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Preliminary 2011 Revenue Requirements Appendix E

Issue

FortisBC performs several types of capital work on generation facilities that may
require the procurement of power to replace lost generation. This can occur during
major refurbishments such as Upgrade and Life Extension (“ULE”) projects or
occasionally as generation capacity is also lost as a result of taking turbines or
generators out of service due to unplanned events. In certain circumstances, excess
power purchase costs that result from the lost generation capacity are included in
the capital cost of the project. As part of the 2010 NSA, the BCUC has requested an
“accounting opinion that capitalization of outage costs is consistent with CICA HB
3061".

Analysis
FortisBC’s analysis is organized as follows:

1) Overview of relevant paragraphs from CICA 3061 — Property, Plant &
Equipment;

2) Analysis of relevant paragraphs in accordance with capitalization process for
outage costs;

3) Assessment of other CICA HB sections that might be used as analogy;

4) Overview of FortisBC Capitalization Policy; and

5) Historical precedent.

1) Overview of relevant paragraphs from CICA 3061 — Property, Plant &
Equipment

Upon review of CICA 3061, it was noted that there is no direct reference to
specific issues such as idle equipment, reconditioning programs that require
dismantling facilities, or capitalization of costs incurred as a result of initiating
a project. Therefore, the cost definition per CICA 3061 was taken as the

relevant accounting literature.

CICA 3061 — Property, Plant & Equipment (par. 5, emphasis added)

October 1, 2010 FortisBC Inc. Page 2



a A W N PP

»

10
11
12
13

14
15

16
17
18
19
20
21
22

23
24
25
26

Preliminary 2011 Revenue Requirements Appendix E

“Cost is the amount of consideration given up to acquire, construct,

develop, or better an item of property, plant and equipment and includes

all costs directly attributable to the acquisition, construction, development
or betterment of the asset including installing it at the location and in the

condition necessary for its intended use.”

Paragraph 3(g) of CICA 3061 also acknowledges property, plant and

equipment subject to rate regulation with its own definition:

Rate-regulated property, plant and equipment are items of property, plant

and equipment held for use in operations meeting all of the following criteria:

()  The rates for regulated services or products provided to
customers are established by or are subject to approval by a
regulator or a governing body empowered by statute or contract

to establish rates to be charged for services or products.

(i)  The regulated rates are designed to recover the cost of

providing the services or products.

(i) Itis reasonable to assume that rates set at levels that will
recover the cost can be charged to and collected from
customers in view of the demand for the services or products
and the level of direct and indirect competition. This criterion
requires consideration of expected changes in levels of demand
or competition during the recovery period for any capitalized

costs.

It should also be noted that outside of CICA 3061, amounts approved by a
regulator are eligible to be capitalized in the context of a rate regulated
environment under the current Canadian GAAP framework provided that

adequate disclosure is made.
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2)

3)

Analysis of relevant paragraphs in accordance with capitalization

process for outage costs

With respect to CICA 3061 par. 5 above, the amount of consideration given
up by FortisBC in carrying out capital work on generation facilities includes
the opportunity cost of excess power purchases. In other words, if the capital
work was not performed and the turbines or generators were not taken out of
service, these excess power purchases would not be made. As a result,
power purchases over and above the average capacity requirements are
tangible, valid costs that will be incurred as a result of performing the
refurbishment or other capital work. It is management’s view that these
excess power purchase costs can be considered directly attributable to the

capital activity.

Further, CICA 3061 should not be considered independent of the Canadian
GAAP framework. If the regulator approves an amount, such as power
purchase costs, for inclusion in an item of rate-regulated property, plant and
equipment as defined in item 1 above, then that item of property, plant and
equipment is compliant with CICA 3061.

Assessment of other CICA HB sections that might be used as analogy

As noted in item 1 above, the lack of direct reference to this specific
accounting issue indicates that professional judgment is required. In applying

professional judgment, analogous accounting guidance may be referenced.

Included in CICA 3061 is specific literature related to capitalizing interest (or a
regulator approved allowance) for the costs of financing capital construction

activity.
CICA 3061 — Property, Plant & Equipment (par. 23, emphasis added)

“The cost of an item of property, plant and equipment that is acquired,

constructed, or developed over time includes carrying costs directly

attributable to the acquisition, construction, or development activity such
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4)

5)

as interest costs when the enterprise's accounting policy is to capitalize
interest costs. For an item of rate-regulated property, plant and
equipment, the cost includes the directly attributable allowance for funds
used during construction allowed by the regulator.”

