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MVEMORANDUM OPI NI ON

RUVWE, Judge: This opinion involves petitioner’s notions to

enforce settlenment agreenent (nmotions) filed pursuant to Rul e 502

! By order dated Jan. 17, 2007, these cases were
consolidated for trial, briefing, and opinion on the notions.

2 Unless otherwise indicated, all Rule references are to the
(continued. . .)
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in three cases involving petitioner’s tax years 1988 through 1992
(docket No. 5271-96), 1994 and 1995 (docket No. 6653-00), and
1996 (docket No. 10811-00). Petitioner’s notions raise the
follow ng issues: (1) Wiether the parties entered into an
enforceabl e settl enent agreenent wherein they agreed to use a
speci fi ed net hodol ogy to determ ne which of certain expenditures
shoul d be capitalized and which should be currently deductible as
repairs (the repairs issue); (2) if respondent did not agree to
an enforceabl e settl enent nethodol ogy, whether statenents nade by
one of respondent’s attorneys are sufficient to conpel respondent
to settle the repairs issue using the aforenentioned net hodol ogy;
or, in the alternative, (3) whether respondent should be estopped
from denying that he agreed to an enforceable settlenent of the
repairs issue.

Sone of the facts have been stipulated and are so found.
The stipulation of facts, the supplenental stipulation of facts,
and the attached exhibits are incorporated by this reference.
FPL G oup Inc. (petitioner), is a corporation organized and
exi sting under the laws of the State of Florida with its

princi pal office in Juno Beach, Florida.

2(...continued)
Tax Court Rules of Practice and Procedure, and all section
references are to the Internal Revenue Code in effect for the
years in issue.
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Backgr ound

This Court has already issued two opinions in docket No.
5271-96 pertaining to the repairs issue for the years 1988
t hrough 1992. In that docket petitioner clained that it had
i nproperly capitalized many expenditures that should have been
deducted as repairs. For the tax years 1988 through 1992
petitioner alleged in its second anended petition that respondent
erred in failing to allow it to deduct $210, 925,534 of repair
expenses that it had capitalized in determning the tax
l[iabilities set forth in its consolidated Federal inconme tax
returns for those years.?

In the first of our prior opinions in docket No. 5271-96 we
granted respondent’s notion for partial summary judgnent, hol ding
that petitioner’s nmethod of accounting for tax purposes during
the years 1988 through 1992 was the same nethod that it used for

Federal Energy Regul atory Comm ssion (FERC) and Florida Public

3 For the tax years 1994 and 1995, petitioner alleged inits
petition in docket No. 6653-00 that respondent erred in failing
to allow it to deduct $62, 024,968 of repair expenditures that it
had deducted and $54, 625, 486 of repair expenditures that it had
capitalized in determning the tax liabilities set forth inits
consol i dated Federal incone tax returns for those years. For the
tax year 1996 petitioner alleged in its petition in docket No.
10811-00 that respondent erred in failing to allow it to deduct
$11, 131, 371 of repair expenditures that it had deducted and
$15, 676, 793 of repair expenditures that it had capitalized in
determining the tax liabilities set forth in its consolidated
Federal inconme tax return for that year. No notice of deficiency
was issued for 1993, and it is therefore not a year before the
Court although a refund claimwas filed for that year and remains
pendi ng.
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Servi ce Conmm ssion (FPSC) regul atory purposes and for financi al

accounting purposes. See FPL G oup, Inc. & Subs. v.

Comm ssi oner, 115 T.C 554, 575-576 (2000) (FPL 1). We further

hel d that petitioner’s claimfor additional deductions for
repairs was an attenpt to nmake an inperm ssible change in its
met hod of accounting for which petitioner had failed to secure
the consent of the Secretary as required by section 446(e). I|d.
at 576.4

Qur Opinion in FPL | was issued in Decenber 2000. O her
i ssues in docket No. 5271-96 renmi ned unresol ved, and counsel for

both parties continued dealing with each other. In late spring

4 In a subsequent opinion involving the sane docket, we
denied petitioner’s notion for partial summary judgnent where
petitioner argued that if its nmethod of accounting for tax
pur poses had been the same nethod it used for regulatory and
financi al accounting purposes, then respondent changed
petitioner’s nethod to the “nethod of accounting” required by
sec. 1.162-4, Incone Tax Regs. See FPL Group, Inc. & Subs. v.
Comm ssioner, T.C Meno. 2005-210 (FPL I11). Petitioner also
argued that respondent abused his discretion by denying
petitioner’s retroactive “protective request” for a change in
met hod of accounting, which was filed on Apr. 10, 2001, for the
years 1988 through 1996. 1d. FPL Il incorporated our Opinion in
FPL | and served as a “sequel” to FPL I. Id. In FPL Il we
declined to “accept petitioner’s characterization of section
1.162-4, Incone Tax Regs., as a ‘nethod of accounting’

di stingui shable frompetitioner’s nethod”. [d. W rejected
petitioner’s argunent that adjustnents respondent nmade or all owed
during the exam nation were tantanmount to changing petitioner’s
met hod of accounting. 1d. Finally, we held that petitioner
failed to denonstrate disparate treatnent conpared with
conpetitors and found no abuse of discretion in respondent’s
refusal to grant petitioner’s retroactive “protective request”
for a change in method of accounting for the years 1988 t hrough
1996. |d.
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of 2002 there was a change in the nmanagenent of respondent’s
attorneys responsible for petitioner’s pending cases. The new
managers were interested in exploring a settlement of the repairs
issue. WIlliam Merkle (M. Merkle), the I RS Associ ate Area
Counsel (Strategic Litigation), who was stationed in Chicago,
assuned supervisory control over the three docketed cases that
are the subject of petitioner’s notions. M. Merkle had
authority to settle the repairs issue in those cases.

In June 2002 M. Merkle net with petitioner’s counsel,
Robert Carney (M. Carney), and with petitioner’s senior nmanager
of tax conpliance and audits, Donald Chasmar (M. Chasmar). They
di scussed the repairs issue and determ ned that they would
explore a possible settlenent. M. Merkle' s wllingness to
expl ore settlenent was in accord with the interests of his
supervi sor, Area Counsel Janes Lanni ng, who advocated attenpting
to settle the issue, including those years subject to our Opinion
in FPL I.

