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RE: DOCKET NO. 980434-GU - PETITION BY TAMPA ELECTRIC COMPANY
D/B/A PEOPLES GAS SYSTEM FOR APPROVAL OF A METHODOLOGY
FOR ACCOUNTING FOR ENVIRONMENTAL EXPENSE ACCRUAL AND
RESERVE ACCOUNT AND DISPOSITION OF WEST FLORIDA
DIVISION’S ENVIRONMENTAL RESERVE ACCOUNT
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SPECIAL INSTRUCTIONS: 8:\PSC\AFA\WP\980434.RCM

CASE BACKGROUND

By Order No. PSC-92-0924-FOF-GU, issued September 3, 1992, the
Commission authorized Peoples Gas System (“Peoples” or “the
Company”) to amortize 51,248,000 in enviroumental costs annually
based on a 5-year amortization period beginning November 1, 1990.
On December 10, 1993, the Commission issued Order No. PSC-93-1773-
FOF-GU, which required Peoples to fully amortize $2,496,000 in
environmental clean-up costs by September 30, 1994.

Since September 30, 1994, the Company has been deferring all
environmental costs instead of expensing them. The Commission, hy
Order No. PSC-98-0329-FOF-GU, issued February 24, 1998, ordered
Pecples to write-off, against 1996 over earnings, the deferred
environmental costs as of December 31, 1996. The Commission also
ordered the Company to expense a’l environmental costs as incurred
effective January 1, 1997, until the Company formally requests and
receives Commission authority to account for these costs using
reserve or other treatment.
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On June 30, 1997, West Florida Natural Gas (“West Florida” or
“WENG”) was merged into Peoples Gas System. Prior to the merger,
the Commission authorized West Florida to accrue $198,312 annually
for environmental costs. By Order No. PSC-94-0452-FOF-GU, issued
April 14, 1994, the Commission ordered that either at June 30,
1997, during West Florida'’'s next rate case, or at the discretion of
the Commission, any accruals in excess of actual expenses would be
reviewed and subject to refund with interest, or other disposition,
independent of West Florida's earnings. Also, the same order
required WFNG to apply $515,622 of 1993 overearnings towards the
environmental clean-up costs. As of June 30, 1297, West Florida
had accrued $475,306 in excess of actual costs. By December 31,
1997, this balance reached 5$546,464. The balance at March 31,
1998, further increased to $595,052.

As a result of Order No. PSC-98-0329-FOF-GU, Peopies filed a
petition on March 25, 1998 requesting approval of a methodology for
accounting for environmental expense accrual and reserve accounting
and disposition of West Florida Division’'s environmental reserve
account.
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DISCUSSION OF ISSUES

ISSUE 1: Should the Commission approve Peoplee’' request to
implement reserve accounting treatment for environmental costs?

RECOMMENDATION - Yes. The Commiseion should approve Peoples’
request to implement reserve accounting for environmental costs.
(L. ROMIG, MERTA)

: Peoples is requesting approval to use reserve
accounting for environmental costs as provided for in the Uniform
System of Accounts for Natural Gas Utilities. As stated in its
petition, the purpose for using reserve accounting is to
“,..mitigate the earnings impact from fluctuations which occur in
environmental costs....”. In response to a data request from
Staff, Peoples provided historical environmental costs for Peoples
and West Florida which show such cost fluctuations. From 1985 to
1997, Peoples’ environmental costs ranged from a low of negative
$766,231 to a high of $2,478,538. From 1993 to 1997, West
Florida’'s environmental costs ranged from a low of §7,662 to a high
of $69,786.

