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Q. Re:  Net Salvage:  Please provide copies of any internal memos, policies, studies, 1 

etc., identifying the appropriate allocation or treatment of costs between cost of 2 

removal and the installation of new investment when a retirement occurs and a 3 

replacement investment is installed at the same location. 4 

 5 

 6 

A. Net Salvage was not included as part of the depreciation studies provided by 7 

Gannett however it was included as part of the 1998 KPMG Depreciation Policy 8 

Study approved by Board Order No. 7(2002/2003).  Refer to CA-NLH-32 Attachment 9 

1 - Chapter III Accounting for Net Salvage Value. 10 

 11 

 Under IFRS, removal costs are generally not allowed to be included in the carrying 12 

amount of the new investment.  See the excerpt from iGAAP 2012 A Guide to IFRS 13 

Reporting, Volume A, Part 1, page 390 shown below: 14 

 15 

“The costs that may be included in the carrying amount of an asset are 16 

limited to those that arise directly from the construction or acquisition of 17 

the asset.  When, for example, costs are incurred to demolish existing 18 

structures in order to build on a site, the cost of demolition may be 19 

incremental to the construction cost or it may be associated with 20 

derecognition of a previously held asset.  It depends on whether the 21 

existing structures were previously used in the entity’s business, or were 22 

acquired as part of the site with the specific intention of demolishing 23 

them.  In the latter case, the demolition costs are clearly incremental and 24 

should be included in the cost of the new asset.  In the former case, the 25 

cost of the old asset should be written off to profit or loss through 26 

accelerated depreciation once the decision to demolish is made; the 27 

demolition costs incurred relate to the derecognition of the old asset and 28 

should be expensed when incurred.” 29 



Ill

Accounting for Net Salvage Value

In this chapter we discuss alternative approaches to accounting for the net salvage value
of utility assets. We also review the survey responses received on this issue.

A. Definition of net salvage value

In examining the salvage value of utility assets on retirement, the following terms are
relevant:

• Gross salvage is the revenue received from the sale of an asset or from the
sale of the associated materials (i.e., scrap value).

• Retirement costs are costs associated with removing an asset, in preparation
for either resale or disposal. They also include the costs of restoring a site to
its original condition or to the condition mandated by applicable
environmental, laws and regulations. Retirement costs can also be referred to
as "disposal", "site restoration", or "decommissioning" costs.

• Net salvage equals Gross salvage less any Retirement costs. In other words,
net salvage represents the net proceeds received by a utility on the retirement
of an asset, taking into account all decommissioning costs or other removal
costs.

Net salvage can be either positive or negative, depending on the particular circumstances.
Increasingly, utilities are finding that, for many assets, net salvage values are negative.

Negative net salvage occurs when the costs associated with removing an asset are greater
than the revenues received from recovered materials. (These revenues may be derived
from the material's scrap value, resale to other users, or re-use in other parts of the
company.)
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B. Alternative accounting approaches

Alternative approaches to accounting for the net salvage values related to a retired asset
are as follows:

1. Ignore salvage values in the calculation of the asset's depreciation rate.
Recognize gross salvage revenue as income and retirement costs as an expense
at the time the asset is retired.

2. Ignore salvage values in the calculation of the asset's depreciation rate and
include the net salvage incurred on the retirement of the asset in the
depreciable cost base of the asset that replaces the retired asset.

3. Ignore salvage values in the calculation of the asset's depreciation rate and
amortize the net salvage incurred on the retirement of the asset over a period
following the retirement.

4. Alternatively, incorporate the asset's predicted net salvage value in the
calculation of its depreciation rate.

5. Establish a separate reserve (or allowance) for net salvage for each account
that is expected to have negative net salvage. Calculate and display this
reserve separately from accumulated depreciation.

The advantages and disadvantages of these accounting approaches are discussed in the
sections below.

1. Ignore salvage values in the calculation of depreciation

The first approach is to ignore salvage values in the calculation of the depreciation
rate. The net salvage value is then treated simply as an addition to utility revenues
or expenses (depending on the sign) in the year incurred.

