persuasive arguments for including and not including an allowance
for the recovery of flotation costs in the determination of the ROE. While it has been our
practice to recognize an adjustment for flotation costs in certain applications, the determination
of an authorized ROE by a regulatory commission in an evidentiary proceeding very seldom
involves the level of specificity that would permit the itemization of a specific allowance for
flotation costs. In this context, the debate over whether to include or not include an allowance
for flotation costs is similar to the debate over whether to use an annual or quarterly DCF model
or a blended growth rate or an earnings-only growth rate in the DCF analysis. The approved
ROE does not specifically recognize or exclude an allowance for flotation costs but rather
represents a blend of the results of the witnesses’ analyses, some that include and others that do
not include an adjustment for flotation costs.

We do not believe witness Vander Weide’s proposed 104 basis point leverage adjustment
to his estimated equity cost rate is appropriate. While the logic of the leverage adjustment
proposed by witness Vander Weide is sound, the inappropriate mixing of market value and book
value capitalization ratios in the formula is a fatal flaw. Witness Vander Weide testified that
PEF’s ratemaking capital structure contained an appropriate mix of debt and equity and was an
appropriate capital structure for ratemaking purposes. In addition, he was afforded multiple
opportunities to make a comparison of PEF’s ratemaking capital structure to the equivalent
capital structures of the investor-owned utilities (IOUs) of the companies in his proxy group but
declined to do so. Finally, even though he testified that he has been including this leverage
adjustment in ROE testimony since the early 1990’s, witness Vander Weide was unable to
identify any Commission decision involving an electric utility that had recognized this
adjustment.

Due to the reliance on historical earned returns to estimate the current risk premium in
the ex post CAPM and RP models, concemns over the exclusive reliance on EPS growth rates in
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the DCF analyses, and the decision to recognize an inappropriately quantified leverage
adjustment, we believe the Company’s requested ROE of 12.54 percent overstates the current
investor-required ROE for PEF. Conversely, recognizing that the marginal cost of long-term,
single A-rated utility bonds is near 6.0 percent, we believe returns in the single digits as
recommended by the Intervenors may understate the investor-required ROE in the current
market.

Finally, Exhibit 264 reports the authorized ROEs set during 2009 for the electric utilities
followed by Regulatory Research Associates (RRA). The ROEs set during 2009 ranged from a
low of 8.75 percent to a high of 11.5 percent and averaged 10.51 percent for the group. While
we do not believe the authorized ROE for PEF should necessarily be based upon the average
return set by Commissions during 2009, we do not believe recommended returns significantly
above or below this level are indicative of the investor-required return for PEF, either.

Based on the foregoing, we find that an authorized ROE of 10.5 percent with a range of
plus or minus 100 basis points is appropriate. In arriving at this return, we have weighed the
identified strengths and weaknesses associated with the respective witness’ analyses. We have
also taken into account PEF’s proposed construction program and its need to access the capital
markets under reasonable terms. In addition, we also considered the equity ratio previously
discussed. We find that an authorized ROE of 10.5% is supported by competent, substantial
evidence in the record and satisfies the standards set forth in the Hope and Bluefield decisions of
the U.S. Supreme Court regarding a fair and reasonable return for the provision of regulated
service.

1. Weighted Average Cost of Capital

The weighted average cost of capital is dependent upon other factors, including but not
limited to, accumulated deferred income taxes, unamortized investment tax credit, imputed
equity adjustment for purchased power obligations, equity ratio, reconciliation of rate base to
capital structure, jurisdictional capital structure, cost rate for short-term debt, cost rate for long-
term debt, and the appropriate return on equity. Based on our decision, the weighted average
cost of capital is 7.88 percent.

The net cffect of these adjustments is a decrease in the overall cost of capital from the
9.21 percent return requested by PEF to a return of 7.88 percent. Schedule 2, attached hereto,
reflects the test year capital structure. Based upon the proper components, amounts, and cost
rates associated with the capital structure for the test year, we find that the appropriate weighted
average cost of capital for PEF for purposes of setting rates in this proceeding is 7.88 percent.

IX. NET OPERATING INCOME

A. Total Operating Revenues

Based on our approved stipulations, there are no adjustments to PEF’s forecasts of
customers, kWh, kw, inflation factors or billing determinants for the 2010 projected test year.
However revenues at current rates for the projected test year should be increased by
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$132,101,000 to account for the Bartow Repowering Project (BRP) base rate increase approved
by us in Order No. PSC-09-0415-PAA-EL*® Therefore, we find that $1,650,019,000 is the
appropriate projected level of total operating revenues for the 2010 projected test year, as
reflected on Schedule 3 attached hereto.

