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Asset Valuation in a Transitioning Electric Industry 

The transition of the electric industry from the traditional vertically integrated system to a 
competitive environment will most likely result In integrated companies divesting assets along 
functional lines. The fbnctionalities most often sited are generation, transmission, and 
distribution. A major issue surrounding the divesture of assets is how those assets will be valued 
at the time they are wid or transferred to affiliate companies, separate subsidiaries, or totally 
independent organizations. In the case of generation assets which represent the largest percentage 
of a utility’s total capital investment, this is a particularly important issue because of the potentiai 
for gains or losses on, sale as they are passed from a regulated environment to a more competitive 
environment. How generation assets are valued as they pass from a regulated environment to a 
more competitive environment and how resulting gains or losses on sale in recovered has 
resulted in considerable debate as restructuring is considered on a state-by-state basis across the 
country. 

Tradithai Rate Regulation 

Both the utility’s stockdolders and consumers have an interest in the valuation of generation 
assets as they pass fnm a regulated environment to a nonreguiated environment. Traditionally, 
regulated utility rates include an expense component and a return on investment component. The 
expense component c:onsists of the annual depreciation txpensc associated with each generating 
asset. A return on investment is also allowed to be m o v e d  and is calculated based on the 
original cost of the generation asset less accumuIatcd depreciation. Over time, as the generation 
asset is depreciated, the annual depreciation expense remains constant while the return on 
investment, in total dollars, declines. If, at any time over the life of the generation asset, the market 
value changes, it has no impact on the regulatory valuation for rate setting purposes. 

When a regulated company divests itself of generation assets, either through a transfer to an 
affiliate company or an outright sale, the remaining book cost (less accumulated depreciation) is 
removed from the company’s rate base and it will no longer e m  a retum on investment. The next 
time rates are set they will be lowered by the annual depreciation expense and by the amount of 
return on the divested generation assets. However, rates will be increased by the cost of 
generation purchased from the market to replace generation from the divested generation assets. 
Typically, in Florida, these purchased power costs are recovered through a cost recovery clause 
rather than through base rates. Thus, the transfer of generation assets from the regulated system to 
the competitive system can be expected to impact customers in several ways. First, the cost of 
generation md by the consumex is subject to market value rather than cost plus a return 
ratemaking. Second, these generation costs are immediately passed on to consumers rather than 
included in base rates when, and if, a rate case is initiated. Depending on the state of the 
generation market, generation costs experienced by consumen may be higher or lower than those 
prior to divestiture. 

Finally, in addition to thew direct rate impacts, another significant issue is the market 
value of divested generation relative to their regulated book cost. Traditional regulation values 
capital assets, such as generating plants, at their original cost amortized over a period of time 
equal to the “life of the asset,” usually from to 20-30 years but in some cases up to 40 years. Thus, 
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depending on haw old the asset is, its book value for regulatory purposes would be some 
depreciated value of the origlnal investment. On the other hand. the market value can and most 
likely will be significantly different than book value depending on the age, technology type, 
reliability, and condition of the generating asset. More importantly, market value is a fiction of 
the cost of producing electricity from the generating asset relative to the cost of producing 
electricity from other generating plants in the marketplace. If the book cost of generation assets are 
significantly greater h n  their market value, stranded costs occur. Conversely if the book cost is 
significantly less than market value, stranded benefits result. The question becomes -- Who should 
beqr the responsibility of recovering stranded costs or benefits: utility stockholders, consumers, or 
both? 

Defmition of Stranded Costs and Benefit3 

The transition of the electric industry from the traditional, vertically integrated monopoly to 
a functionally divested system changes the rules of the game for all parties. The clear objective to 
restructuring is to provide more efficient, lower cost Service to electric consumers. It is believed 
that competitive energy providers will be more efficient md innovative and that consumers will 
benefit from competition in the generation markets at some time in the future. As a result of a 
transition of this nature, the benefits, risks and obligations for customers, utilities and regulators 
change. 