One of M. Merkle s new subordi nates was Robert Shilliday
(M. Shilliday), a Special Trial Attorney with nore than 30 years
of experience as an |IRS attorney who was stationed in Atlanta and
had been working on issues involving petitioner since 2000. M.
Shilliday was assigned to negotiate on respondent’s behal f

regarding the repairs issue.
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Al'l of petitioner’s and respondent’s representatives
understood that only M. Mrkle had the authority to settle the
repairs issue on respondent’s behalf. M. Shilliday was
aut hori zed to discuss with petitioner’s representatives any
potential terns of a settlenment and to comruni cate any proposals
to M. Merkle. Likewmse, if M. Merkle expressed views that he
want ed petitioner to know regarding settlenment of the repairs
i ssue, M. Merkle expected M. Shilliday to communicate themto
petitioner.

M. Shilliday met with Messrs. Chasmar and Carney in August
2002 at petitioner’s corporate headquarters in Juno Beach,
Florida, to discuss the repairs issue and attenpt to find a basis
for settlenment. The parties discussed various alternative
met hodol ogi es but concl uded that the nmajor conponent nethodol ogy
had the nost prom se for settlenent. D ck Engstrom (M.
Engstrom, a supervisor of property plant accounting for
petitioner, joined themtoward the end of the neeting after the
focus of settlenent noved to the major conponent mnet hodol ogy.

The maj or conponent nethodology is described in M.
Shilliday' s Settlenent Status Report (SSR) as foll ows:

The definition of major conponent is to be

controlled by part 116 of the Federal Energy Regul atory

Comm ssi on Regul ations governing FPL's utility

accounting practices. A copy of this regulation is

encl osed. Under the major conponent settlenent

met hodol ogy, if an entire blower or fan, for exanple,

is being replaced on a piece of equipnent, the work
order involved will be classified as capital. If on
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the other hand the seals on the blower or fan are being
repl aced, that work order would be classified as a
repair. The reason FPL capitalized the blower or fan
seals for utility accounting purposes is that

Comm ssi on Regul ations all ow maj or conponent sub-
accounts to be established at the discretion of the
utility. These sub-accounts break the major conponent
down into various mnor sub-conponents.

Whereas the nethod of accounting that petitioner used for
regul atory, financial, and tax accounting purposes from 1988
t hrough 1992 that we described in our Qpinion in FPL | all owed

flexibility, see FPL G oup, Inc. & Subs. v. Conmm Ssioner, supra

at 556-557, the nmmj or conponent nethodol ogy proposed for

settl ement purposes would require classifying expenditures |isted
in petitioner’s work orders in strict accord with the list of
retirement units contained in part 116 of the FERC regul ati ons.
Under this nethod, if an expenditure was for an entire retirenent
unit listed in part 116 of the FERC regulations, i.e., a mmjor
conponent, it would be capitalized. If an expenditure was for a
part of a listed retirenment unit, it would be considered a repair
and be deduct ed.

To provide M. Shilliday with exanples of the application of
the maj or conponent net hodol ogy during the August 2002 neeti ng,
M. Engstromtook 19 work orders selected by M. Shilliday and
denonstrated how each work order would be classified. After M.
Engstrom conpleted this analysis, M. Shilliday infornmed M.
Chasmar that he thought the nethodol ogy was prom sing and that he

was willing to recommend it to M. Merkle. As of the August 2002
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nmeeting the parties understood that it would be necessary for
approximately 1,500 work orders to be reviewed in order to have a
settlenment on the repairs issue.

Messrs. Carney and Chasmar informed M. Shilliday that
petitioner was prepared to use the nethodol ogy. However, they
explained to M. Shilliday that petitioner did not want to
performthe work necessary to classify the 1,500 disputed work
orders unless M. Merkle first agreed to use the nmajor conponent
nmet hodol ogy.

At the conclusion of the August 2002 neeting M. Shilliday
volunteered to put together a witten reconmendati on of the
proposal to submt to M. Merkle for approval and agreed to
provide M. Chasmar with a copy of the proposal to reviewin
order to ensure that it accurately reflected the understandi ng

reached at the August 2002 neeting.® After the August 2002

5 M. Chasmar testified:

A[M. Chasmar]. * * * M. Shilliday
stated that he would be putting together a
proposal to submt to M. Merkle for M.
Mer kl e’ s approval and that he would forward a
copy to ne to review to nmake sure that it’'s
an accurate representation of the agreenent
that we had reached at the neeting so it was
presented factually correct.

Q[Petitioner’s counsel at trial]. And
did you in fact at sone point after the
nmeeting receive a draft of his witten
recommendat i on?

(continued. . .)
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meeting M. Shilliday prepared a proposed SSR and sent a copy to
M. Chasmar. M. Chasmar reviewed the proposal for accuracy and
di scussed its contents with M. Shilliday. M. Chasnar al so nade
changes to the draft that M. Shilliday incorporated into the
proposal. M. Shilliday wanted to make sure that he accurately
understood petitioner’s position before he finalized the SSR to

send to M. Merkle.® M. Chasmar did not suggest that the SSR

5(...continued)
A | did.

Q Ddyoureviewit?
A | did.

Q D d you have any conversations with
M. Shilliday about it?

A. Yes.

Q Ckay. And after those
conversations, what was your understandi ng
about what woul d happen next?

A. That M. Shilliday was going to
finalize the docunent and submt it to M.
Merkle for his review, and | asked M.
Shilliday if he would please forward ne a
copy when he conpleted finalizing it.

Q Wiy did you ask M. Shilliday to
provi de you a copy of this witten
recommendati on he was providing to M.
Mer kl e?

A. Because | wanted to have it for ny
records.

6 M. Carney had authorized M. Shilliday to comunicate
directly with M. Chasmar, and nost of the conmunications
(continued. . .)
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shoul d specifically require the parties to enter into a binding
agreenent to use the major conponent nethodol ogy before
petitioner’s classification of the 1,500 disputed work orders,
and the finalized SSR submtted to M. Merkle contains no such
requirenent. M. Chasmar understood that M. Shilliday woul d
subsequently submt the SSR containing the recomendati on of a
settlenment proposal to M. Merkle for his review M. Shilliday
understood that the SSR refl ected petitioner’s proposal, though
that was not stated in the SSR and the SSR was not signed by M.
Chasmar or any other representative of petitioner. M. Shilliday
sent the SSRto M. Merkle on or about August 27, 2002." M.
Shilliday also sent a copy of the SSR to M. Chasnar.

In the second paragraph on the first page of the SSR, M.
Shilliday wote:

Proposal for Settlement: It is proposed that each

Fl ori da Power work order in controversy be inspected by

FPL's utility regulation accounting departnent, and a

division of these work orders, between capital and

repair, be made on the basis of whether the item of

equi pnent being replaced is a major conponent of the
equi pnent or not.

5C...continued)
regarding the repairs issue were between Messrs. Shilliday and
Chasmar. M. Carney had no nore substantive comrunications with
M. Merkle or M. Shilliday regarding the resolution of the
repairs issue until 2003.

