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CASI B&CICJBOQlU) 

on December 23, 1994, Tampa Electric Company (TECO) tiled a 
petition to recover costa .laaociated vith tho buy-out or the 
Peabody Coal Sales, Inc. (Peabody) coal contract. The company 
proposes to recover the retail portion ot a $25.5 million buy-out 
pnymont, plus carrying costs, through the Fuel and Purchased Power 
Cost Recovery Clause beginning vith the April through Septccber 
1995 fuel ad justment period. As a result ot the contract buy-out, 
the company es timates that TECO's ratepayers will realize $88 
million in cumulative nominal savin')a through tho year 2004. 

On Ju ly 8 , 1983, TECO and Peabody entered i nto a t wenty year 
coal contract . over the year• the contract undorvont several 
provision changes. Beginning in 1994, TECO became inc reasingly 
concerned about Peabody ' s ability to reliably ship tho contract 
tonnages . Thereroro, on July 8, 1994, TECO indicated their 
concerns to Peabody and r equested soma assurances. Peabody di.:l not 
respond, and on Auquat 11, 1994, TEOO sent Peabody an addJtional 
letter indicating that they viewed the contract aa being c~ncelled . 

Peabody then took the matter through saver~l leve ls or litigation 
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until it was succassrully resolved by Peabody and TECO agreeing to 
tor~inate the disputed contract. TBOO and Peabody mutually agreed 
to terminate the original contract on Deceaber 31, 1994, and to 
replace it with two now contracts beginning J anuary 1, 1995 . In 
addition to obtaining adequate assurances or reliable coal 
supplies, TECO was also able to obtain aiqniUcant pric·o reductions 
that will produce substantial savings over tho origina l contract 
price. 

Once termination o r the original contract had boon resolved, 
TECO began negotiating the teraa c f t.ba tvo replacement coa 1 
contracts wi th Peabody. The first replaceaent contract wi 11 
replace 250,000 t ons/yr or the original 750 ,000 t ons/yr and will 
continue until 2004, the full tara of the original contract. The 
second replacement contract will Ulca- up tbe remaining 500,000 
tonsfyr, but will only last until 199~ . After 1999, TECO wi ll have 
to purchase supplemental coal from the spot market to balance out 
tho original 750,000 tonnage requiremant. In addition, TECO will 
also purchase supplemental spot market coal to equate the 
replacement coal with tho original contract on a BTU basis. 
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DISCQSSIOI Of ISIVJS 

xssye 1: S.hould the Col!llllission approve TECO 1 a petition to recover 
costs associated with tho buy-out ot the Peabody coal contract? 

RECOMHENPATION; Yes, tho Peabody coal contract buy-out app~ars to 
produce s ubstantial savings to TECO ' s rat.epayers . Thoroforo , the 
Commission should allow TECO to recover the $25.5 mil lion buy-out 
cost plus carrying costs through the FUel and Purchased Power Cost 
Recovery c lause beginning April 1995. (Dudley) 

STAFF ANALXSIS ; Exhibit 13 to TBC0 1 a !iling is an analys is of 
the projected savings associated with the buy-out. As indicated on 
the eXhibit, TECO projects that the o1:iqinal contract, minus 
replacement coal cost, simple amortizat i on ot the $25.5 million 
payment and c.arrying costs at 13.4·,,, will provide positive net 
sa vings in every year through 2004. Attachment 1 to the 
recommendation is Staff ' s analysis of TECO's method and three 
addi tional scenarios under which recovery ot the buy-out cost could 
occur . The first is as filed by TECO and as detailed on Exhibit 
/3. Tho second scenario has the $25.5 million payment amortized 
through 1999; when the second contract enda and TECO begins relying 
heavily on spot market coal, and carl;"yinq costa baaed on the 90-day 
commercial paper rate which is also used to calculate fuel 
adjustment true-up amounts. The third scenario reduc•a the $25.5 
mlllion plus carrying costa, baaed on ~e 90- day co~ercial paper 
rate, by the amount of tho annual tuel savings until it is fully 
amortized. However, this scenario otters no bone fit t o the 
ratepayer until the fourth year, when the tuel savings begins to 
outwe igh tlhe remaining principal balance . The final scenario, 
accumula tes carrying charges at the rate proposed by TECO, 1 3 .47\, 
but reduces the amortization period to five years . Though the 
rC!maining issues in this recommendation will suggest the 
appropriate amortization period and interest rate, it should bo 
noted that all four sceneries provide tor poaitivo cumulative 
savings over the projected period. 