Because of the wide fluctuations in these costs, and in an
attempt to levelize expenses and mitigate the earnings impact,
staff recommends that the Company's regquest for reserve accounting
be approved.
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ISSUE 2: Should the Commission approve Peoples’ request for a base
annual environmental cost accrual of $640,000 with an effective
date of January 1, 19987

RECOMMENDATION: Yes, the Commission should approve the Company'’s
request to accrue a base amount of $640,000 to a reserve account
with an effective date of January 1, 1998. (L. ROMIG, MERTA)

STAFF ANALYSIS: The Company requests that it be allowed toc accrue
a base amount of $640,000 to a reserve account for envirormental
costs, The Company bases this amount on the historical
environmental clean-up costs incurred at the Peoples Gas and West
Florida Divisions. The Company requests an effective date of
January 1, 1998. In addition, the Company requests that it be
given authority to establish an expensing mechanism to adjust the
base expense accrual based on adjusted reserve balances. This
request is addressed separately in Issue 3,

As stated in Issue 1, Peoples’ environmental costs vary widely
from year-to-year and could impact earnings from year-to-year.
Based on a review of the historical environmental costs and the
amount of ongoing work to be performed at the affected sites, Staff
believes that the requested accrual of $640,000 is reasonable and
would levelize expenses. In addition, the approval of $640,00N
less the requested discontinuance of the West Florida accrual of
5198,312, discussed in Issue 4, would result in a net increase to
expense of $441,411. This increase would not have a significant
impact on the Company’s earnings. After increasing expenses by
$441,411 for 1997, the Company’s earned Return on Equity would
decrease from 10.88% to 10.68%, within an authorized range of
10.25%-12.25%. Based on the Company’'s budget, the ROE for 1998
would decrease from 11.72% to 11.52%.

Based on the above, Staff recommends that the requested
$640,000 base accrual be approved. Staff recommends that this
accrual become effective January 1, 1998, because the Company is on
a calendar year fiscal year.
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ISSUE 3: Should the Commission approve Peoples’ request for
authority to establish an expensing mechanism to adjust the base
expense accrual based on expected reserve balances?

: No. The Company's request to establish an
expensing meehanism to adjust the base expense accrual based on
expected reserve balances should not be approved. (L. ROMIG,

MERTA)

STAFF ANALYSIS: The Company stated, in a data request from Staff,
that the requested accrual was based on historical costs since
future costs cannot be predicted. Further, on pages 4 and 5 of its
petition, Pecples stated:

“"(1) The requested expense is $640,000 annually, based on
combined historical annual environmental costs at Peoples
Gas System (including its West Florida Divisions).
Peoples also requests authority to adjust the expense
based on the Company’s budgeted surveillance report if
the expected reserve balance reaches certain levels after
applying the normal $640,000 expense amount in a given

year. The following adjusted annual expense amounts
would apply under the circumstances listed below:
Eorecasted Reserve Balance

hsset more than 52 million 51,280,000

Aspet more than $1 million

(but less than $2 million) § 960,000
Asset less than 51 million S 640,000
Liability less than 51 million 5 640,000
Liability more than 51 million

(but less than $2 million) 120,000

LS

Liability more than $2 million -0-

(2) Pecples submits that the 5640,000 annual expense
amount, adjusted as set forth above, would avoid repeated
petitions to the Commission for adjustment of the annual
expense amount, while ensuring that the balance in the
reserve is limited over time. The amount of the expense
would be established at the beginning of each year and
the computation thereof would be included in the
Company'’'s forecasted earnings surveillance report filing
with the Commission.”

Dy Rule 25-7.014, Florida Administrative Code (F.A.C.), the
Commission adopted the Uniform System of Accounts for Natural Gas
Utilities. Further, Rule 25-5.0143, F.A.C., concerns accumulated
provision accounts for electric utilities, including the account
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for Accumulated Provision for Property Insurance which is similar
in nature to the corresponding account for gas utilities contained
in the Uniform System of Accounts for Natural Gas Utilities. The
rule provides, in pertinent part, that “charges shall be made to
accumulated provision accounts regardless of the balance in those
accounts.” In other words, the Commission has recognized that
there is the possibility that costs incurred may exceed the
accumulated accruals. While this requirement is not per se
applicable to natural gas utilities, it is instructive and, Staff
believes, appropriate in this instance.