B. Bartow Repowering Project

The revenue requirements related to the Bartow Repowering Project are included in the
2010 projected amounts; therefore, we find that no adjustments to the proposed revenues are
necessary.

C. Adjustments to Remove Revenues and Expenses Recoverable through the
Conservation Cost Recovery Clause

We find that PEF has made the appropriate test year adjustments to remove conservation
revenues and expenses recoverable through the Conservation Cost Recovery Clause.

D. Adjustments to Remove Revenues and Expenses Recoverable through the Fuel and
Purchased Power Cost Recovery Clause

We find that PEF has made the appropriate test year adjustments to remove fuel and
purchased power revenues and expenses recoverable through the Fuel and Purchased Power Cost
Recovery Clause.

E. Adjustments to Remove Revenues and Expenses Recoverable through the Capacity

Cost Recovery Clause

We find that PEF has made the appropriate test year adjustments to remove capacity
revenues and expenses recoverable through the Capacity Cost Recovery Clause.

F. Adjustments to Remove Revenues and Expense Recoverable through the
Environmental Cost Recovery Clause

We find that PEF has made the appropriate test year adjustments to remove
environmental revenues and expenses recoverable through the Environmental Cost Recovery
Clause.

(. Aviation Cost

PEF removed corporate aircraft costs in the amount of $3,126,000, as reflected in MFR
Schedule C-2. The jurisdictional amount, net of tax, is $1,921,000. The explanation given by
PEF is to exclude cost of corporate aircraft in order to comply with Commission guidelines. PEF
does not own any airplanes or helicopters. Since PEF does not own aircraft, and an adjustment
has been made to remove all corporate aviation expense allocations, we believe that all aviation

¥ Order No. PSC-09-0415-PAA-EI, issued June 12, 2009, in Docket No. 090144-El, In re: Petition for limited
proceeding to include Bartow repowering project in base rates, by Progress Energy Florida, Inc.
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costs have been removed. Accordingly, we find that PEF has made the appropriate adjustments
to remove aviation cost for the test year.

H. Advertising Expenses

PEF removed promotional advertising costs in the amount of $3,388,000, as reflected in
MIR Schedule C-2. The jurisdictional amount, net of tax, is $2,081,000. The explanation given
by PEF is to exclude the cost of promotional advertising in order to comply with our guidelines.

We note an excerpt from the procedures followed by our auditors for the 2008 base year:

We reviewed additional samples of utility advertising expenses, industry dues,
economic development expenses, outside services, sales expenses, customer
service expenses and administrative and general service expenses to ensure that
amounts supporting non-utility operations were removed.

The Company’s advertising expense is one of the areas specifically examined by our
auditors. There were no findings with respect to this issue. Therefore, we find that PEF has
made the appropriate adjustments to remove advertising expenses for the test year.

1. Directors and Officers (D&QO) Liability Insurance

PEF argued that OPC witness Schultz 1s incorrect in his assertion that D&O liability
insurance does not benefit ratepayers, and thus should be disallowed. PEF cited to the most
recent TECO case in which this Commission decided that D&O liability insurance is a necessary
and reasonable business expense and is appropriately included in customers’ rates.** PEF
asserted that we have already rejected the argument that Mr. Schultz raises in other cases and
there is no valid reason for us to depart from its previous findings in this case.

OPC witness Schultz questioned whether the cost of D&O liability insurance is a
necessary and appropriate expense to pass on to ratepayers. He stated that the expense protects
shareholders from the decisions they made when they hired the Company’s Board of Directors
and the Board of Directors in turn hired the officers of the Company. He noted that the
Company included $2.2 million in Account 925 for D&O liability insurance, but he believes the
correct amount to be $2,750,650 for $300,000,000 in coverage. He disagreed with our recent
Peoples Gas case in which the expense was allowed as a legitimate business expense.‘“ The
witness testified that the pertinent issue is whether the cost is beneficial to ratepayers, not
whether it is a legitimate business expense. He stated that we have disallowed the cost in the
past.

OPC witness Schultz testified that other jurisdictions have disallowed the expense. He
stated, for example, that a Connecticut decision limited recovery by Connecticut Light and

“® Order No. PSC-09-0283-FOF-EI, issued April 30, 2009, in Docket No. 080317-El, In re: Petition for rate
increase by Tampa Electric Company, p. 64.