Because the origina l contract will be prillarily replaced with 
t\10 new contracts, the only variable component of the projected 
oavings is supplemental spot market coal. As aentionod above, TECO 
will pa rt i ally rely on this suppleaental spot aarket coal from 1995 
tht ough 1999 and projects to substantially rely on spot market coal 
beyond 1999 . At first, Staff was concerned that T£00 may have 
under stated t he rate at which the price ot spot aarkGt coal will 
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ISSVE 2: What is t he appropriate period tor amortizing the $2 5 . 5 
million Peabody coal contract buy-out coat? 

RECOHHEHDATION: Staff recommend& T!CO be allowed to recover the 
$25.5 mil lion Peabody coal contract buy-out coat , plus carrying 
cost s , on a straight line baaia over a 5- year poriod . (Haurey) 

STI\FP ANALYSIS : staff has reviewed tour option• rogardinq how TECO 
s hould be allowed to recover the S25.5 •illion Peabody coal 
contract buy-out cost plus carrying costa. The options are a 
str aight line amortization over a 10- year period with interest at 
a 13 . 47\ rate of return on the unamortizud balance, s traight line 
amortization over a 5-year period with in~er .. t at 13. 47\, straight 
11nc amortization over a s-1ear period vlth interest at th~ 90-day 
commercial paper rate consistent wi~a the true-up methodology in 
the fuel adjustment recovery clause, and a breakeven (variable) 
amorti zation over 42 months with intereet at the 90-day commercial 
paper rate . 

In its petition, TECO requests that the $25. 5 million buy-out 
cost, plus carryinq costs, bo amortized on a straight line basis 
over the period from April 199~ through Deceaber 2004. TECO is 
requesting that the company be allowed to earn a return of 13 .47\ 
on the unamortized balance of the buy-out coat over tho 10-year 
recovery period . The amortization period ia based on the yea1s 
r em11ining on the canceled contract. The propoaed 13.47\ before tax 
rate o f r e turn is based on the ellbedded capital ratios of investor 
sour ces of capital approved in the coapany' • laet rate case in 
Order Nos. PSC-9 3- 0165-POP-EI and PSC-93-0664-POP-EI (Docket No. 
920324-EI) , the return on equity of 11.35\ approved in Order No 
PSC-94 - 0337-FOF-EI (Docket No. 930987-EI), and tho c urrent embedded 
cost of long-term debt and preferred stock ae reported in the 
company's October 1994 Rete of Retu,rn Surveillance Report. 

'rhore is precedent for tho regulatory treatment requested by 
TECO . In Or der No . 20133 (Docket No. 880001-EI), tho Commission 
app1 ·oved Gulf Power Company 'a (Gult) petition to recover the $60 
mil - ion Peabody coal contrac t buy-out coat, plus carryinq cost s , 
through t he fuel adjuat.ont recovery clauae . Tho co-ission 
appr oved a straiqht lino amortiEation over a 10-year period at a 
before tax r ate of return of 14 .69t. The amortization period was 
tied to the years remaining on the canceled contract. The rate of 
return Gulf was al lowed to earn on the unamortized balance was 
baocd on a capita l ratio o f 58 .3t long-term debt at a cost ra~e of 
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9 . 2% and 41 . 7% common equity at a c~st rate of 13.75,. 

In s upport of its request, TECO r eports that because "the 
canceled contract has been replaced with two contracts at 
s ignificantly lower coal prices, fuel savi nqs in excess of the buy
out cost a re guaranteed. " The co•pany also notes that "the fuel 
savings associated with the new contract coal in the first five 
years alone exceeds the buy-out coat. • Tbe first 5- year period is 
r elevant because it coincides with the expira tion of the larger of 
the two replacement contract.a. The first new contract provides 
250 , 000 tons of coal per year from 1995 through 2004. The second 
new contract provides 500,000 tons of c cal per year from 1995 
through 1998 and then provides 375,000 'tons per year in 1999 . 
Al though fuel savings in excess ot the bu!f• out coat ar'e quannteed 
over the first 5 years, the actual f••ol savings after 1999 will 
depend on the cost of tho roplac-ent c.oal tho company must 
pu r chaoe after the seconcl now contract expires. 