Stranded Costs 

Regulated utilities generally have a prescribed recovery period over which they can 
recover their investment as a tradeoff for the hditionally limited risk they fact. I f  assets are sold 
or transfmed out of the regulated rate base because of a legislative or regulatory mandate, then the 
utilities become concerned abut the ability to recover their investment. Utilities argue that their 
investments were made to Serve customers and with the expectation that the regulatory environment 
would provide them an opportunity to recover costs and make a reasonable profit on the 
investment. As such, if the rules are changed to require divestiture and if, at the time of the 
transition, market value is less than book value, the utility will argue that it has stranded costs for 
which it should be compensated. 

Stranded Benefih 

Suppose, however, the reverse is true and market value is greater than book value. In this 
case, the utility will realize a gain on sale as a result of the divestiture. Consumer advocates argue 
that this gain on sale is I stranded benefit and should accrue to the benefit of the customers of the 
regulated utility. Curiously enough, in some cases, utilities have argued that even though 
consumen have paid for the utility assets through rates, the consumers have no vested ownership 
rights to the assets and, hence, should have no interest in the disposition of those assets on a going 
foward basis.' 

'With regard to mgulatcd utilities, however, any definition of book value of genmtion assets should include related tax 
deferrals (provision for d e f d  taxes and Unamorrittd invcstmcnt tax d i t s ) .  Most i m m t l y ,  excess deferred taxes should bc 
returned to mnSumtrs when aasm am aSnsfemd. T h e  may be other consideration when defining b m k  value such as 
Commission prescribed stom damage resuvea. 
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Consumer Interests 

In a competitive nonreguiated market, such as a discount department store, no one would 
argue that the customers of the store have an ownership stake. It is implicit that consumers are 
paying all the costs necessary to provide the product at the price the market establishes. 
Presumably the consumer benefits from competitive market-based prices for goods that are close 
to the marginal cost of production and therefore sold at the best available price. The customers 
have no direct investment in the store and simply by purchasing commodities from the store have 
no .claim on the store’s assets. However, should the consumer become dissatisfied with a service 
ot product provided by the store, they have every right to take their business elsewhere. Whle 
investment risk in the store is shouldered entirely by stockholders, there is no guarantee of full 
recovery of cost and a r e m  on investment. 

In contrast, regulated utilities are granted monopoly status withm a defined service 
territory. Consumers do not have the ability to shop elsewhere if dissatisfied with the service 
provided by an electric utility. The utility, by virtue of regulation and of a captive customer base, 
enjoys a stable demand not generally subject to fluctuations from mipting customers, competition, 
or economic conditions. In addition, it is provided an authorized range of retum on investment. 
Rates are set to provide that rate of return as closely as possible. Thus, the utility enjoys relatively 
predictable and stable revenue streams. As a result, it also enjoys certain advantages in the capital 
markets through improved credit and bond ratings. It is given predictable depreciation schedules 
and recovery periods and this also sefves to improve its ability to raise capital. In addition, the 
utility enjoys insulation from investment decisions which become prematurely obsolete or no 
longer cost effective. That is, in a regulated environment, rates are set to provide an opportunity 
for complete recovery of investment even if the asset does not remain productive. 

Having drstwm these distinctions between regulated and nonregulated products, is there any 
characteristic of the regulated investor-owned utility industry that would confer some ownership 
rights on consumers of utility service? It seems that there is a symbiotic relationship between 
utility consumers and investor-owned utilities in which both parties receive some benefit and bear 
some risk by virtue of regulation. It is not clear that any of those benefits or risks confer outright 
ownership rights to customers. Stockholdtrs clearly own the assets of the utility. However, 
regulators and lawmakers have some responsibility to ensure reasonable outcomes for both the 
comumers and utility stockholders. Should the stockholders engage in behavior regarding the sale 
of assets that would in some way threaten the safety, reliability, and adequacy of utility service or 
Serve to increase stockholder value while having a demonstrable negative impact on consumers 
and the rates they pay, public policy makers should exercise diligence to mitigate such actions. 