When net salvage values are positive, this approach can be justified on the basis of
its conservatism: depreciation expense during the life of an asset will be over-
stated, since it does not take into account the positive net salvage value that will be
received on retirement. In the year of retirement, utility customers will see a one-
time benefit in the form of a boost to utility net income.

A decision to ignore salvage values in calculating depreciation can sometimes also
be justified on the basis of expediency. When net salvage values (whether positive
or negative) are small, either in dollar amounts or as a percentage of the assets'
original cost, the mis-statement of depreciation that may result from this accounting
treatment is of limited significance relative to the benefit of reduced accounting
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complexity and uncertainty. Unadjusted depreciation expenses can be based on the
known and fixed initial capital cost, without having to make uncertain estimates of
future salvage values.

A special case in which salvage values can be ignored without much loss of
accuracy is that of assets with relatively shorts lives, which are purchased and
retired in large quantities in a regular fashion each year. The best examples are
vehicles, as discussed below.

If an allowance were to be made for salvage in the calculation of the depreciation
rates of a vehicle, the cash received for "trading in" the vehicle would largely offset
the remaining undepreciated book value on disposal (assuming that the original
salvage revenue estimates were reasonably accurate), i.e., the write-up on disposal
would largely equal the corresponding write-off.

An alternative approach is to ignore any adjustments to the depreciation rates on
account of salvage, i.e., record higher depreciation amounts for a particular vehicle
each year, but also record, as income, the trade-in amount received for the vehicle
on disposal. Because of the regularity of purchases and retirements, the two
alternatives produce, with a very good approximation, the same bottom lines in each
year, as the higher depreciation expenses aggregated across the fleet, are offset by
the trade-in revenues received for the vehicles retired in the particular year.

For that reason, there is no practical advantage to choosing the more complex
accounting option over the option of simply ignoring salvage values in the
calculation of depreciation for vehicles, and recognizing the actual cash received for
the traded-in vehicles as income.

Similar considerations apply to several other types of assets, such as computers or
furniture.

The notion of expediency is less compelling when retirements become less regular
and net salvage values become large, especially if they are also negative. When net
salvage values are negative, ignoring them in the calculation of depreciation
expenses cannot be justified on the basis of conservatism and if they are, in
addition, significant in both absolute and percentage terms, other alternatives are
more appropriate.

Such alternatives would re-establish the principle of intergenerational equity, as the
beneficiaries of a utility's investment in plant and equipment would shoulder all of
the costs associated with that plant throughout its use..

Alternatives that fulfill that objective are described in the next sections.
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2. Add negative net salvage costs to the depreciable cost base of
the replacement asset

Under this approach, net salvage costs are added to the depreciable cost base of the
asset that replaces the one that is retired.

V/hen a major asset is replaced by a new asset of the same nature at the same site
(rather than abandoned), site restoration or rehabilitation is not required. The
existing site will still be occupied by the new asset (most likely in an upgraded or
improved form). Salvage will include the removal costs of the asset that is
replaced, which will normally take place as part of the construction activities related
to the new asset. In most cases it would actually be quite hard to separate the costs
of the two activities.

In the case of negative net salvage the rationale for this treatment is the assumption
that any such salvage is most likely to be offset by construction cost savings
attributable to the fact that the site has been previously occupied by a similar asset.
A positive net salvage value would indicate that the retired asset, or part of it, was
still in usable condition at the time of retirement and could have been used by
NLH's future power users if it hadn't been replaced. It is, therefore, equitable to (1)
charge future power users with the costs that enabled them to apply savings to the
acquisition and construction costs of the new asset andlor (2) compensate them for
having lost the use of the previous asset.

3. Amortize negative net salvage costs over a future period

Under this approach, negative net salvage values are amortized against utility net
income over a future period of, say 5 to 10 years.

At first sight, this alternative may appear to violate the goal of intergenerational
equity, as rate payers in subsequent periods would bear the costs associated with a
facility that benefited rate payers in earlier periods. However, in the cases in which
this alternative may be used, there would not be any inequity, as explained below.