Alt hough fuel s avings is a major issue in detor.ining if the 
contract buy-out is in the public interest, Staff believes 
considerat i on must also be given to the ra.ifications of c reating 
an additional long-term regulatory asset. In a special report 
titled "Deferred Charges Revisited• r eleased by Fitch Research on 
January 9 , 1995, the rating service discussed the issue of defe r red 
charges and requlatcry assets in light of the now co111petitive 
environment. The report stated: 

With competition in the electric aarket, 
investors are wary ot utilities ' deferred 
assets. The capitalization of utilitiee ' 
e xpenses as a ssets depends on two underlying 
assumptions : utilities will continue to 
operate in a monopoly aarlcetplace; ancl 
regulatory commissions can and will determine 
util i ty revenues basec2 on coats. However, 
these assumptions are now in ques tion. 
Regardless of how the future electric power 
market evolves, it is unlilcaly that investors 
will be able to rely on previous regulatory 
a rrange111ents aa an assurance that deferred 
assets will bo recover ed. 

The implication trom the Pitc.h r eport is that as the elec tric 
industry moves towards increased co•petition, the utilities wi~h 
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higher deferred asset concentration and higher electric production 
costs will face greater risk that futuro revenue may not be 
suff icient to recover prior inveataenta 1n regulatory assets and 
deferred charges . Given that the nav contracts " lock-in" fuel 
savings during the first 5 yeara which exceed the 25. 5 million buy
out cost and given the evolving natura of competition in the 
electric i ndustry, Staff conaidered additional options involving 
s horter amortization perioda. 

Although TECO has requ .. ted recovery of the buy-out cost over 
a 10-year period and contenda that a l onq- tera rate of return is 
appropriate for recovery of thia inveatuent, there ia precedent f ot· 
using tho rate of return conaiatant witt. the true-up methodolO<JY i n 
the fuel adjustment recovery clause vben the buy-out cost is 
amorti zed over a shorter period of t iae. In Order No . 18670 
(Docket No . 880001-EI), the Coaaiocion approved TECO's petition t o 
recover the $49 million Pyramid coal contract buy-out cost, p lus 
carrying costs , through the fuel adjuat.ant recovery clause. In 
its Pyramid petition, TECO requested a fuel aavings sharing plan 
which involved recovery of fixed UIOUnta over a 45-month period 
rather than a straight line aaortiz:ation . The company also 
requested to earn i nterest on the unaaortized balance "at the 
ac t ua l commercial paper rata in affect !roa time to timo consistent 
with the true-up methodol ogy sat forth in the fuel adjustment 
filings ." However, in Order No. 18670 the Coaaissi on found "hav ing 
considered the methodologies propoaed by TECO and tho Staff, we 
~oncludo that the simpleat •ethod would be a t our-year , straight 
1 inc amortization of tho $49 aillion buy-out coats. This will 
provide for recovery of a fixed aaount during each fuel ad jus t ment 
per .iod wi th i nterest accruing at the rate approved t or fuel 
adjustment proceedings . " 

TECO contends the regulatory traataent granted Gulf is 
warranted in this case rather than the treat.ent granted in TEtO' s 
Pyremid contract buy- out. Staff believes bec ause there is 
precedent tor using different rates of return based on the length 
,, f the amortization period, the question is actually wh ich 
omortization period ie •oat appropriate under tho current 

c ircumst ances in tho inst ant ca•e . 

Staff conducted a senaitivity analysie of the fuel savings 
over a 10-year time horizon under -varal scenarios . Exhibit 3 
f 1·om TECO ' s petition waa uaed as the baaie for thia analysis. 
Using the company's forecaat ot annual fuel savings and vary ing 
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on ly the amortization period and rate ot return assumpti ons 
associated with r ecovery of the buy~out coat, Staff was able to 
determine the annual net fuel savings and cuaulativa present value 
savings under the tour scenarios presented. Attachlllont 1 of this 
recommendation details Staff ' s ana lysie. Aleo provided as 
Attachment 2 is a graph of the annual fuel savings in nominal 
dollars under each scenario. 

Before Staff explains the results ot ita analysis, it should 
be noted that although Staff diecuea .. the option• in tenas of 5-
year and 10-year periods, the actual IUIOL-tization aaounto are 
ca l cu lated over 57 and 117 month periods, respectively. This was 
done because the amortization will begin i n April 1995 a nd the 
underlying contracts on which the aaortization periods are based 
will oxpire in December 1999 and December 200C, r espectively. 

The net fue l savinqs over each of the tirst 5 years is 
greatest under the 10-yea r amortization scenario. Thia translates 
to t he lowest rates for ratepayers in the near-tara . :However , the 
c umulative present value savings over the 10-year horizon under 
this scenario of $29.4 million is the lowest of the four options 
prc!lont ed . 