" A copy of the final Settlenment Status Report (SSR) is
attached as an appendi x. Although the SSR states that “A copy of
* * * [part 116 of the FERC regul ations] is enclosed”, the copy
was not submtted to the Court or entered into evidence.
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This was M. Shilliday’'s effort to communicate to M. Merkle
what he believed to be petitioner’s proposal. However, the SSR
nowhere states that it is petitioner’s proposal.

The SSR contains the follow ng recomendati on:

It is recoomended that you [ M. Merkle] approve

the maj or conponent settlenent system anal ysis and

aut hori ze FPL to conduct the survey necessary to

conplete the classification of the work orders in

controversy. \Wen conpleted, I will check FPL’ s

analysis to ensure its accuracy.

The SSR does not state that FPL would not performthe work
necessary to classify the 1,500 work orders unless M. Merkle
first agreed to settle using the major conponent nethodol ogy.

The SSR | acks final adjustnent nunbers and does not address how
any di sputes regarding the proper classification of work orders
woul d be resol ved. The SSR does not include a signature |line for
M. Merkle s approval .

After sending the finalized SSRto M. Mrkle, M. Shilliday
tel ephoned M. Merkle in | ate August or early Septenber 2002 in
order to discuss the proposal. M. Shilliday testified that he
explained to M. Merkle that petitioner wanted M. Merkle to
agree to settle in accordance with the major conponent
met hodol ogy before petitioner performed the analysis of the 1,500
work orders in order to classify themas capital expenditures or
repair expenses. According to M. Shilliday, M. Mrkle told him

in a subsequent tel ephone conversation to “go ahead with the

deal”. M. Shilliday testified that he understood this to nean
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that M. Merkle agreed to use the nethodol ogy described in the
SSR for settlenent purposes.
In contrast, M. Merkle described his recollection of his
conversation with M. Shilliday as foll ows:

[M. Shilliday] described the settlenent nethodol ogy
that he wanted to follow with regards to settling the
repairs issue. He said he wanted to follow a FERC
regul atory nmethod. That was the predom nant portion of
t he di scussi on.

He said he wanted ny approval of that analysis so
he can go forward and conplete it, and then he al so
said that M. Chasmar was refusing to do any further
anal ysis on the issue unless | agreed to settle the
case using this nethodol ogy.

At that point intime | sort of |aughed either out
loud or to nyself and said | can’'t do that, and I
believe | told * * * [M. Shilliday] to go ahead with
hi s conducting the analysis of the settl enent
met hodol ogy because ot herwi se there woul d be no
settl enent.

When asked at trial whether he interpreted the SSR as an
offer frompetitioner, M. Mrkle testified as foll ows:

Well, as it was explained to nme * * * wth regards
to the discussion on that status report and the
met hodology * * * [M. Shilliday] said here’s the
met hodol ogy we want to follow | said it |ooks
rational and that we needed to ook at it further to
determne if it was reasonable with regards to the
anopunts at question, what are the anobunts at issue.
And he also said that M. Chasmar was not willing to go
forward with doing the work to determ ne — or actually
doing the work with regards to the anal ysis.

At that point intime | didn't, | did not
interpret M. Chasmar’s remarks as a settlenment offer
because | did not consider M. Chasmar a representative
of the Petitioner that | was supposed to be dealing
wWth or as a representative of the Petitioner that
shoul d be dealing on this case with Respondent.



- 13 -

| had one other point to make. This was nore in
nmy experience what |’'ve seen in the many cases |’ve
wor ked on as a taxpayer’s enpl oyees and staff
conpl ai ni ng about doing work on a case. And this has
happened * * * on occasion with ny experiences with
representation between nyself and taxpayers. So |
considered this as nothing nore than disgruntled talk
by M. Chasmar. And | just did not understand it as a
proposed settlenent offer fromthe counsel of record in
this case.

M. Merkle acknow edged that he told M. Shilliday to
“proceed as proposed”. When asked at trial whether this was in
reference to the proposal outlined in the SSR, M. Merkle stated:

VWat | was telling * * * [M. Shilliday] to do was to

proceed with his analysis, since there was further

analysis to be done. | was not telling himto proceed

with a proposal, but with the analysis, which was what

| thought the status report was all about.

M. Shilliday testified that he called M. Chasmar sonetine
bet ween the end of August and early in the first week of
Septenber 2002 and told himthat “the nethodol ogy had been

aut hori zed by M. Merkle”. M. Chasmar testified that M.

Shilliday’s verbatimstatenment was that M. Merkle had given “the
green light to go ahead with the deal.” M. Chasmar infornmed M.
Shilliday that he would contact M. Engstrom and ask himto

performthe classification analysis on the 1,500 disputed work
orders. M. Chasmar told M. Shilliday that he would be in
contact once the work was conpleted to schedule a foll owp
nmeeting to review the results of M. Engstrom s anal ysis.

None of the participants in the aforenmentioned tel ephone

conversations between Messrs. Shilliday and Merkle and between
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Messrs. Shilliday and Chasmar nade any cont enpor aneous notes or
menor anda of those conversations. M. Chasmar did not request
that M. Shilliday provide any witten verification from M.
Merkle as to the all eged agreenment. Neither M. Carney nor M.
Chasmar sent a confirmng letter regarding M. Merkle' s all eged
approval of petitioner’s alleged offer to settle in accordance
wi th the maj or conponent net hodol ogy.

The process of classifying the work orders cost petitioner
$10,000. When M. Engstrom finished his analysis of the work
orders, M. Chasmar arranged a neeting with M. Shilliday at
petitioner’s Juno Beach office on Septenber 23-24, 2002, to
review the results. The parties nmet for 2 days while M.
Shilliday reviewed petitioner’s classifications of the 1,500 work
orders. M. Shilliday requested changes to sone classifications
of the work orders. M. Chasmar agreed to change sone of the
classifications that M. Shilliday disputed, and Messrs.
Shilliday and Chasmar eventually cane to an understandi ng on all
of the classifications.

Foll owi ng the analysis of the work orders, petitioner
prepared a cal culation of the results of the analysis wth regard
to the years 1988 through 1997, including the nondocketed years
1993 and 1997. On COctober 16, 2002, M. Shilliday received this
cal cul ati on which purported to be a conplete conputation of the

net effect of the capital versus repair adjustnent. M. Chasnar
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understood that the calculation faxed to M. Shilliday on Cctober
16, 2002, was to be incorporated by M. Shilliday into a docunent
that would contain the proposed settlenent nunbers that M.
Shilliday would submt to M. Merkle for M. Merkle' s approval.
Only M. Merkle had authority to approve the classifications for
pur poses of conputing final settlenent figures.