* Order No. PSC-09-0411-FOF-GU, issued June 9, 2009, in Docket No. 080318-GU, In re: Petition for rate
merease by Peoples Gas System, p. 37-38.
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Power to thirty percent, because ratepayers should not be required to protect shareholders from
the decisions they make in electing the Board of Directors. He added that Consolidated Edison
was not allowed to recover the full amount in a New York case. He explained that the
disallowance was due to excessive coverage in part, and that a portion of the amount found to be
reasonable was also disallowed. He stated the reason for the additional disallowance was that
D&O Liability insurance provides protection to shareholders from matters in which the
customers have no influence.

OPC witness Schultz recommended disallowance of the total cost of D&O liability
insurance of $2,750,650 ($2,412,100 jurisdictional) because the purpose of the insurance is to
protect shareholders, not ratepayers. He stated that he does not take the position that the
Company should not have the insurance, but that it should be paid for by those who benefit from
the insurance; that is, the shareholders.

OPC argued that PEF did not offer any testimony in rebuttal to OPC witness Schultz that
the D&O liability insurance should be disallowed. OPC stated that, in each of the cases cited by
witness Schultz in his testimony, the Company argued that D&Q liability insurance is a
necessary and prudent cost required to attract and retain competent directors and officers, yet a
disallowance was made. OPC challenged the cost for $300,000,000 of coverage as being
excessive, and questioned whether the cost for that level of coverage is appropriate to pass on to
ratepayers,

OPC noted in particular a Consolidated Edison Company Case. OPC stated that in the
final decision, the New York Commission (NYC) ruled that $300,000,000 of coverage was
excessive based on the comparisons to similar companies and disallowed the premium associated
with $100,000,000 excess, and then disallowed 50 percent of the premium associated with the
$200,000,000 that was determined to be reasonable, OPC stated that, in the discussion, the NYC
noted that D&O insurance provides substantial protection to shareholders who elect directors and
have influence over whether competent directors and officers are in place, while customers have
no influence. OPC noted that the NYC further stated at page 91 of its order that:

We find no particularly good way to distinguish and quantify the benefits of D&O
insurance to ratepayers from the benefits to shareholders, especially taking into
account the advantage that shareholders have in control over directors and
officers. We believe the fairest and most reasonable way to apportion the cost of
D&O insurance therefore is to share it equally between ratepayers and
shareholders.

FIPUG argued that the amount should be disallowed, because the expense directly
benefits only PEF’s shareholders.

We agree with OPC witness Schultz that this Commission has disallowed D&O insurance
in water and wastewater cases in the past.*’ We do not agree with OPC that the ratepayers do not

2 See Order Nos. PSC-09-0385-FOF-WS, issued May 29, 2009, in Docket No. 080121-WS, In re: Application for
increase in water and wastewater rates in Alachua, Brevard, DeSoto, Highlands, Lake, Lee Marion, Orange, Palm
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benefit from D&O liability insurance. We believe that D&O liability insurance has become a
necessary part of conducting business for any company or organization and it would be difficult
for companies to attract and retain competent directors and officers with out it. We also believe
that ratepayers receive benefits from being part of a large public company, such as easier access
to capital which may result in lower rates. As stated in the TECO order:

We find that [D&O liability] insurance is a part of doing business for a publicly-
owned Company. It is necessary to attract and retain competent directors and
officers. Corporate surveys indicate that virtually all public entities maintain
[D&O liability] insurance, including investor-owned electric utilities, . . . We do
not agree with OPC that the ratepayers do not benefit from [D&O liability]
insurance. It is not realistic to expect a large public company to operate
effectively without [D&O liability] insurance.*?

We agree with PEF that the amount of the D&O liability insurance provided in discovery
responses is $2.2 million, not $2.75 million as adjusted by OPC witness Schultz. However, we
note that the amount of the premium for the test year is projected to be higher than the premium
for 2008-2009, but lower than the previous three years, even though the amount of coverage was
increased from $280 mitlion to $300 million.

In summary, we believe that D&Q liability insurance has become a necessary part of
conducting business for any publicly owned company and it would be difficult for companies to
attract and retain competent directors and officers without it. We also believe that ratepayers
receive benefits from being part of a large public company including, among other things, easier
access to capital. Because D&O liability insurance benefits both the ratepayer and the
shareholder, it should be a shared cost. Thus, we find that O&M expense shall be reduced by
$964,913 jurisdictional to reflect the sharing of costs between the ratepayers and the
sharcholders.