The setting up of an after-the-fact amortization account might be applied, as the
only feasible alternative, when:

there are significant net decommissioning costs that are too large for
being ignored by the application of Alternative 1, and

the asset will be completely removed and not replaced at the same site,
which makes the use of Alternative 2 impossible, and

",." 13
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• the retired asset, which is going to be decommissioned, has passed most
of its service life, making it impractical to apply adjustments to its
depreciation rates (see Alternatives 4 and 5 further below).

When an asset is not replaced at the same site, the most likely reason for
abandoning, rather than replacing it, is normally the result of a feasibility study that
has clearly shown that other options are more economical. In other words, the
reason for not replacing the asset is the conclusion that the functions it performed
can be better performed by new plant and equipment, added to the system
elsewhere. It is reasonable to assume that the feasibility study that has produced
that conclusion would have included the consideration of the decommissioning
costs of the old site in its calculations.

If that was. indeed the case, it would be the new generation of power users who
would benefit from the utility's choice, and from the fact that the old asset was not
replaced at the same site. As the consideration of the site restoration costs was part
of the most economical choice, those costs can be deemed to contribute to the best
deal for the future power users, and can be legitimately charged to them without
generating any intergenerational inequity.

4. Incorporate salvage values in the depreciation rate.

An often used option is to incorporate net salvage values in the calculation of
depreciation rates. Under that method the depreciation expense reflects both the
initial cost of the asset and the final salvage value (be it negative or positive).

This approach serves the objective of providing intergenerational equity in a
continual manner. It can be applied to new assets when depreciation bases and rates
are established for them. It is also possible to apply this approach to an existing
asset in service, if warranted by changed circumstances, as long as the asset has not
yet passed a large portion of its service life.

The allowance for salvage can be incorporated in the depreciation rate in the form
of a mark-up or mark-down. Accordingly, if applied to sinking fund depreciation
and negative salvage,, the reserved "prepaid" amounts will be quite low in early
years and increase over time. This is quite in order, as the growing accumulated
depreciation reserve, attributable to the salvage component of the depreciation rate,
will reduce debt and corresponding interest expenses. The growing interest savings
will increasingly benefit the rate payers. Consequently, intergenerational equity
will be preserved when the amount of depreciation mark-up increases over time,
offsetting the increasing interest saving.

14
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In the case of straight line depreciation simple markups or mark-downs will cause
the same intergenerational inequity as the basic (constant) depreciation amounts
themselves, as explained in Chapter II.

In the United States, where the subject of generating plant decommissioning has
gained substantial importance in recent regulatory proceedings, some regulators
(Florida Public Service Commission, Public Utility Commission) recognized this
principle and require the salvage-related amounts that are added to the basic annual
depreciation expenses to be calculated on a sinking fund basis. Most other
regulators accept the straight line method for calculating salvage allowances.
However, they generally do not allow the incorporation of inflation into the
estimation of the expected site restoration costs. Instead, those costs must be
calculated at the price levels of the year of acquisition, as a percentage of
acquisition costs. There is little, if any, logic in this approach, but it appears to be
common practice in the U.S.

Considering that the large majority of generating stations, substations or
transmission lines will probably not be decommissioned in the foreseeable future, it
is unclear what will happen to the amounts of money collected from the rate payers
in anticipation of site restoration costs when the plant reaches the end of its service
life and remains in operation, or is replaced at the same site without the predicted
negative salvage costs being incurred.

The major problem with the approach described above is the presumably rare
incidence of power stations or other major facilities being decommissioned in a
complete manner, with their sites being sold or released by the utility to other users.
Consequently, while the method of considering salvage in the form described in this
subsection may suit the circumstances in a minority of retirement cases, it is
expected to create problems in the majority of cases in the form of over-recovery of
depreciation.