On Novenber 4, 2002, M. Merkle e-nailed a spreadsheet
updating the status of all the FPL issues to several people
within the IRS, including M. Shilliday. The spreadsheet
described the repairs issue as an “QOpen |Issue” as opposed to a
“Resol ved”, “Pending,” or “Conputational” issue. This
spreadsheet was attached to an e-mail from M. Merkle, the body
of which contained the follow ng sentence: “I have also verbally
reviewed this list with Bob Carney and we are in general
agreenent with the itens at issue and status, i.e. Resolved,

D spute, Pending trial.” M. Shilliday did not reply to M.
Merkle' s e-mail.

Begi nni ng on or about Cctober 11, 2002, and through the
spring of 2003, M. Merkle communicated with I RS enpl oyees from
the exam nation team technical advisers, the industry issue
resolution task force for the accounting nethod issue, and the
Chi ef Counsel’s national office regarding the potenti al
settlenment of the repairs issue. Al expressed opposition to the

settl enent.
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M. Shilliday drafted a Counsel Settlenent Menorandum ( CSM
that included the results of petitioner’s calculation for M.
Merkle.® M. Shilliday shared the factual portion of the
proposed CSM on the repairs issue with petitioner. The CSM set
forth the results of the proposed settlenent and took into
account 1993 and 1997 even though the parties understood that M.
Merkl e had no authority to settle those years, which were not
t hen before the Tax Court.?®

M. Shilliday prepared two versions of the CSM one dated on
or about Novenber 15, 2002, and a second that he sent to M.
Mer kl e on Decenber 2, 2002. Both versions contained proposed
settl enment anounts for additional repair deductions and anounts
for depreciation associated with the additional repair
deductions. The first version did not analyze the settlenent in

the context of FPL I, particularly with regard to the accounting

8 A Counsel Settlerment Menorandum (CSM) is a witten
docunent stating the basis of settlenent of an issue. A CSM
follows a format consisting of a statenment of the issue, a
statenent of the resolution, a discussion of the relevant facts,
a discussion of the applicable law, and if the issue is to be
settled other than upon the nerits, a discussion of the hazards
of litigation. A CSMis signed by the attorney and then
countersigned, follow ng an “Approved” |ine, by the managi ng or
approving official.

 Petitioner clainmed a refund, which was pending, for 1993.
M. Shilliday had no discussions with petitioner’s
representatives regarding how the proposed 1993 deficiency woul d
be assessed or whether assessnent was barred. The di scussion of
the dollar tax inmpact for 1997 includes a reference to the fact
that the claimwas pending in the IRS s Appeals Ofice.
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net hod issue.® M. Merkle requested that M. Shilliday revise
the first CSMto address the Court’s Opinion in FPL I. M.
Shilliday conplied with M. Merkle' s request by adding a section
| abel ed “Issue 2” and sent the revised version to M. Merkle on
Decenber 2, 2002. The final version of the CSM i ncl udes the
foll ow ng statenent:

Proposal for Settlenment: It is proposed that each

Fl ori da Power work order in controversy be revi ewed,

and a division of these work orders, between capital

and repair, be nmade on the basis of whether the item of

equi prent being replaced is a major conponent of the

equi prent or not.
The CSM closes with M. Shilliday s recommendation “That the
proposal for settlenent be accepted” and contains a signature
line for M. Merkle s approval. M. Merkle never approved the
settlenment figures in the CSM and never signed the CSM

M. Merkle informed M. Shilliday by tel ephone in Decenber
2002 that M. Shilliday was being transferred out of M. Merkle's
group effective January 12, 2003. At sone point after M.
Shilliday’s transfer, M. Merkle contacted M. Shilliday and
i ndi cated that he should have no further involvenent in
petitioner’s case.

In early 2003 M. Carney contacted M. Merkle. M. Merkle

informed M. Carney that he was still review ng the settlenent

proposal. M. Merkle requested that M. Carney draft a history

10 Respondent was not able to |locate a copy of the first
version of the CSM
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of the repairs issue in the formof a letter that described the
factual and procedural issues that existed before M. Merkle
assuned responsibility for the case.

M. Carney sent a letter to M. Merkle on February 14, 2003.
M. Carney’s letter referred to the “proposed settlenment” of the
repairs issue and stated that “In the event that the pending
settlenment proposal is not finalized, additional litigation wll
be required in the Tax Court to review Respondent’s refusal to
grant * * * [petitioner’s protective request to change its nethod
of accounting]”. The letter did not nention an existing
settl enment regardi ng nethodol ogy, nor did it refer to potenti al
l[itigation to enforce such an agreenent.

On or about March 20, 2003, the parties schedul ed a neeting
in M. Carney’s office in Washington, D.C., for April 16, 2003,
to discuss the repairs issue and other outstanding itens. On
March 27, 2003, M. Merkle sent a letter to M. Carney in which
he stated that the proposed settlenent of the repairs issue did
not adequately reflect the “hazards of litigation” from
respondent’s perspective. Following the receipt of M. Mrkle' s
March 27, 2003, letter, M. Carney contacted M. Merkle by
t el ephone on or about April 1, 2003. During the call M. Merkle
told M. Carney that potential settlenent would be kept under
consideration for the April 16, 2003, neeting between the

parties.
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On April 7, 2003, M. Carney e-nuailed Janmes H ggins (M.
Hi ggins), petitioner’s vice president of tax, M. Chasmar, and
Suanne Fechtneyer (Ms. Fechtneyer) a first and then a revised
draft of a proposed letter in response to M. Merkle' s March 27,
2003, letter. Both drafts of the letter referred to a “proposed
settlenment” of the repairs issue and to a “prior agreenent” to a
settl ement methodol ogy. M. H ggins subsequently e-mailed M.
Chasmar and Ms. Fechtneyer and attached a revised draft of the
letter in which M. Hi ggins added the foll ow ng sentence:
“Petitioner requests that Respondent explain why it is reneging
on its prior agreenment.” The nention of a “prior agreenent” in
these drafts represents the first witten statenent, internally
or otherwi se, alleging that the parties had an agreenent
regardi ng settlenent of the repairs issue.

In the final version of M. Carney’'s letter, dated April 9,
2003, M. Carney made statenents regarding the alleged
met hodol ogy agreenment and requested that respondent *exercise
good faith and abide by the prior agreenent.” The “prior
agreenent” to which M. Carney referred was the all eged agreenent
to use the major conponent methodol ogy.