1. Injuries and Damages Expense

PEF stated that FERC Account 925 on MFR Schedule C-4, p. 44 of 48, reflects an
expense of $8,882,000 for injuries and expenses. PEF stated that the numbers were audited by
our auditors who reconciled the amounts on the MFRs for 2008 expenses to the Company’s
actual book and records. PEF stated that it based its 2010 budget for injuries and damages
expense on the Company’s actual historical 2008 expenses. PEF argued that it is, therefore,
entitled to recover this expense.

Beach, Pasco, Polk, Putnam,_Seminole, Sumter, Volusia, and Washington Counties by Agua Utilities Florida, Inc.,
p. 81; PSC-07-0505-SC-WS, issued June 13, 2007, in Docket No. 060253-WS, In re:_Application for increase in
water and wastewater rates in Marion, Qrange, Pasco, Pinellas, and Semingle Counties by Utilities, Inc. of Florida,
p.44; PSC-03-1440-FOF-WS, issued December 22, 2003, in Docket No. 020071-WS, In re: Application for rate
increase in Marion, QOrange, Pasco, Pinellas, and Seminole Counties by Utilities, Inc. of Florida, p. 84; and PSC-99-
1912-FOF-SU, issued September 27, 1999, in Docket No. 971065-SU, In re: _Application for rate increase in
Pinellas County by Mid-County Services, Inc,, p. 20-22.

* Order No, PSC-09-0283-FOF-E], issued April 30, 2009, in Docket No. 080317-El, In re: Petition for rate

increase by Tampa Electric Company, p. 64.
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PEF argued that injuries and damages expense has been recognized as a legitimate
business expense in the Company’s rates in the past. PEF noted that we have previously
recognized it as 2 legitimate business expense.** PEF argued that there is no Justification for the
elimination of this expense in its entirety from the Company’s revenue requirements and witness
Schultz provides none.

OPC witness Schultz testified that the Company’s request for injurics and damages
cxpense 1s not supported by the record. He stated that MFR Schedule B-21, p. 1 of 4, did not
show an expense for injuries and damages. He recommended an adjustment of $5,449,303
system or $4,778,603 jurisdictional,

OPC witness Schultz stated that information provided by PEF showed that $2,694,313
was included in various budget centers, and another $1,700,000 was included in the legal
department’s budget for injuries and damages. He testified that this information is incorrect in
that there are additional amounts. He explained that the Company advised in response to
discovery that an amount of $450,000 in salaries and wages in the nuclear budget should have
been included in A&G Injurics and Damages. He concluded that all of these amounts and errors
together totaled $4,844,313 ($2,694,313 + $1,700,000 + $450,000) of injuries and damages in
the projected test year.

OPC witness Schultz testified that his analysis of the budget showed the costs included
by the Company actually totaled $5,020,063, not $4,844,313. He stated that he found
$1,825,000 in the legal budget, plus another $50,750 for injuries and damages, as compared to
the $1,700,000 pointed out by the Company, as discussed above.) The witness stated that the
$1,825,000 was verified in the response to OPC’s Thirteenth Request for Production of
Documents, No. 274.

QOPC witness Schultz testified that PEF failed to provide any justification for its 2010
injuries and damages costs. He stated that the Company provided actual and budgeted costs for
2008 that showed a negative expense in 2008. He stated that it would not be appropriate for the
Company to be allowed an expense in the projected test year when there was no expense in the
base year 2008. He noted that there was no testimony or justification for any amount in 2010.

OPC stated that PEF did not offer any testimony either supporting the amount or
rebutting Mr. Schultz’s testimony on this point. OPC noted that the PEF witness for MFR
Schedule B-21, witness Toomey, does not discuss injuries and damages in his testimony in this
case. OPC argued that the adjustment of $5,449,303 or $4,778,603 jurisdictional is warranted.
FIPUG stated that the amount should be disallowed because it is not supported in PEF’s filing.

We agree with PEF that injuries and damages expense is a legitimate business expense.
The issue here is whether the costs have been properly supported in the record and whether the
Company will actually incur the amount of expense it has requested.

* Order No. PSC-09-0283-FOF-EI, issued April 30, 2009, in Docket No. 080317-El, In re: _Petition for rate
increase by Tampa Electric Company, p. 63.
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PEF stated that the numbers for this account were audited by our auditors who reconciled
the amounts on the MFRs for 2008 expenses to the Company’s actual book and records. We
have not found any specific information from the audit report that supports the numbers for this

account. We note the following excerpt from the procedures followed by our auditors for the
2008 base year:

We venfied, based on a sample of utility transactions for select O&M expense
accounts, that utility O&M expense balances are adequately supported by source
documentation, prudent, utility in nature and do not include non-utility items.