Policy Xmpiicatitm 

Moving to competition is an irreversible course that should not be embarked upon without 
reasonable certainty that it offers greater benefits to consumers than traditional regulation. One 
issue that must be carellIy considered is the impact of stranded costs and knefits. Much has ken  
made of the so calkd regulatory compact and how it impacts these policy decisions. In short, the 
regulatory compact provides the utility with an opportunity to make a reasonable retum on its 
invesment and requires the utility to provide safe, adequate, and reliable service at a regulated 
price. The compact provides the customer with safe, adequate, and reliable service at a 
reasonable price and prevents monopoly abuse that would otherwise result in excessive prices and 
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potentially inferior service. As previously noted, there are commensurate risks and protections 
built into the process that work to the benefit of both customers and utilities. 

Under the regulatory compact, consumers have a right to expect that regulators and public 
policy makers are vigilant and will not permit actions that they believe will have a long-term 
detrimental impact on consumers or utilities. In any transition to a more competitive market for 
electric generation, the risks and benefits change for each party. The divestiture of generation 
assets to a more competitive environment shifts the risk of investment recovery from customers to 
generation owners and the marketplace. By maintaining the obligation to sene and removing 
generation assets from the regulatory umbrella, the distributionutility incurs risk in ensuring power 
delivery through purchased power contracts and in controlling the costs associated with such 
contracts. 

With respect lo the treatment of stranded costs and benefits, what options do public policy 
makers have? Several states have already addressed the issues of stranded costs and benefits. In 
California, where divesture of generation assets were required, policy makers required recovery 
of stranded costs from consumers. Most other states that have proceeded to a competitive 
generation (andlor retail) energy market have permitted full or at least partial recovery of stranded 
costs. Some states have time-Iimited that recovery, some have included periodic true-ups during 
the transition, and several have required a showing of mitigation stcps to minimize the level of 
stranded cost. It should be noted that the majority of states that have beta in the vanguard of 
pursuing a more open energy market have, historically, had high coat generation. As such, these 
states have primarily had to address the issue of stranded costs, not stranded benefits. One state 
that has just recently addressed the issue of stranded benefits is the State of Oregon. The Oregon 
Public Utilities Commission identified stranded bcnefits for at least,one utility and has provided 
for credits on consumers’ utility bills to reflect those benefits. 

One way of expressly dealing with the issue of stranded costs and benefits that seems to be 
gaining favor is to require generation assets to be valued in an open competitive auction. Many 
believe that the actual sale of generating assets in an open bid type auction is the best way, and 
perhaps the only way,, to definitively define stranded costs and benefits. The issues that should be 
considered in a divestiture auction include: 

1, Timing-- to maximize the proceeds you probably would not want to flood the 
market all at once. Consideration should be given to whether generation assets 
should be sold one at a time; in blocks; or by fuel type. 

2. Structure -.- Most states have required their utilities to file a plan for approval 
by the public utility commission. Typically if generation assets are sold, they are 
sold in a closed RFP bid type process, 

3. Dispersing the auction proceeds - How should the proceeds of the auction be 
dispersed? Obviously you would pay off the remaining debt on any generation 
assets. If the proceeds are not enough to cover the net book value, you have 
stranded costs; if the proceeds are greater than the net book value, you have 
stranded benefits, Should customers or stockholders pay/rcctive the stranded 
costdbcncfits? What cost recovery mechanism should be used? 
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An additional potential benefit of the auction approach is the opportunity for non-affiliated 
generation providers to procure lower cost generation facilities such as coal and 
nuclear. That would serve to add some competition in a segment of the market controlled, almost 
exclusively, by incumbent investor-owned utilities. 

Conclusion 

It is not clear that current FIorida law addresses the issue of stranded cost. At present, the 
Florida Public Service. Commission does not have jurisdiction to approve or disapprove the 
transfer of utility assets. As such, it appears that the CommissQn’s jurisdiction to address 
stranded cost and benefit issues is limited to conventional after-the-fact prudence review and 
ratemaking. It is clear, however, that for regulated utilities the law obligates the Florida Public 
Service Commission to provide an opportunity for a retum on prudent investment. Not doing so, 
may constitute unlawful coafiscation of property. As such, if the sale or msfer  of utiiity 
generating assets results in stranded costs, it appears reasonable for the Commission to allow for 
the recovery of these costs. 