It can be concluded that as the inclusion of estimated net salvage values in
depreciation rates may potentially imply significant problems, this approach should
be limited to assets which:

- are large in absolute terms,

- have a significant net negative salvage value in percentage terms,

- do not fit any of the previous alternatives.

15
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5. Establish a separate reserve for net salvage values

The incorporation of salvage in the depreciation rates combines two types of costs
that have different characteristics:

They reflect the historical fixed costs of the assets, which are known
with certainty (even though the life span of the assets may not be).

They reflect estimates of future salvage values, which are as yet
unknown and, therefore, much less certain. The uncertainty of future
salvage values is caused partly by the uncertainty of future market
conditions and is further amplified by changing environmental
regulations that cannot be easily predicted 30 or 40 years in advance.

Because of the different nature of the associated costs (historical capital costs vs:
future salvage costs), it is theoretically preferable to account for these costs
separately, i.e., to accrue net salvage costs separately from historical capital costs.

Such an approach is conceptually attractive. It provides for more "visibility" than
the procedure discussed under Alternative 4, i.e., the incorporation of salvage values
into the calculation of the depreciation rate. It also provides more information to
the users of the utility's financial statements.

The "bottom line" impacts of this treatment of accumulating the appropriate salvage
reserve are identical to those of Alternative 4, both on the shareholders and on the
rate payers. The only difference may be in the presentation of the financial
statements: while in Alternative 4 the reserve would be embedded in the
Accumulated Depreciation reserve on the Asset side of the Balance Sheet, in
Alternative 5 it may be shown as a "rehabilitation reserve" (or a similar item) on the
Liability side.

Because of its explicit nature, this alternative is particularly attractive when the
establishment of a decommissioning reserve satisfies public sensitivities, such as
associated with the licensing of nuclear generating plants.

C. Current practices among surveyed utilities

The surveyed Canadian electric power utilities follow a wide range of procedures for
incorporating salvage value into their financial statements. Each of the procedures
outlined in the preceding part of this chapter are used by at least one of the respondent
utilities in some circumstances.

All the surveyed utilities, except NLH and Hydro Quebec, consider net salvage values,
either as an input to their calculation of depreciation rates, or as the basis for the

16
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calculation of a separate decommissioning reserve for at least some of their assets. NLH
and Hydro Quebec are the only Canadian electric power utilities that currently do not
consider salvage values in their depreciation procedures for any of their assets

Exhibit ITT-I summarizes the utilities' practices in a tabular form.

Several utilities establish a separate reserve, independent from accumulated depreciation,
to account for negative net salvage costs. This approach is generally adopted for assets
with large decommissioning costs, such as nuclear and some coal-fired generating
stations. The following utilities use this approach for such assets:

New Brunswick Power Corporation.

e Manitoba Hydro.

Saskatchewan Power.

Most other Canadian utilities (and, for smaller assets, the ones listed above) build salvage
values into the depreciation rates of certain assets, as indicated in Exhibit Ifl-1. As noted,
Hydro Quebec and NLH are the exceptions.

Hydro Quebec is the only utility that follows Alternatives 2 and 3. When an asset is
replaced, Hydro Quebec adds negative net salvage costs to the depreciable balance of the
replacement asset. In the event that an asset is not replaced, the net costs of retirement
are classified as special components of accumulated depreciation and are depreciated over
the next ten years, using the sinking fund method.

Practices of U.S. electric power utilities regarding salvage were reviewed in the relevant
literature. The findings are reported in Appendix A.

D. Estimates of net salvage value

In this section, we compare the assumptions used by the surveyed utilities regarding the
net salvage value of plant and equipment. Expected net salvage values (in future inflated
terms) are expressed as percentages of the original (uninflated) acquisition cost of each
type of asset and are defined as "net salvage factors:. Only four utilities provided us with
detailed assumptions:

Nova Scotia Power.

. Manitoba Hydro.

Alberta Power.

17
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Exhibit Ill - I
Salvage policies

Examples of Asset
Method for Treatment of Estimated Future Classes that have Recent
Estimating Positive/Negative SV's Reported Negative Changes:

Salvage Value SV
____________

NS Power - Decommissioning
______________________________
- Incorporate in depreciation rate. - Generation assets.