In accordance with regulatory order, FortisBC capitalizes an allowance for
funds used during construction (“AFUDC") in lieu of interest costs. The nature
of capitalizing interest (or AFUDC) is similar to incurring excess power
purchase costs in that they are both types of “carrying costs”. In the case of
capital work on generation facilities, when a turbine or generator is shut down
to perform the refurbishment or other capital work, a necessary cost is
purchasing power. This is due to reduced generation capacity that must be
replaced in order to meet customer demand commitments. Therefore, the

excess power purchases resemble a financing cost for lost power.

Overview of FortisBC Capitalization Policy

FortisBC’s Capitalization Policy is attached as Appendix E-1. While no direct
reference to capitalizing power purchases is mentioned, this situation does
not appear to be inconsistent with the FortisBC Capitalization Policy

according to the following Capitalization Principles:

2. In certain cases neither GAAP nor regulatory requirements provide

definitive rules that apply to every possible situation.
3. Costs include the amount to acquire, construct, develop or better an asset.
6. Capitalization of all costs will be based on effort (including all support
functions) associated with the capital work being performed.
Historical precedent

Previous ULEs performed at FortisBC have included excess power purchases
as part of the project costs. For each ULE, the project costs have been

approved by the BCUC. The capitalization of incremental power purchase
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expenses arising from the ULE projects have also been approved in annual
Revenue Requirement applications. The most recent ULE project approval,
the Corra Linn Unit 2 Upgrade and Life Extension project, was approved by
BCUC Order C-5-09. Included in the quantitative analysis of this ULE was a
capitalized power purchase expense. Attached as Appendix E-2 is Table 8.1b
of the CPCN Application identifying the incremental power purchase expense

to be capitalized.

Conclusion

Upon review of CICA 3061, it was noted that there is no direct reference to this
specific issue, therefore it is necessary to apply the principles of the relevant

guidance.

Based on our analysis of the eligible capital cost definition in CICA 3061, it is
management’s view that excess power purchase costs can be considered directly
attributable to the refurbishment or other capital work on a generation facility since
the power purchase costs are actual consideration given up to better the item of
property, plant and equipment. In addition, if the regulator approves the power
purchase costs for inclusion in an item of rate-regulated property, plant and

equipment, it is compliant with CICA 3061.

This accounting treatment is also not inconsistent with FortisBC’s Capitalization

Policy.

FortisBC believes the accounting treatment proposed is appropriate and consistent

with management policy and the Canadian GAAP framework.
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Preliminary 2011 Revenue Requirements Appendix E —1

FORTISBC

Capitalization Policy

This Capitalization Pelicy orovides gnidelines for the allocation of costs to either Capital or Operating
Experse. These principles are intended to conform to Gererally Accepted Accounting Principles as
oulined in the CICA Handbook (GAAF), regulatory requirements as well as industry best practices  Where
differences exist between this policy and BOUC Orders, the regulatory Order will prevail

FortisBC's capital spending policy provides uniformity and consistency throughout the organizatior. for the
acconnting of asets that ate acquired, built, developed, mstalled, retred, removed or replaced. This policy
should be used to complete both the operating and capital budgets.

Capitalization Principles:

1. All expenditures are considered Operatmg Expense until it 15 proven that they meet the capatal
criteria

2. In certain cases netther GAAP nor regulatory requirements provide definitive mles that apply to

every possible sitvation. In these cases, prior to approval of the expenditure, the Manager of the

department inihiating the project should confirm with the Manager, Budgets and Forecasts whether

the project is capital or experse.

Costs inclnde the amounnt to acquire, constict, develop or better an asset.

Capital assets inchude but are not limited to land, buildings, property, equipment, machinery, poles,

wires, insulators, underground cable, fimiture and fixtures, tools and instruments, computers,

sullwane, molvr velncles, reservoirs, duaons sand walerways, wales wheels snd (ulomes.

All capiial assets will be shown at historical cost.

6. Capitalization of all costs will be based on effort (inclnding all support functions) associated with
the capiral work being performed.

7. Staff will direct charge to projects whete possible.

8. Whete there 15 a regulatory GAAP variance, a copy of the variance will be filed with the finance
department.

Capital Expenditures are expenditures in excess of 1,000 and that meet all of the following criteria:

bl

bl

1. Provide substantial benefits for a peried of more than one vear.

Extend the usetul ife of an asset or mcrease the capacity of an asset or the quality of output
effictency and may reduce cperating costs (non-recurring expenditures) Note: this does not
include routine maimtenance.