The Company provided, in response to Staff’'s data request, the
environmental costs incurred by year from 1985 - 1997 for Peoples
Gas and 1993 - 1997 for West Florida. The average annual cost was
5607,435 for Peoples and $39,634 for West Florida, which yields an
average total cost of $647,069, This average total cost was
apparently rounded down to $640,000 by the Company. In the
thirteen years of historical costs presented for Peoples Gas, the
average annual cost exceeded actual costs in nine of those years.
The average annual cost for West Florida exceeded the actual costs
in two out of the five years presented. In addition, if the
Company had accrued $640,000 each year for the last thirteen years,
the reserve would never have been over or under accrued by the $2
million requested threshold. Further, the Company’s methodology
results in a yearly fluctuation in expenses. Based on the
Company’'s response to Staff's data request, the expense would vary
from $320,000 to $1,280,000. This would defeat one of the purposes
of reserve accounting treatment which is to levelize expenses. It
should also be noted that total expense for the thirteen years
under the Company’s plan would have been approximately $600,000
higher than wusing the $640,000 annual accrual for each vyear.
Therefore, Staff believes that a fixed accrual based on historical
experience, as shown above, would result in a reasonable reserve
balance over time,

Staff recognizes that the Company‘'s actual costs may exceed
ite reserve balance. If, over time, tlie reserve balance doces not
appear representative of costs actually incurred, the Company may
file a petition for different treatment at that time. Because of
the wide fluctuations in environmental costs and in an attempt to
levelize expenses and miL1gi;g__;hg__ggxn;ngﬂ__;mpggn Staff
recommends that the Company’s request for an expensing mechanism be
denied.
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: Should the Commission approve Peoples' request to suspend
the $198,312 annual environmental cost accrual for West Florida,
effective January 1, 19987

RECOMMENDATION : Yes. The Commission should approve Peoples’
request to suspend the $198,312 annual environmental accrual for
West Florida, effective January 1, 1998. (L. ROMIG, MERTA)

STAFF ANALYSIS: Peoples acquired WFNG by merger in June 1997.
WFNG has an old manufactured gas plant in Ocala, Florida. WFNG
currently uses reserve accounting for environmental costs and is
accruing $198,312 annually to the reserve.

Peoples requests that the $198,312 accrual be suspended and
replaced by a base accrual of $5640,000 for Peoples’ and its West
Florida division combined. In the future, all environmental costs
associated with the Company's combined operations would be applied
against the new environmental reserve accrual. Staff recommends
that the Company'’'s request be approved effective January 1, 1998,
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ISSUE 5: Should the Commission approve Peoples’ reguest to dispose
of West Florida's environmental clean-up reserve account for
environmental costs by writing it off against a portion of the
current balance of unamortized debt costs for issuance costs and
prepayment premium?

RECOMMENDATION: No. The Commission should not approve Peoples’
request to dispose of West Florida's reserve account for
environmental costs by writing it off against a portion of the
current balance of unamortized debt costs for issuance costs and
prepayment premium. Instead the reserve balance of $546,464 plus
interest through July 31, 1998, of $79,870, for a total cf
§626,334, should be disposed of by making a refund to West
Florida's customers.

The total refund amount divided by July 1998 actual therm
sales would be refunded to customers in August 1998. Any dollars
remaining after the refund, will be credited to fuel expense for
the following month after the refund is made. Within 60 days of
the refund, a complete report must be filed with the Division of
Records and Reporting indicating the total amount of refund, total
amount of interest, and total amount remaining, if any. (L. ROMIG,
MERTA, MAKIN)

: Based on discussions with the Company and review
of documents, Staff believes that by the end of 1997, People’s had
incurred $637,521 in costs associated with West Florida’'s debt of
which $270,641 related to unamortized debt issuance costs. The
balance related to prepayment premiums of West Florida debt retired
by Peoples at the time of the merger. The Company stated in its
petition that the debt was retired because there was a net present
value savings not withstanding the prepayment premium.

The Company also stated in its petition that “APB-26 of GAAP
specifies that when an unrequlated company extinguishes its debt
the gain or loss is required to be adjusted for issuance costs and
for unamortized premiums or discounts.* Since Peoples has been
amortizing the debt costs in conformity with the Uniform System of
Accounts, a Regulatory Asset is generated because of the difference
in accounting treatment.