With respect to stranded benefits, while consumers may not have direct ownership rights to 
the utility’s assets, consumers do have a right to expect public policy makers to ensure reasonabIe 
outcomes for both the: consmen and utility stockholders. Assets sold or transferred at a cost 
significantiy below market value may provide competitive advantage to the ultunate buyer or 
receiver of such assets. To avoid such profit taking, it m a y k  desirable to confer the benefit of the 
sale or transfer of suc h assets to consumers. 
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FPSC Depreciation Treatment 
of Investor-Owned Generation Assets 

The purpose of depreciation is to systematically spread the recovety of prudently invested 
capital over the period the plant items represented by the capital are providmg service. The 
resultant depreciation expense is ti component of the cost of providing service and, ideally, the 
timing of the expenses matches the timing of the period of service as well as of the period of time 
reuenues are produced by the represented items. This matching principle is intended as an 
assurance. that the cost related to the plant will bc equitably dishbuted across the generations of 
ratepayers that are receiving service from the plant. 

From a ratemaking viewpoint, traditionally, regulated utility rates include an expense and 
a rehun on investment component. In other words, both the depreciation'expense associated with 
a capital plant investment and a r e m  on the remaining undepreciated portion of a capital plant 
investment (remaining book cost) are included in the total revenue requirements used to determine 
rates. Also, in the case of certain large scale, capital intensive technologies such as generating 
power plants, overall depreciation rates may need to take into consideration the cost of 
dismantling the plant at the end of its useful life and restoring the site to preconstruction conditions. 
Therefore, overall depreciation expense may include a separate component for the removal and 
disposal of generating stations upon retirement. 

Prior to the early 1980's, thm was no regular depreciation study cycle required for 
Florida electric utilities. Also, the whole life technique was the ~ t i ~ d  standard used in the 
devehpment of regulatory depreciation rates. In 1982, the FPSC began using the remaining life 
technique in the determination of depreciation rates. The remaining life technique provides 
depreciation recovery of the net plant yet to be recovered over the detemrined remaining life of the 
related assets. It self-adjusts for historic over or under recovery, as well as for changes in life or 
salvage estimates. This self-correcting quality better ensures full recovery over the related 
remaining period of service. 

Beginning in 1988, the Commission required Electric Investor-Owned Utilities (IOUs) 
to submit depreciation studies, at a minimum, evwy four years. The utilities are permitted and 
have been encouraged by the Commission to submit partial studies between the four-year cycle if 
there has k n  a major change in planning, technology, govcmment action, or other circumstances 
indicating a need to revise depreciation rates for a particular account(s) or major instalIation(s). 
AH lOUs have requested and received off-period reviews as conditions warranted. 

Also in the late 1980's, the Commission recognized that the nature and age of the equipment 
and structures can vary between generating plants and between units of the SBMC generating site. A 
generating station or unit can bt looked at as a box - a box containing an assortment of various 
types of assets that cm be expected to experience varied service lives. Identification of the nature 

' of the separate components or groups of components and estimation of the expected lives of the 
components provides a more accurate approach to determination of the required depreciation rate. 
Thus, began the development of depreciation rates for electric production plants by p h t  site. 
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Besides the use of remaining life, the Commission has also utilized capital recoverj 
schedules (amortization) for plant prudently retiring early and for other exceptional perceived 
imbalances in the depreciation reserve. The affected investment and depreciation reserve 1s 

identified and depreciated (using an amortization schedule), ideally, over the plant’s remaining in- 
service period. Where resewe imbalances occur as a result of historical failure to recover 
technological or govcmmental impacts, the Commission has provided recovery over as short a 
period of time as economically practicabIe for the utility. In some cases, this can be as short as 
one year. Capital recovery schedules are tools used frequently with plant repowering (overhaul) 
in which major portions of plant are subject to retirement. 

The first time the use of capital recovery schedules was recommended for an eitctric 
IOU’s planned production plant overhauls (1991)’ the IOU objected indicating that the effect on 
earnings from the use: of such recovery schedules could lead to a need for increased revenues. The 
utility requested a fonnal hearing arguing that the use of capital recovery schedules was 
unnecessary and inappropriate because the usc of remaining life would provide recovery over the 
remaining life of the associated plant. Utilities generally desired to keep depreciation expenses 
low in order to keep expenses down and meet their financial goals. It was not until the mid 1990’s 
that electric IOUs began to address the need for higher depreciation rates and recovery of resefve 
deficiencies. 