The parties nmet on April 16, 2003, at M. Carney’'s office in
Washi ngton, D.C. M. Carney began the neeting by explaining
petitioner’s position that M. Merkle had entered into an

agreenent on net hodol ogy. M. Merkle advised petitioner’s
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representatives that respondent would not settle the repairs
issue in the first docket, docket No. 5271-96, which was the
subject of our OQpinionin FPL I. M. Mrkle stated that he would
keep the possibility of settlenent open for 10 days wth regard
to the years after the first docket in order to confer wwth the
national office and others within the I RS who had know edge of
the repairs issue.

Foll ow ng the April 2003 neeting, M. Merkle consulted with
various constituencies famliar with the repairs issue within the
RS, all of whomindicated they were not in favor of a settlenent
W th petitioner.

Di scussi on

The first issue we nust decide is whether the parties
entered into an enforceabl e settl enent agreenment wherein they
agreed to use a specified nethodol ogy to determ ne which of
certain expenditures should be capitalized and which shoul d be
deductible as repairs. Ceneral principles regarding the
enforcenent of settlenents in the Tax Court were set out in

Dorchester Indus., Inc. v. Conm ssioner, 108 T.C. 320, 330 (1997)

(quoting Manko v. Comm ssioner, T.C Menp. 1995-10), affd.
wi t hout published opinion 208 F.3d 205 (3d Cr. 2000), as
fol |l ows:
“For alnbst a century, it has been settled that
voluntary settlenment of civil controversies is in high

judicial favor. WIllianms v. First Natl. Bank, 216 U. S.
582, 595 (1910); St. Louis Mning & MIling Co. V.
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Montana M ning Co., 171 U S. 650, 656 (1898). A valid
settlenment, once reached, cannot be repudi ated by
either party, and after the parties have entered into a
bi ndi ng settl ement agreenent, the actual nerits of the
settled controversy are w thout consequence. This
Court has declined to set aside a settlenent duly
executed by the parties and filed with the Court in the
absence of fraud or mutual m stake. Stammlintl. Corp.
v. Comm ssioner, 90 T.C 315 (1988); Spector v.

Comm ssioner, 42 T.C. 110 (1964). However, a court

wll not force a settlenent on parties where no
settlement was intended. Autera v. Robinson, 419 F.2d
1197 (D.C. GCr. 1969).

“A settlenent is a contract and, consequently,
general principles of contract |aw determ ne whether a
settlement has been reached. Robbins Tire & Rubber Co.
v. Comm ssioner, 52 T.C. 420, 435-436, supplenented by
53 T.C. 275 (1969). A prerequisite to the fornation of
a contract is an objective manifestation of nutual
assent to its essential terns. Heil v. Conm ssioner,
T.C. Meno. 1994-417; 17A Am Jur. 2d, Contracts, secs.
27 and 28 (1991); 1 WIliston on Contracts, sec. 3:5
(4th ed. 1990). Miutual assent generally requires an
offer and an acceptance. 17A Am Jur. 2d, Contracts,
sec. 41 (1991). ‘An offer is the manifestation of
willingness to enter into a bargain, so made as to
justify another person in understanding that his assent
to that bargain is invited and will conclude it.’” 1
Rest atenent, Contracts 2d, sec. 24 (1981).

“In a tax case, it ‘is not necessary that the
parties execute a closing agreenent under section 7121
in order to settle a case pending before this Court,
but, rather, a settlenment agreenent nmay be reached
t hrough of fer and acceptance nade by letter, or even in
the absence of a witing.’” Lanborn v. Conm ssioner,
T.C. Meno. 1994-515. Settlenent offers nmade and
accepted by letters are enforced as bi ndi ng agreenents.
Hai duk v. Conm ssioner, T.C Menop. 1990-506; see al so
H nmmelwight v. Conm ssioner, T.C Meno. 1988-114."

Petitioner argues that M. Merkle orally accepted
petitioner’s settlenent proposal to use the major conponent

met hodol ogy to determ ne how to classify approximately 1,500
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di sputed expenditures as either capital expenditures or
deducti bl e repair expenses. According to petitioner, its
proposal was conveyed to M. Merkle through M. Shilliday’s
witten SSR and M. Shilliday s oral tel ephone explanation to M.
Merkl e that petitioner’s proposal to performthe classification
of 1,500 work orders was contingent on M. Mrkle' s up-front
agreenent to use the nethodol ogy without first know ng the
results that it m ght produce. The evidence upon which
petitioner primarily relies is the SSR and the testinony of
Messrs. Shilliday and Chasnar.

In their testinony both Messrs. Shilliday and Chasmar
i ndi cated a comon under standi ng that petitioner did not want to
performthe analysis of the 1,500 work orders w thout sone
agreenent between the parties that the major conponent
met hodol ogy was going to be used to classify the work orders upon
whi ch the settlenent figures would be determ ned. Both also
understood that the proper classification of each of the work
order expenditures could still be disputed by M. Mrkle. Both
Messrs. Shilliday and Chasmar testified that they worked together
to incorporate the terms of the settlenment proposal into the
witten SSR, and that M. Chasmar was given the opportunity to
review the draft of the SSR before its subm ssion to M. Merkle
to make sure that the proposal was accurate. M. Shilliday

testified that after submtting the finalized SSRto M. Merkle,
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M. Shilliday explained in a tel ephone conversation with M.
Merkl e that petitioner wanted M. Merkle to agree to use the
met hodol ogy for settlenent purposes before petitioner perforned
the anal ysis of the 1,500 work orders. M. Shilliday testified
that M. Merkle told himthat he would | ook over the material.
M. Shilliday testified that in a subsequent tel ephone
conversation M. Merkle told himto go ahead with the deal, and
M. Shilliday conveyed this response to M. Chasnar.

M. Merkle testified that when M. Shilliday told him of
petitioner’s wish to have an up-front agreenent, he told M.
Shilliday that he woul d not agree to be bound to use the
nmet hodol ogy wi thout first knowing the results of its application.
Both Messrs. Shilliday and Merkle agree that M. Merkle told M.
Shilliday: “Go ahead with the deal” or “Proceed as proposed” or
words to that effect. M. Shilliday then told M. Chasmar “that
M. Merkle had given the green light to go ahead with the deal.”

The primary conflict is between M. Merkle s testinony that
he told M. Shilliday that he would not agree to use the
met hodol ogy for settlenent purposes without first know ng the
results of its application and M. Shilliday's testinony that he
believed that M. Merkle agreed with the proposal to use the
met hodol ogy for settlenent before knowing the results of its
application. W recognize that recollections of wtnesses

regardi ng specific conversations can produce inconsistencies and
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that specific words and phrases can sonetimes convey different
meani ngs dependi ng on the context in which they are uttered. In
these situations, it is useful to | ook to contenporaneously
written docunents and the contenporaneous actions of the parties
at key points.