In its petition, Peoples requests that the Commission dispose
of the June 30, 1997, balance in the West Florida reserve account
for environmental costs $475,306 by writing it against the December
31, 1997 balance of unamortized debt costs $637,521 related to West
Florida. Peoples did not address the increase in the environmental
reserve from July 1, 1997 to December 31, 1997, of approximately
$71,158 in icts petition. Pecoples states that this write-off will
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benefit both the ratepayers and the Company. Peoples contends that
the ratepayers will benefit because they will not have to support
a return on it as part of the rate base, and the Company will
benefit by having a more competitive balance sheet. Finally, the
proposal would dispose of the West Florida environmental clean-up
reserve related to the environmental cost accruals.

In Staff’s opinion, the impact on the balance sheet would be
immaterial and there would actually be an increase to rate base by
the amount of reduction to the liability account. Therefore,
ratepayers would face higher rates in the event the Company had a
rate proceeding under the Company’s proposal. In addition, the
Company’'s proposal would benefit current Peoples’' customers who did
not provide these funds, by reducing the amount of interest expense
embedded in the capital structure.

West Florida’s customers have provided funds for environmental
clean-up costs that were not incurred. Therefore, those customers
should be entitled to a refund of the current principal balance
plus interest from the date these excess costs were accrued. If
Peoples had not acguired WFNG, then Staff would most likely be
recommending that a refund be made by WFNG. We do not believe the
WFNG ratepayers should be denied a refund of amounts paid prior to
the merger just because there was a merger. In addition, if
Staff's recommendation in Issue 2 is approved, the $5200,000 annual
environmental accrual which was applicable to WFNG will be
decreased by $160,000 to approximately $40,000 annually. The
$160,000 will more than offset the annual amortization of the
refinancing costs incurred by Peoples.

The Commission authorized West Florida to accrue $198,312
annually for environmental costs. In Order No. PSC-94-0452-FOF-GU,
the Commission ordered that either at June 30, 1997, during Weat
Florida’s next rate case, or at the discretion of the Commission,
any accruals in excess of actual expenses would be reviewed and
subject to refund with interest or other disposition,
(independent of West Florida’'s earnings.) In addition, Order No.
PSC-94-0452-FOF-GU applied $515,622 of West Florida‘'s 1993 over
earnings to the environmental clean-up reserve and held it subject
to refund. The remaining balance of 1993 over earnings, plus
interest, was refunded to the customers. The Commission stated:

Because of the continued uncertainty of the potential
liability associated with the clean-up, the Company
requested that it be allowed to continue its annual
accrual of $198,312. As a concession for continuing the
accrual, the Company proposed that it would refund any
accruals in excess of actual expenses, plur interest. We
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believe that the Company'’'s proposal is reasonable, since
it will protect the Company against future liabilities
and the customer in the event the Company does not incur
anticipated expenses.

As of June 30, 1997, West Florida's environmental reserve balance
was $5475,306. In response to Staff’'s data request Peoples stated
that the balance in West Florida's reserve account had increased to
§546,464 at December 31, 1997, and had further increased to
$595,052 at March 31, 1998. Staff believes that the 1993 over
earnings of §515,622 which were applied to the reserve is the
contributing factor to the $546,464 reserve balance at December 31,
1997. Since these funds were not needed, Staff believes they
should be refunded to WFNG customers as contemplated in the above
Order.

Staff recommends that the Company’s proposed disposition of
the June 30, 1997 reserve balance of $475,306 be denied. Instead
the December 31, 1997 balance of 5546,464 be refunded, plus
interest, to West Florida‘'s customers on a cents per therm basis,
based on actual therm sales for the month of July 1998. The total
refund amount divided by July 1998 actual therm sales would be
refunded to customers in August, 1998. Any dollars remaining after
the refund, will be credited to fuel expense for the following
month after the refund is made. Within 60 days of the refund, a
complete report must be filed with the Division of Records and
Reporting indicating the total amount of refund, total amount of
interest, and total amount remaining, if any.
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