_____________

None

studies for - Transmission assets
generation facilities, other than conductors.

- Based on own past - Distribution assets other
experience for other than transformers.
assets.

- General property other

than vehicles, office

furniture & computing

equipment.

NB Power - Estimated only for - Generating stations: establish a - In all asset classes, - Amortization of

Corp. nuclear & thermal decommissioning reserve with separate except vehicles, distribution assets

generating stations, accrual expense. applies to all

and vehicles. - Distribution assets: amortize, distribution assets.

- All other assets: expense when retired.

Hydro- - Zero salvage - Non-replacement of asset: net costs of - No data. None

Quebec assumed for retirement are capitalized in a special

depreciation "control account" and amortized over 10

accounting. years using the SF method.

- Replacement of asset: undepreciated costs

are capitalized in a special "control account"

and amortized over 10 years using the SF

method. Dismantling costs and net salvage

costs are added to the replacement cost of

new assets.

Ontario - Engineering - Rarely factored into depreciation rates. None

Hydro estimates. - When significant and certain: estimated

provisions are treated as an annuity and

accumulated in a special account on the

balance sheet. The annuity is charged to

depreciation expense and interest is charged

to interest expense. Primarily used for the

decommissioning costs of nuclear stations.

Otherwise salvage charged to depreciation

expense when incurred.
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Exhibit Ill - 1, continued
Salvage policies

Examples of Asset
Method for Treatment of Estimated Future Classes that have Recent
Estimating Positive/Negative SV's Reported Negative Changes:

Salvage Value _____________________________ SV
___________

Manitoba - Engineering - incorporate net salvage values in None

Hydro estimates and own calculation of depreciation rate, except for

past experience, negative SV of thermal generation which is

treated as a separate reserve.

Sask. - Own estimates for - Establish a decommissioning reserve for all - All asset classes, Salvage values

Power all asset classes, types of assets where relevant, except except buildings & were removed

except for vehicles & vehicles & buildings. - vehicles, from depreciation

buildings. Vehicles - Vehicles and buildings: salvage values rates in 1996 -

& buildings: salvage included in depreciation rates. replaced by de-

value equals market commissioning

value at retirement. reserve.

Alberta - Decommissioning - Incorporate in depreciation rate. - Generation, None

Power studies and own transmission, distribution

Corp. experience, equipment.

Transalta - Engineering - incorporate in depreciation rate. - Generation, control, None

Utilities estimates and own transmission and

past experience, distribution equipment.

- Transformers.

- Mines.

BC Hydro - In-house - Depreciation rates are set in consideration - Primarily transmission None

depreciation studies of asset life, anticipated maintenance costs and distribution

and own past and net salvage value. The selected equipment.

experience, depreciation rate results in the asset's net

- Engineering book value being reduced to its salvage on

estimates. retirement.

- Comparisons with - In general, actual gains or losses (including

other utilities, differential net salvage) from the retirement

of individual assets are added to depreciation

expense for the year. They are recognized as

part of the group depreciation procedures for

quantitative and mass assets.
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TransAlta.

Negative net salvage values are becoming increasingly common. One utility (New
Brunswick Power) reports that all asset classes, except vehicles, experience negative net
salvage.

Nova Scotia Power reports negative net salvage for most properties, with the following
exceptions:

0 Conductors.

Transformers.

e Vehicles.

• Office furniture.

Computing equipment.

1. Hydraulic assets

The net salvage factors assumed for hydraulic assets show great variations.

Manitoba Hydro assumes. a net salvage factor of -10% for all of its hydraulic assets.

Nova Scotia Power, in contrast to some of the other utilities, assumes very small
negative net salvage factors (from 0% of -1.1%) for its hydraulic assets.

2. Thermal generation

Manitoba Hydro currently assumes a net salvage factor of 0% for its thermal
generating stations (in other words, its retirement costs are estimated to equal gross
salvage values).