The key docunment in this controversy is the SSR, which
states, in pertinent part, as foll ows:

Proposal for Settlenment: It is proposed that each

Fl ori da Power work order in controversy be inspected by

FPL’s utility regulation accounting departnent, and a

di vision of these work orders, between capital and

repair, be made on the basis of whether the item of

equi pnent being replaced is a major conponent of the

equi pnent or not.
The SSR contains a sanple classification of 19 of the
approxi mately 1,500 di sputed work orders using the proposed
met hodol ogy. The analysis in the SSR indicates that 11 work
orders totaling $2,676, 768 should be capitalized and 8 work
orders totaling $1, 403,903 should be classified as repairs. In
the SSR M. Shilliday warns that “These results may not be

representative of the entire body of contested work orders, since

only one plant was involved for a short period of tine and that
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plant was a nuclear plant.”! The SSR contains the follow ng
recommendat i on:
It is recormmended that you approve the ngjor
conponent settlenent system anal ysis and aut horize FPL

to conduct the survey necessary to conplete the
classification of the work orders in controversy. Wen

conpleted, I wll check FPL's analysis to ensure its
accuracy.
M. Chasmar reviewed the “proposal” in the SSR before its

subm ssion to M. Merkle in order to be sure that both parties
under st ood what was bei ng proposed. The SSR indicates that it is
M. Shilliday's proposal, and it was signed by M. Shilliday.
The SSR does not state that it contains petitioner’s settlenent
proposal or that the proposal was intended to bind both parties
to the nmethodol ogy regardless of the results of its application.
The SSR fails to state that petitioner would not performthe work
necessary to classify the 1,500 work orders unless M. Merkle
first agreed to settle on the basis of the proposed nethodol ogy.
M. Shilliday believes that M. Merkle gave oral approval to
petitioner’s proposal to use the nmethodology to settle the
repairs issue. However, nothing in the SSR or any ot her

docunents prepared by the representatives and enpl oyees of

11 The analysis of the 19 sanple work orders resulted in
approxi mately 66 percent of the anount in dispute being
capitalized and approxi mately 34 percent bei ng expensed as
repairs. Subsequently, the analysis in the CSMof all of the
approximately 1,500 work orders resulted in approximately 52
percent of the anount in dispute being capitalized and
approxi mately 48 percent being expensed as repairs.
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petitioner or respondent during the approximtely 7 nonths
between M. Shilliday' s tel ephone conversation with M. Merkle in
Sept enber 2002 and the various drafts of M. Carney’'s letter to
M. Merkle in April 2003 states that either party thought there
was a binding agreenent to use the nethodol ogy for settlenent of
the repairs issue. Considering that over $350 mllion of
deductions was at stake in the repairs issue for the docketed
years addressed in this opinion, one mght reasonably expect sone
written confirmation, or at |east contenporaneous i nternal
menor anda or witings, nenorializing a settlenment. After
significant pretrial discovery, no such docunents materialized.

Petitioner’s representatives and enpl oyees apparently never
made a contenporaneous witten note or nmenorandum of petitioner’s
under st andi ng of a binding agreenment or its ternms. Petitioner’s
counsel never sent a contenporaneous witten confirmation of
petitioner’s understanding of a settlenment and its terns to
respondent. Only after nearly 7 nonths did petitioner’s counsel
wite to M. Merkle alleging that the parties had a prior
agreenent. Until that point petitioner’s counsel consistently
referred to a “proposed settlenent” on both its internal
docunents and in correspondence with respondent.

Simlarly, respondent never sent anything in witing to
petitioner to confirma methodol ogy agreenent with petitioner.

No internal witings prepared by respondent’s representatives,



- 27 -
including M. Shilliday, stated that there had been a settl enent
as to nethodology. To the contrary, in a spreadsheet docunenting
the status of all of the FPL issues, the repairs issue was
considered an “QOpen Issue” until at |east Novenber 4, 2002, well
after M. Merkle' s alleged consent to a settlenent agreenent
occurred. As we have al ready nentioned, this spreadsheet was
attached to an e-mail M. Merkle sent to, anong others, M.
Shilliday, and contained the follow ng pertinent phrase: *“l have
al so verbally reviewed this list wwth Bob Carney and we are in
general agreenent with the itens at issue and status, i.e.

Resol ved, Dispute, Pending trial.” M. Shilliday did not contact
M. Merkle to dispute the “open” status of the repairs issue on

the spreadsheet. Finally, the |ast page of the proposed CSM t hat

M. Shilliday prepared on the repairs issue indicates that a
settlenment had yet to be finalized: *“Conclusion: That the
proposal for settlenent be accepted.” This was followed by a

signature line for M. Merkle. It is undisputed that M. Merkle
never signed the proposed CSMon the repairs issue.
As the noving party, petitioner bears the burden of proof.

Petito v. Commi ssioner, T.C Meno. 2000-363; see also Pietanza v.

Commi ssioner, 92 T.C. 729, 736 (1989), affd. w thout published

opinion 935 F.2d 1282 (3d Cr. 1991); S. Cal. Loan Association v.

Conm ssioner, 4 B.T.A 223 (1926). After considering the entire

record in this matter, we find that the evidence is insufficient
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for us to conclude that the parties entered into a binding
agreenent to use the major conponent nethodology to settle the
repairs issue.

Petitioner argues in the alternative that M. Shilliday’s
statenent to M. Chasmar that M. Merkle had given “the green
light” is binding on respondent, regardl ess of whether M. Merkle
actually agreed to use the nethodol ogy. Petitioner was aware
that M. Shilliday did not have authority to bind respondent and
that M. Merkle was the only person who had that authority.

Unaut hori zed acts taken by Governnent agents do not bind the

Government. United States v. Killough, 848 F.2d 1523, 1526 (11th

Cir. 1988); Gardner v. Conm ssioner, 75 T.C. 475, 477-478 (1980);

Webb v. Commi ssioner, T.C Menp. 1994-549 (and cases cited

therein), affd. w thout published opinion 68 F.3d 482 (9th G
1995) . 12

12 Petitioner relies heavily on Sun G| Co. v. Behring
Props., Inc., 480 F.2d 310 (5th Cr. 1973). In Sun Q| a party
to a | and sal e made anot her party his agent for purposes of
assenting to changes in the contract transferring title. The
agent, in alleged disregard of instructions fromthe party,
agreed to an extension of tinme for executing the contract. The
Court of Appeals for the Fifth Crcuit held that because the
third party dealing wth the agent had no notice regarding the
[imtations on the agent’s authority, and nothing in the course
of dealing or the relative positions of the parties gave the
third party any indication that the agent exceeded its authority,
the party was bound by the agent’s unauthorized representations.