3. Are held for use to conduct bosiness/zenerate income.

e

Capital Expenditures include the following casts:

Tnlezmal Labour vosts doectly cluo ped

Contract Work directly charged

Vehicle Howrs directly chargad

Materials & Supples directly charged

Overhead recoveries as outlined below

AFUDC (Allowance for Funds Used Dunng Construction)

Capitalization Poliey V1 Page 1 of 2 Mav 8, 2007
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FORTISBC

Capitalization Policy

Additional Guidelines

Investigative Spending Projects
1. Investigative projects are defined as projects requiring investigation work to be completed before a
proper scope and budget estimate can be submitted.
2. Investigative projects tequire an order to be set up to capture dellars while investigation is under
way and will be reported as a deferred charge.
3. Oncea capital project is setup the dollars will transfer to this approved project.
4. Ifaproject is not approved the dollars in this project will be charged to Operating Expense.

Cost of Removal and Retirement

1. When an asset is retired from service, the asset account will be credited with the historical cost of
the asset being removed.

2. Ifthe asset being retired 15 a depreciable asset, the historical cost less any net salvage value and/or
any msurance recovered, will be charged to accunmlated depreciation.

3. If any material 15 salvaged, the net salvage value i3 the salvage value less any removal costs.

4. Salvage value is, if the material 15 sold, the selling price. or if the material 15 retained for nse by the
company, the crigmal cost.

Staff Training & Development
1. Traiming to cperate of maintain a new plant facilify (e.g. substation) being constructed may be
capitalized as a part of construction costs.
2. Tramming and other ongoing support costs related to IT seftware projects nmst be treated as an
operating expense.
3. General traming. once a plant facility 15 m service mmst be treated as an operating expense.

Repairs and Improvements
1. Ordinary Repairs (Normally Operating Expenses)
Recwrning or routine costs for parts, labour etc that do not extend the useful life of the capital asset
but are necessary to keep the asset i normal operating condition (preventative mamtenance
costs/high wear items) are to be expensed.

T

Extracrdinary Repairs (Normally Capital Expenditures)

Large significant expenditures (relatove to the total capatal cost of the asset) for major repairs that
extend the useful life of the capital asset and are not recuming in nature are generally to be
capitalized.

3, Improvements (Normally Capital Expenditures)
Inwolves the installation of a new part that is a betterment to the old part and will provide benefit in
the form of greater output or lower cperating costs for many years

Questions:

Should vou have any guestions pertaining to the above policy please contact the Manager. Budgets and
Forecasts or the Controller.

Capitalization Policy V1 Page 2 of 2 Mav §, 2007
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Table 8.1b
Cost Comparison — 2009/2010 CEP Original Budget vs. CPCN Submission

Original Resvised
|term Task Cost Cosl Variamnce Reas on

1 Generator
Generator Rewind & Rotor Pole Refurbishmen 344E 3,459 11
Excitation System 363 805 42
Unit Protection & Controls 929 B3l [3E) Price based on new guote from supplier
Generator My Switchgear Generator Bus B2E 316 |312) Price based on new guote from supplier
Generation Main Leads BE3 551 |132) Efficiency gained through guantity order
Generator Component Refurbishment 532 445 [T7)
Generalor Newtral Grounding Cubicle 46 53 7
AC and DC fwxiliary Sys tems 41 43 2
Subtotal 6,860 5,303 {556

2 Mechanical =
Mlcbilization 123 427 34 Scope change for site security & ruck access improvements
Turbine Replacerment 2498 2478 [20) Price based on new guote from suppliers
Turbine Component Refurbis hment 1374 1,149 |225) Price based on new guote from suppliers
HP Gow & HP Oil Lift System 535 454 [BD)
Trazh rack, Penstock, & Draft Tube 205 110 [34) Scope change, draft wbe modifications are notl reguired.
Unitduxiliary Equiprment 169 130 [39)
Subtotal 4,503 4,749 1154}

3 Transformer =
Unit Transformer 1438 1116 |321) Price based on new guote from supplier
Switchyard Improvements 3EB 346 [42)
Subtotal 1826 1,463 {363}

4 puxiliary & Miscellane ous -
Capitalized Power Purchase Expense 439 450 21
Commissioning & Testing 251 282 31
Acceptance Testing, demob, & project close B7L 1,015 344 Scope change for site remediation
Generator, turbine assembly & alignment 309 316 B
Subtotal 1,bE1 2,063 402

5 Administration =
Engineering, project management & safety 2,133 2,242 110
Condtruction Support 15 15 1

AFUDC recalculated due to updated timing and amaunt af

AFLIDC 1 E35 493 [1.343) capital Epmdi'.urE and '.i|1'ir'|£ of completion of project tasks
Subtotal 3,982 2,750 {1,232}

& Balanee of Plant 3,44E 1,456 |1,392) Scope change
P4 U2 ULE Tota 22,680 18,783 {3,896)

7 Spilbway Gate lolation Study 46 47 1

B East Wingdam Handrail Upgrade TE 73 1

9 Power House Crane Upgrade 174 176 2

10 salvage 1,005 B73 |126)

Project Total 23,983 19,964 {4,018)
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