The other utilities that responded to the survey show negative net salvage factors for
thermal assets ranging from -1.4% to -17.3%.

3. Transmission

The surveyed utilities show negative net salvage factors for most transmission
equipment.

18
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For certain types of transmission equipment, reported salvage factors varied widely
across the surveyed utilities. For wood poles, for example, these ranges were
reported:

Manitoba Hydro: -10%.

Nova Scotia Hydro: -15%.

Alberta Power: -25% to -35%.

The utilities listed above show similar net salvage assumptions for steel towers.

Compared to the other utilities, Alberta Power is very conservative (or pessimistic)
in its assumptions of the net salvage value of overhead conductors. A factor of
-55% is assumed, vs. -2.5% for TransAlta and -5% for both Nova Scotia Power and
Manitoba Hydro. It is interesting to note that the two privately owned Canadian
utilities are the ones that use very high negative salvage factors. It is also
significant that these high factors were actually approved by the regulator in
Alberta.

3. Distribution

As with transmission equipment, a wide range of net salvage factors is assumed for
distribution equipment. Net salvage percentages for poles and fixtures range from
-20% for Nova Scotia Power to -50% for Alberta Power.

Transformers represent one category of the few distribution assets for which
positive net salvage is assumed by some utilities. Nova Scotia Power assumes a
15% net salvage factor, while Alberta Power assumes 14%.

Alberta Power assumes significant positive net salvage factors for some assets, such
as street and highway lights (+40%).

4. General assets

Each of the utilities that responded show significant positive net salvage factors for
vehicles. As noted earlier in this report, these other utilities also assume
significantly longer service lives for vehicles than Newfoundland and Labrador
Hydro. Salvage factors for vehicles range from 10% to 30%.

As an example for all of the above, TransAlta's approved salvage factors (or salvage
"percentages" or "rates") are shown in Exhibit ffi-2. They all relate to the procedure of
building salvage factors into the depreciation rates.
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TransAlta 1996 Prod uetio nñ
Coal I1inin Plant Deprwato Study

Exhibit 111-2

TransAlta
Recommended 1996 Net Salvage Rates

(1) (2)

Currently
R.conimand.d Approved Net

Nat Salvage Salvage
Line GiLls ofPlant Percentage Percemae

1 Ilydro Production
2 Gbet 0.1% .0.5%
3 Horseshoe .51.7% .30.5%
4 -15.7% .10.7%
5 Cascade .23.8% -21.8%
6 eerapaw •4$% -LTh
7 Barznr .23.3% 42%
8 Spray .8.6% L1.1%
9 Three Sitsrs .51.0% ..705%
10 Rundle .31.8% -ZtO%
11 -39.8% -27.6%
12 Pocaterra -27.5% .16.0%
13 Seebe General 174.4% 66.3%
14 Bruecu -16.1% .14.3%
15 Bigborn .23.9% -15.8%

16 Steam Production
17 Wabainui .11.4% .18.2%
18 SwitL -5.1% -6.4%
19 Keephills -2.9% 4.0%
20 Sheerness -2.4% 44%

21 ExRviroumaDtal Control
22 Wahamun .8.2% - 15.0%
23 Sundance -10.4% -10.5%
24 KeephiJis -14.2% .14.1%
25 Sheernets .5.1% -4.1%

26 Coal Mines
27 Wabamun -4-6% .4.5%
28 SunLlanee .5.3%
29 Kasphills .3.9% -32%
30 Sheerness .2.5%
31 Mining Equip -6.0% -5.0%

1 Tranxniuion
2 Traw'"-'ipn L.iDee -24.9% -31.5%
3 Substations -11.1% .9.3%
4 Teecontro1 System (wlo SCC) 3.8% 5.9%
5 System Connol Center 3.0% 2.0%

6 Distribution Systee .50.4%

7 Genera.!
8 Computer Systanie 10.0%
9 Generni Equipment and VehiJaa 14.0% 9.4%
20 Meters & Trmere .40.6% 45.0%
11 Buildings 0.0% 0.0%
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F. Conclusions

This subsection summarizes our recommendations regarding the application of the
alternatives defined above. The summary is also presented in graphical form in Exhibit
111-3.