Petitioner argues that M. Shilliday had authority to
communi cate M. Merkle' s acceptance of petitioner’s offer to
petitioner and that petitioner had no notice that M. Shilliday’ s

(continued. . .)
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As previously nmentioned, the facts do not establish that M.
Mer kl e approved a settlenent agreenent. It is also not clear
that M. Shilliday conveyed to M. Merkle an “offer” from
petitioner to enter into a binding agreenent to use the major
conponent net hodol ogy regardl ess of the results it m ght produce.
The SSR does not state that FPL would not do the work necessary
to classify the work orders unless M. Merkle first agreed to a
settl enment using the major conponent nethodol ogy. M. Chasnar
reviewed the SSR in order to nake sure that the proposal therein
was accurate. M. Chasmar did not suggest that | anguage be
inserted into the SSR that would require a binding agreenent by
the parties to use the nmj or conponent nethodol ogy before
petitioner’s classification of the 1,500 disputed work orders,
nor did the SSR address how any disputes regarding the proper
classification of work orders would be resol ved. Neither party
produced cont enporaneously prepared docunentation indicating that
a binding settlenment had been made. Under the circunstances, the
fact that M. Shilliday told M. Chasmar that M. Merkle had

given “the green light to go ahead wth the deal” is too

12, .. continued)

communi cations regarding M. Merkle' s alleged acceptance were

i naccurate or unauthorized. The instant case is distinguishable
fromSun Gl in that the third party in that case had no notice
regarding the limtations of the agent’s authority to assent to
changes. Petitioner knew that M. Shilliday never had authority
to assent to anything. At best his authority was limted to
conveying M. Merkle s assent.
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anbi guous to create a binding contract to settle, even if M.
Shilliday was authorized to convey M. Merkle s response to a
proposal by petitioner.

Petitioner also argues that, in the absence of a contract or
apparent authority, respondent is estopped fromrefusing to adopt
t he maj or conponent nethodology. “‘[T]he doctrine of equitable
estoppel is applied against the Governnent “wi th the utnost

caution and restraint.”’” Kronish v. Conmi ssioner, 90 T.C. 684,

695 (1988) (quoting Boulez v. Comm ssioner, 76 T.C 209, 214-215

(1981), affd. 810 F.2d 209 (D.C. Cr. 1987)). The elenents
necessary to succeed on an estoppel clai magainst the Governnent
are as foll ows:

The foll ow ng conditions nmust be satisfied before

equi tabl e estoppel will be applied against the
Government: (1) A false representation or w ongful

m sl eadi ng silence by the party agai nst whomthe
opposi ng party seeks to invoke the doctrine; (2) an
error in a statenent of fact and not in an opinion or
statenent of law, (3) ignorance of the true facts; (4)
reasonabl e reliance on the acts or statenents of the
one agai nst whom estoppel is clainmed; and (5) adverse
effects of the acts or statenent of the one against
whom estoppel is clained. See Kronish v. Conm ssioner,
supra at 695, and cases cited therein; Foam Recycling
Associates v. Conmi ssioner, T.C Meno. 1992-645. Thus,
estoppel requires a finding that a claimant relied on
the Governnent’s representations and suffered a
detriment because of that reliance. Schuster v.

Comm ssioner, 312 F.2d 311 (9th Gr. 1962), affg. 32
T.C. 998 (1959), affg. in part and revg. in part First
Western Bank & Trust Co. v. Conmm ssioner, 32 T.C 1017
(1959); Boulez v. Comm ssioner, supra; Estate of
Enerson v. Conm ssioner, 67 T.C. 612, 617-618 (1977);
Underwood v. Conm ssioner, 63 T.C. 468 (1975), affd.
535 F.2d 309 (5th Cr. 1976).
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Norfolk S. Corp. v. Conm ssioner, 104 T.C 13, 60 (1995), affd.

140 F.3d 240 (4th Cr. 1998).

The el enments of estoppel are not nmet in this case. Wile
t here have been sonme m sunderstandi ngs, petitioner’s argunment
that it reasonably relied on a false representation while in
i gnorance of the true facts is inconsistent with the previously
di scussed evidence. The testinony indicates that the statenents
made at the tinme of the alleged agreenent were anbi guous. This,
conbi ned with the contenporaneous actions of the parties and the
| ack of any contenporaneous docunentation nmenorializing an
al | eged agreenent on net hodol ogy, indicates that there was no
fal se representation on which petitioner reasonably relied.

In addition to the general requirenments, in order to
establ i sh estoppel against the Governnent, there nust be
detrinmental reliance by the party claimng the benefit of the

doctrine. Boulez v. Conm ssioner, supra at 215. Estoppel

appl i es agai nst the Governnent only if, anong the other required
el emrents, the Governnent’s wongful act causes a serious

injustice. Watkins v. U S. Arny, 875 F.2d 699, 707 (9th G

1989). Relative to nore than $350 million of clainmed deductions
at stake in this case, the $10,000 petitioner spent to perform
the analysis of the 1,500 work orders is a mnor cost to
petitioner, insufficient to be considered a “serious injustice”.

Accordingly, “we conclude that the acts of reliance by petitioner
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do not involve the level of detrinment necessary to bring the
instant case within the category of those ‘rare instances’ where

respondent should be estopped.” Boulez v. Comm ssioner, supra at

216; see also Estate of Enerson v. Conm ssioner, 67 T.C. 612, 618

(1977).

Finally, the ternms of the nethodol ogy agreenent all eged by
petitioner are too indefinite to forman enforceable settl enent
agreenent. Indefiniteness and uncertainty as to any of the
essential ternms of an agreenent have often been held to prevent
the creation of an enforceable contract. 1 Corbin, Corbin on
Contracts, sec. 4.1, at 525 (1993). A contract whose terns are
so indefinite, uncertain, and inconplete that the reasonabl e
intentions of the contracting parties cannot be fairly and

reasonably distilled fromthemis not enforceable. Nelson Bros.,

Inc. v. Comm ssioner, T.C Menp. 1991-52 (citing Cook v. Brown,

393 So. 2d 1016, 1018 (Ala. G v. App. 1981)). Wen the evidence
clearly shows, either by reason of definite |anguage or
otherwi se, that the only (and the conplete) subject matter that
is under consideration is left for further negotiation and
agreenent, there is no contract. 1 Corbin, supra at 531.

It is undisputed that M. Merkle retained authority to
approve or dispute any of the classifications of the work orders
that had been tentatively agreed to by petitioner and M.