Florida was also the first state in the country to establish a funded reserve for nuclear 
decommissioning and a separate unfunded reserve for the removal and disposal of fossil fuel 
generating stations upon retirement. The funded rtscrve for nuclear decommissioning was 
established in 1982; the separate reserve for fossil dismantlement was established in 1987. 
Nuclear decommissioning studies are submitted for review once every five years; dismantlement 
studies are fired in connection with the utility’s comprehensive depreciation study. 

The Commission’s approach to depreciation for electric IOUs considers the impact of 
technology, govemment actions, and any other external changes causing some of the components of 
an account or generating site or unit to become subject to a much shorter expected life than the 
remaining components. The use of the remaining life technique, capital, recovery schedules, 
amortization of historic reserve imbalances, fossil dismantlement reserve, and nuclear 
decommissioning r e m e  provide the toois necessary for utilities to assess their capitai recovery 
positions. 

A reserve deficiency is the result of failure to properly recover in the past. Where the 
deficiency relates to unforeseen factors such as govemental requirements or the introduction of a 
new technology, the Commission has provided recovery as fast as economically practicable for the 
particular utility. A similar situation occurs with plant which has had its expected remaining 
service life substantially shortened, for example, by technological change. The Commission was 
among the fmt of the state or federal regulatory bodies to recognize and separately handle such 
reswve imbalances with amortization schedules. 

In cases involving earnings investigations, historic overearnings, tax refunds, and 
adjustments related to interest synchronization of investment tax credits, the Commission has often 
allowed additional depreciation reserye deficiencies in lieu of reducing customer rates 
or making one-time cash refunds. Additionally, accelerated depreciation recovery has, from time- 
to-time, been afforded to certain p h t  costs being recovered through the Oil Back-Out tariff, the 
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Fuel and Purchased Power Cost Recovery Clause, or the Conservation Cost Recovery Clause. 
When deemed appropriate, this special recovery approach serves to provide incentives for 
utilities to engage in certain cost-savings activities. In most cases where accelerated depreciation 
has been permitted, the additional depreciation has been funded by a percentage of fuel savings 
achieved. In this way consumers received the immediate benefit of reduced fuel savings and the 
longer term benefit of paying down plant investment costs over a shorter period of time than the 
period of service of the related assets. 

Depreciation Reserves of Florida Investor-Owned Utilifies 

The depreciation reserve reflects the amount of investment recovered to date. During a 
period of technological change, reserves must be high enough to withstand large retirements as the 
old technology is replaced by new. There is no “right” reserve number, and reserves may increase 
or decrease for reasons other than inadequate depreciation rates. For example, high growth, such 
as Florida is experiencing, can cause reserves to look low because of the large amounts of new 
investment that must be added to accommodate the growth. The table below shows the 
depreciated or recovery status as of January 1,2000 for the Florida IOU production piants. 

Table 1 
IOU Depreciation Reserve Status Reflecting the Amount of Investment 

Source: FPSC Annual Status Report and FERC Form 1. 
Nuclear does not include decommisioning. 
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As shown in the folIowing two tables, nuclear generation accounts for about 10% and 17% 
of the total generating capacity for FPC and FP&L. respectively, while representing aboui 24% 
and 45% of the total generation investment for each company, respectively. It should also be noted 
that FP&L filed an application on September 1 I ,  2000 for renewal of the Turkey Point operating 
licenses for an additional twenty years. Coal generation represents about 6% of FP&L’s total 
generation while representing 98% and 80% Gulf and TECO’s total generation. The IOU coal 
units are 50% or more recovered. 

FP&L 

Gulf 

TECO 

Source: Ten-Year Site Plans 
Does not include the effect of fuel prices. 