It is recommended that for assets with an original acquisition cost of less than $500,000
and for all assets that have an estimated future salvage value (in inflated terms) of less
than 10 percent of their acquisition cost (in original terms) salvage should be recognized
in NLH's Income Statement at the time it is incurred. This treatment is defined as
Alternative 1.

For assets that have acquisition costs in excess of $500,000 and an estimated net salvage
values in excess of 10 percent (referred below as "major" assets), the following
alternatives exist:

When the asset is expected to be replaced after retirement by an asset of the same
nature at the same site (most likely in an upgraded or improved form) the net
salvage value related to the retired asset should be combined with the acquisition
and construction costs of the new asset. As explained earlier, this approach is
equitable because (1) future users are expected to enjoy capital cost savings
attributable to the pre-existence of a plant at the site and (2) future users are
deprived from the use of still useable assets that were sold on disposal. The
users of the replacement asset will therefore be (1) legitimately charged with the
net retirement costs of the old asset and (2) legitimately credited with the
proceeds gained from the disposal of the old asset or any part thereof. The
treatment described in this paragraph is defined as Alternative 2.

• When a significant "major" asset is retired without replacement at the same site,
and net salvage costs are incurred as a consequence of the asset's removal andlor
the rehabilitation of its site, they can be treated in two ways:

- If the decision to abandon a site was the result of a feasibility study that
indicated that, after having included all removal and rehabilitation costs
incurred at the old site into the study, the transfer of operations to a new
site was still beneficial to NLH and its customers, it is equitable to charge
future customers with the net salvage costs. That can be achieved by
amortizing the costs over a period of five years for amortizable amounts of,
say, less than $500,000, and ten years for larger amounts. This treatment is
defined as Alternative 3.

- When the removal of an asset and the rehabilitation of its site is performed
as an undertaking or commitment related to external reasons, such as
complying with urban or regional development plans, or satisfying public
objectives, or responding to the terms of environmental and other approval

20
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Exhibit 111-3
Consideration of Net Salvage

ASSET

Acquisition Cost
<=$500,000

Alternative I

Recognize on
Retirement

Acquisition Cost
>$500,000

Net Salvage <=10%
of Acquisition Cost

Asset expected to
be replaced in

future by new asset
at same location

Net Salvage >10%
of Acquisition Cost

Asset not expected to
be replaced after

retirement at same
location A

Existing Asset New Asset

I I
Alternative 2 Alternative 3 Alternative 4

Combine with Amortize Build into
replacement asset after retirement depreciation rate
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processes, the net salvage costs should be built into the depreciation rates
of the asset throughout its service life. This should be done in the form of a
percentage mark-up on the depreciation rate calculated on the basis of the
asset's original acquisition cost. The mark-ups or "salvage factors" can be
calculated on the basis of engineering estimates. If properly calculated,
they will produce a surplus in accumulated depreciation by the end of the
asset's service life that is equal to the estimated net salvage costs in inflated
terms. This treatment is defined as Alternative 4.

It is not practical to apply Alternative 4 to existing assets after they have passed a
significant portion of their service lives. It is quite unlikely, however, that any of
NLH's existing assets would fall into that category. If so, the application of
Alternative 3 would be a logical option.

In theory, Alternatives 3 and 4 can also be used for the treatment of positive net salvage,
the occurrence of which is expected to be rather exceptional for "major" assets.

The final alternative that was described in this chapter was Alternative 5. That alternative
is identical in "bottom-line" terms with Alternative 4 but differs in presentation in NLH's
financial statements. Alternative 5 consists of the establishment of an explicit reserve
account for the accumulation of that portion of the depreciation reserve that is intended to
cover future net salvage costs. It is used by utilities primarily when the establishment of
a site rehabilitation reserve responds to public concerns. It is not likely that this
alternative would be used by NLH.
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