Shilliday. It is also undisputed that M. Merkle never approved
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the classifications and never agreed to the final settlenent
figures proposed in the CSM and there was no agreed mechani sm
for resolving disputes as to the application of the nethodol ogy.
Wt hout an agreenment on the proper classification of the 1,500
work orders, an essential elenment of an enforceable settl enent
agreenent was m ssing.

To reflect the foregoing,

An appropriate order wll

be i ssued denvying petitioner’s

notions to enforce settl enment

agreenent .

13 Petitioner’s counsel suggest that disputes over the
proper classification of any of the 1,500 work orders could be
resolved by the Court. However, this would place the Court in
the position of deciding key issues that the parties were to
decide as part of the alleged settlenent and could likely involve
atrial over potentially conplicated issues. A trial was what

the alleged settlenent was intended to avoid. Wen M. Shilliday
was asked why he had not prepared a CSMin Septenber instead of
the SSR he testified: “I just don't think, at least | don't do

settlenments in theory. W have to reduce the theory to a nunber
otherwi se the theory is useless to the Court. The parties have
to, especially in a settlenent, we have to do the nunbers.”
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APPENDI X
CC: LM RFP: SLATL: TL-5271-96; 25084- 96; 6653- 00; August 27, 2002
10811- 00

RIShi | I i day

SETTLEMENT STATUS REPORT
The Repair v. Capital Issue

In re: FPL Goup Inc. v. Conm ssioner
Docket Nunbers 5271-96; 25084-96; 6653-00; 10811-00

| SSUE: Are costs incurred by FPL to perform work on
its utility equi pment deductible as ordinary,
unnecessary [sic] business expenses under Section 162
or nust they be capitalized under Sections 263 and
263A? This is not an issue involving “heavy

mai nt enance visits” nor does it involve the “plan of
rehabilitation doctrine.” This case involves the
substitution or replacenent of parts on FPL'S utility
equi prent invol ving both maj or conponents of that

equi pnent and portions of the major conponents, which
are not significant portions of the equi pnment that
materially increase the value and substantially prol ong
the useful life of the equi pnent.

Proposal for Settlement: It is proposed that each

Fl ori da Power work order in controversy be inspected by
FPL's utility regul ation accounting departnent, and a
division of these work orders, between capital and
repair, be made on the basis of whether the item of

equi pnent being replaced is a major conponent of the
equi pnent or not.

The definition of major conponent is to be
controlled by part 116 of the Federal Energy Regul atory
Comm ssi on Regul ations governing FPL's utility
accounting practices. A copy of this regulation is
encl osed. Under the major conponent settlenent
nmet hodol ogy, if an entire blower or fan, for exanple,
is being replaced on a piece of equipnent, the work
order involved will be classified as capital. If on
the other hand the seals on the blower or fan are being
repl aced, that work order would be classified as a



repair.

seal s for

The reason FPL capitalized the blower or fan
utility accounting purposes is that
Comm ssi on Regul ations all ow maj or conponent

sub-accounts to be established at the discretion of the

utility.

down into various mnor sub-conponents.

For

illustration of the workings of this

These sub-accounts break the maj or conponent

settl enment net hodol ogy, a group of work orders

previously supplied to the Internal

Revenue Service by

FPL was sel ected by the undersigned to be tested under
the classification system

orders are nunbered 1011 to 1642.

The nonconsecuti ve wor k
The cl assification

of these work orders under the mmjor conponent system
is as follows:

Capi tal or
Work Order Repai r
Nunber Equi pnent Armount Cl assification
1011 | nst runment C
1093 FI ownet er C
1104 Seal s $163, 062 R
1111 Tur bo Changer $53, 718 R
1155 Punp C
1227 Rot ati ng Assy. $38, 137 R
1241 Mot or C
1281 Strainers $300, 000 R
1373- 1374 Tank C
1412 Val ve C
1429 Snubber s $350, 000 R
1465 Breaker Switch C
1522 Moni t or C
1523 Cont r ol C
1529 Beari ng $113, 168 R
1546 Panel $298, 700 R




1564 Mbt or C
1570 Gover nor C
1642 | mpel | er $87, 118 R

El even of the twenty work order itens are major
conponents of equi pnent resulting in the capitalization
of work in an amount totaling $2,676,768. The
remai ni ng nine work orders were classified as repairs
for a total of $1,403,903. These results may not be
representative of the entire body of contested work
orders, since only one plant was involved for a short
period of time and that plant was a nucl ear plant.

It is recommended that you approve the nmmjor
conponent settlenent system anal ysis and aut horize FPL
to conduct the survey necessary to conplete the
classification of the work orders in controversy. Wen
conpleted, I wll check FPL's analysis to ensure its
accuracy.

Basis for Decision: The prototype for the major
conponent systemis Rev. Rul. 2001-4, 2001-1 C B. 295.
This ruling involves the aircraft industry and
concludes that in situation three described in the
ruling, the taxpayer is required to capitalize the cost
of all work performed on the aircraft because the work
i nvol ved repl acenents of nmajor conponents. The ot her
under pi nning of the ruling, wth respect to situation
three, is that significant portions of substanti al
structural parts were also replaced, but that situation
is not presented in FPL since only replacenents of
conponents are invol ved.

The adoption of a hard and fast rule that anything
ot her than the replacenent of a major conponent, given
the detailed list of maj or conponents as devel oped by
t he Federal Energy Regul atory Conm ssion, is a system
that can be used by the taxpayer for classification
pur poses and nonitored by Internal Revenue Service
W thout interjecting extensive subjective analysis into
the problem solving arena. The elimnation of FPL's
m nor conponent sub-accounts for tax accounting
pur poses preserves FERC s utility accounting inits
purest form by disregarding FPL's discretionary
sub-accounts for tax purposes.
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Previously, all attenpts at settlenment by
reference to the general capitalization requirenents of
the code and regul ati ons have resulted in failure.

VWhat is needed to resolve this issue in FPL is a
relatively sinple and objective systemwhich elimnates
engi neers and utility expert wtnesses fromthe
accounting process. A copy of Revenue Ruling 2001-4 is
encl osed for your conveni ence, together with work order
1523 as an exanple of a typical FPL record, which is
driving the classification process.

| will be happy to discuss the background of this
issue with you at your conveni ence together with the
change of the accounting nethod i ssue which has been
t he subject of so nmuch rancor between the parties.
Under this settlenent approach, the change of
accounting nethod issue will not be addressed and a
per manent system of accounting will await the
conpl etion of the I RR process.

J'. SHII:LD)R!, .

SpeC|aI Trial Attorney

CC.

LN: RFP: SLCHI : ATL