It loas been suqqestod that the co.pany aay contend it shou l d 
be allowed to earn 13. 47t on the unamortized balance reqardless of 
whether t he amortization period is 10 years or 5 years . Holding 
the rate of return of 13.47t constant but shortening the 
amorti zdtion period to 5 years produce• ainor fuel aavings in 4 of 
the f i r st 5 yea rs. The cumulative present value savings of $31 . 9 
mil l ion is greater than the cumulative savings provided under the 
10-ycar option but thoro is negative eavin;s in 1996. Neqativo 
onvlngo in a ny year moans the ratepayers are tundinq a portion of 
tho buy-out cost in that particular period. 

Under the breakeven (variable) amortization opti on, th~ net 
fuol s avi ngs aro zero over the first 3 years a s the annual 
amorti zation amounts with i nterest are aatched to fuel savings in 
each yea~ . However, after 42 months the net fuel savinga increases 
apprec ia~ly producing c umulative present value savings over the 10-
year horizon of $36 .4 million. 

Although tho net fuel savings are aarginelly lese over the 
ti rst 5 year s under tho 5-year a•ortization scenario with interes t 
at the commercial paper rate co•pared to the fuel savings indicated 
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unde r the 10-year amortization scenario, the $25.5 million buy-out 
cost is tully r ecovered and net fuel savings are experienced in 
each of the !irst 5 years . AG vas the case under the breakeven and 
the other 5 -year amortization options, once recovery of the buy-out 
cost i s complete the fuel savings increases apprec iabl y. The 
cumu l ative present value savings under this ecenar.io i s $ 3 6. 6 
million, the greatest cumulative IUIOunt of savings or the four 
scenarios presented . 

The 10-year &JIIortization option provides the greates t net ! uel 
s avings over the first 5 years . Proa the stand point or pending 
compe t i tion, this option vould result i .n the lovest r ates over the 
near -te rm. The breakoven &JIIortization option does not allow for 
any fuel savings over tho !irat 42 son~ but does provide gr ea ter 
c umu l a tive present value savings over the 10-year horizon. While 
t his option would remove the regulatory asset from the company' s 
books i n tlhe shortest amount of tilDe , the variable amortiza l:ion 
woul d i ncrea se the administrative bur~en during true-up in the fuel 
recovery pr oceedings. 

Based on its analysia, Staff believes the 5- year amortization 
option with interest on the unaaortized balanc~ at tho commerc ia l 
paper rate is a reasonable approach. Staff •s reco-ended treatment 
a l lows for greater not fuel aavinga to be r ealized and passed on t o 
ratepayers i n the near-tar. than under the brea)teven option or the 
ot her 5-year amortization scenario and &llovs tor greater net fuel 
savings to be realized and passed on to rat epayers in tho long-term 
t han under the 10-year &aortization option . Although Start • s 
recommended treatment means the regulatory asset vill be on t he 
c.ompany • s books appr oxiaately 15 1l0nths longer than under t he 
breakeven amortization option, it vill be vritten <O!f 5 years 
soone r tha n under tho 10-year option. Finally , based on t he 
company ' s fuel savings toreoaat, the 5-year option recommended by 
Staff will produce $7.2 million aore in cumulative present value 
savings than under the 10-year option &nd $4 .7 million more tha n 
under the 5-year option with interest at 13. 47\. 
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ISSUE 3 : What is the appropriate rat• of return TBCO shou ld be 
allowed to earn o n the unamortized balance of the Peabody coal 
contract buy-out cost? 

BECOKMEHDl\Tiot!: It a 5 -year amortization period as roco111111onded by 
Stoff in Issue 2 is approved, the rata should be tho actual 
commercial pape.r rate in effect fro• t~a to tilDe collllist.,nt wi th 
the true- up methodology sot f orth in the fuel adjustment filings . 
If a 10-year amo rtization period as rac~ended by TECO i s 
approved, the rate should bo 13.47\. Tbis rate should remain in 
effect until the co-isaion issues another order revising the 
capital ratios and/or the coat rates. (Maurey) 

STAFF AHALXSI8 : Please soe Staff Analy•is in I sauo 2. 

ISSUE 4 : Should this Docket be closed? 

RECO)QtENDATIOH: No. The Fuel and Purchased Power Cost Recovery 
Clause docket should r emain opon . (Dudley) 

~rr AHALXSIS: This Proposed Agenc y Action Order shall become 
f i nal if no protest is t iled within 21 days ot the issuance of the 
Or der . 
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