This represe~lts coal, natural gas, diesel, and oil. 
** This includes combustion turbines, combined cycle, gap turbines, and wastc heat 

37.67 44.88 17.45 100 

98.44++* NIA 1.56 100 

73.26 NIA 26.74 100 
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FLORIDA iNWSTOR+UW€D UTIWTES - SUMMARY OF AVERAGE BOOK COST OF GENERATION 

- -_ 
N U C U R  PRODUCTION 

St. h i e  (2 units) 1,553 1,030,376,~ 1 643 
Turkey Point (2 units) 1,386 393,090,752 c 284 -~ 

-- " 

8 - -  _. _ _  Ft. Myers (12 units) 636 5,324,301 
huckrdale (24 units) 840 8,788,3% 10 
Pt. Everglades (12 units) 420 2,046,049 5 

328,878,426 1_- ~ 

Putnam (2 units) 498 59.390,4&4 

382 
370 
119 

Lauderbk (combined cycles) (2 units) 
Martin (2 units) 9% 351,535,808 

860 

__ 
- _  -- 

*The total net plant investma amount does not include a nuclear decommissionhg reServe amount of $1,411,276,582. 
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FLORlDA INVESTOR-OWNED VTILiTIES - SUMMARY OF AVERAGE BOOK COST OF GENERATION 

*The total net plant investment amount does not include a nuclear deEommissiooing reserve amount of $285,018.W. 
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FLORIDA INVESTOR-OWNED UTILITIES - SUMMARY OF AVERAGE BOOK COST OF GENERATIUN 

635,362,359 372 ' ' Big Bend (4 Units) 
G~nnon (6 units) 1,120 128,760,051 
H h r s  Point-Oil (5 units) 1% (6,872,412) 
Dinner (1 unit) 11 (247.25 1) - 

Biie &nd Station 13 units) I 
Gannon Station (1 unit) 
PhiltiDs Station M units) I 

l h l k  Station 11 unit) I 
38 

250 

2,981,738 
131,007 

19,525,75 1 
445. i 87.435 

-. --I 
-. 

22 1 

+Total summer MW capability is 3,470. However, three units are currently on reserve shutdown (I5 MW). 
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FLORIDA INVESTOR-OWNED UTILITIES - SUMMARY OF AVERAGE BOOK COST OF GEMERATION 

0- PRODUCTIO~ 
Smith (1 unit) 

.~ __ 
s: STFAM P R O D U ~ I O N  .- . -. 

22 1 
173 

16 

509 

. - 
. . _- 

1,448,746 .- 

I 2 i  352 42,612,511 _. 

1 I 1,486,435 ~. . .. 
219 

Daniel Plant (2 units) 
Crist Plant (7 units) 

Smith Plant (2 units) 
Scherer plant (1 unit) 

!khOh PlMt (2 Unh) 

- . .- 

- ._ 

9 32 297,860 __ 
Pace (Pea Ridge) (3 units) 15 

13 

9,675,765 645 
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NETBOOK VALUE 

I '  - -- , - ~-.. 

i--- 
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F W R I D A  IWESTIR~OWNED W I E S  - NET BOOK VALUE 

# 

17 



FLDRIOA INV%rroR-OWNED llTILtTlES - NET W O K  VALU€ 



19 
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FLORIDA Ih’VESTOR-OWED WWlES - NET BOOK VALUE 
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FLORIDA INVESTOR-OWNED VTQJTIES - NET BOOK VALUE 

. 

- -  . .  

N O J I - ~ ~  Roperlr -Lnad 25,976.667 0 0 

3,470 I 3,609 2.256.592.507 914,300,466 92,619,432. TOTAL productial 

TOTAL ~ t i o a r c o u a u n g  ' torrcscrvt 3,455 I 3,594 
I shutdomr (3 units: IS MW) 
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FLORIDA INVESTOR-OWED WILRIES - NET BOOK VALUE 
I I i I I I I -- - I--- -- 

._ - 
OTHER PRODUCTION 

smith (1 unic) May 1971 32 I 40 4.34 1,535 3,965,317 78.358 
prct (per Ridge) (3 UniLI) May 1998 15 I I5 10,481,919 806.154 0 

TOTAL Otber hodrrclion 47 I 55 14.823.454 4,771.471 78,3518 - 

I 1 1 I I I 1 

23 