We reviewed additional samples of utility advertising expenses, industry dues,
economic development expenses, outside services, sales expenses, customer
service expenses and administrative and general service expenses to ensure that
amounts supporting non-utility operations were removed.

Although certain specific accounts were sampled, as noted above, there is no indication
that the injuries and damages account was separated out for specific examination. The audit is
based on samples. There is no information in the record from the audit that supports the
Company’s 2008 number on which its 2010 request is based.

PEF showed an amount for Injuries and Damages expense in Account 925 in its MFRs of
$9,821,000 system, $8,612,000 jurisdictional for the 2010 test year. However, the amount is not
properly reflected in MFR Schedule B-21, where it should be shown as an expensed amount in
the right hand column, as noted by OPC witness Schultz. That column shows a zero amount.
We believe the Company’s response is correct that this is an error. We do not believe the error is
areason to disallow the expense.

In addition to the 2010 amount above, the Company showed a system amount of
$8,882,000 ($8,142,000 junsdictional) for 2008 in Account 925, and $9,942,000 system
(89,114,000 junsdictional) for 2009. Compared to 2008 and 2009, staff believes the 2010
amount appears reasonable. However, the numbers for all three years are unsupported. OPC
witness Schultz disagreed that this is the actual amount of expense for 2008, due to a credit of
$836,977 from the Energy Delivery Department. Further, when the insurance cost for 2008 was
removed from the account, witness Schultz determined that the amount of injuries and damages
expense for 2008 was a negative $429,420. Without the Energy Delivery credit, the expense less
insurance would have been only $489,697 for 2008, as calculated by staff using witness
Schultz’s schedules. There is no record evidence to support the large increase for 2010 over the
2008 amounts,

We agree with OPC witness Schultz that the amount of injuries and damages expense
included in PEF’s filing is actually $10,657,160 when the errors are corrected. Of that amount
$5,637,097 is for insurance, as compared to insurance costs of $5,878,629 for 2008. The total
expense less insurance is $5,020,063. ($10,657,160 — $5,637,097 = $5,020,063) The numbers
are unrebutted.
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PEF noted that $450,000 was classified as salaries and wages that should have been
classified as injuries and damages expense. This amount was included as part of OPC witness
Schultz's adjustment and does not need to be addressed separately.

PEF has not justified its request for injuries and damages expense. Although such
expense is a legitimate business expense, the large increase over 2008 was not explained. The
amount requested for 2010 less insurance is $5,020,063, as compared to actual expense for 2008
of (3429,240). As previously noted, even if the credits were removed for 2008, the actual
expense excluding insurance would have been $489,697. The adjustment recommended by OPC
witness Schultz allows the Company the full amount PEF requested for insurance, but removes
all additional amounts. The adjustment is greater than the amount initially requested by PEF,
due to the correction of several errors as previously discussed. We believe OPC’s adjustment is
appropriate given the lack of support for PEF’s request and the large unexplained increase. As
such, we find that a decrease of $4,778,603 jurisdictional ($5,020,063 system) or for 2010
injuries and damages expense is appropriate.

K. A&G Office Supplies and Expenses

The Company stated that it budgeted $1,208,000 to Salaries and Wages that should have
been budgeted to A&G Office Supplies and Expense.

OPC witness Schultz recommended an adjustment of $2,331,755 jurisdictional comprised
of several items included in A&G Office Supplies and Expense that he stated are not appropriate
costs to be included in rates, He stated that the first adjustment of $1,488,677 included
$1.268,677 for events such as the Tampa Bay Lightning for $59,900, the Tampa Bay Buccaneers
for $139,527, the Orlando Magic for $20,000 and others. He stated that the two listings of
events and costs are included in his exhibit HWS-3. He testified that the remaining $220,000
was for service awards.

OPC witness Schultz recommended removal of an additional $1,200,000 for what was
shown by PEF as “Corporate Managed Account.” He testified that the account appeared to be a
large petty cash account for the president’s budget center. He stated that PEF did not provide
any supporting documentation for this expense, so the expense should be excluded from rates for
lack of justification.

OPC witness Schultz stated that there is no evidence that the costs were removed from
the test year. He testified that the costs were budgeted in Account 921, A&G Office Supplies
and Expense. He explained that, in response to discovery, the Company supplied a
reconciliation linking the budgeted costs to MFR Schedules C-1 and C-2. The witness noted that
the only adjustments to O&M expense that removed budgeted costs were for aircraft and
advertising; the A&G items did not f