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PLEASE: STATE YOUR NAME AND BUSINESS ADDRESS. 

My name is Bruce Narzissenfeld and my business address is 702 N. 

Franklin Street, Tampa, Florida 33602. 

BY WHOM ARE YOU EMPLOYED AND IN WHAT CAPACITY? 

I am employed by Peoples Gas System (“Peoples” or the “Company”), as 

Control1e:r. 

ARE YOU THE SAME BRUCE NARZISSENFELD WHO HAS 

PREVIOUSLY FILED D m C T  TESTIMONY ON BEHALF OF 

PEOPLES IN THIS PROCEEDING? 

Yes. 

WHAT IN THE PURPOSE OF THIS REBUTTAL TESTIMONY? 

My rebu!ttai testimony is directed to several adjustments proposed by the 

witnesses for the Office of Public Counsel (“OPC”) and Mr. Roger 

Fletcher, a Utility Systems Engineer employed by the Commission. 

CAN ’YOU PROVIDE A BRIEF OUTLINE OF THE 

ADJUSTMENTS YOU WILL BE DZSCUSSING? 

Yes. I will be providing testimony regarding the following OPC and / or 

Commission Staff adjustments: 

a 

Accumulated deferred income tax increase related to bonus tax 

depreciation 

Expense reduction related to executive stock grants and 

incentive compensation 

Expense reduction related to Supplemental Executive 

Retirement Plan (SEW) cost allocated from TECO Energy 
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Expense reduction related to advertising 

Expense reduction related to sales and marketing 

Expense reduction related to rate case expense 

Expense reduction related to the meter sampling program 

0 Rate Base reduction related to non-utility use of land and 

structures 

DO YOU AGREE WITH MS. DeRONNE’S PROPOSED 

ADJUS’I’MENT OF $7,992,760 TO ACCUMULATED DEFERRED 

INCOMIE TAXES TO REFLECT THE IMPACT OF BONUS TAX 

DEPRECIATION CONTAINED IN THE ECONOMIC STIMULUS 

PACKAGE SIGNED INTO LAW IN MARCH 2002? 

No. The Company agrees that an adjustment is appropriate for the impact 

of bonus depreciation on accumulated deferred income taxes; however, we 

disagree with Ms. DeRonne’s calculation of the amount. 

HOW DlOES YOUR CALCULATION OF BONUS DEPRECIATION 

DIFFER FROM MS. DeRONNE’S? 

My calculation differs in two respects. First, my calculation reflects 

Peoples’ capital spending as revised in Exhibit - (JPH-2) prepared by 

Company witness Mr. Higgins. Second, as stated in her testimony and on 

Exhibit __ (DD-1) , Schedule D, Page 2, Ms. DeRonne assumes 100% of 

the Company’s projected additions qualify for bonus depreciation. She 

also testifies that “...the Company’s tax department would be more 

qualified to make an exact determination” of which additions will qualify 

for bonus depreciation. The Company’s calculation on Exhibit __ 
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(BNN-2) veflects the tax department’s review of capital projects and the 

exclusion of those additions related to contracts entered into prior to 

September 1 1,200 1. 

M A T  :HAVE YOU CALCULATED THE INCRJ3ASE IN 

ACCUMULATED DEFERRED INCOME TAXES TO BE 

RESULTING FROM BONUS TAX DEPRECIATION? 

The Cornpiny has calculated an adjustment of $4,278,225 to the 2003 

projected 1:est year 13-month average accumulated deferred income tax 

balance, which is detailed on Exhibit (BNN-2). Additionally, it should 

be noted tllat accumulated deferred income taxes are temporary in nature 

and will eventually reverse. Therefore, while the new law does have an 

impact on1 the Company’s 2003 accumulated deferred income taxes 

included in capital structure, the Company’s revenue requirements in 

future years will be adversely impacted when these temporary differences 

reverse. 

DOES TlHE RECOGNITION OF BONUS DEPRECIATION ON 

ACCUMULATED DEFELCRED INCOME TAXES REQUIRE ANY 

OTHER ADJUSTMENT TO THE COMPANY’S CAPITAL 

STRUCTURE=? 

Yes. To appropriately reflect the Company’s capital structure, it is 

necessary to decrease short-term debt by the identical amount that 

accumulated deferred income taxes are increased in connection with the 

recognition of this bonus depreciation. 

24 Q. WHY IS THE ADJUSTMENT TO SHORT-TERM DEBT 

APPROPRIATE? 
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To the extent bonus depreciation generates cash, this cash will be used to 

reduce thle Company’s short-term borrowings. 

OPC’S WITNESS CICCHETTI PROPOSED THAT THIS 

ADJUSTMENT BE MADE PRO-RATA OVER ALL INVESTOR 

SOURCES OF CAPITAL. WNY IS THIS NOT APPROPRIATE? 

It is not appropriate because the other sources will not be affected by this 

adjustment. In addition to short-term debt, the other investor sources of 

capital are customer deposits, long-term debt and equity. The Company 

will not refund deposits to customers, The Company, in all likelihood, 

will not reduce long-term debt because of “make-whole” provisions in the 

agreements as well as the relatively small dollar amounts in relation to the 

total debt outstanding. The Company’s equity would not be affected 

because ithe Company already dividends 100% of its earnings to its parent. 

Thus, what the Company would actually do with the additional funds 

generated by bonus depreciation is reduce short-term debt, which is why 

the appropriate adjustment is to short-term debt, rather than a pro-rata 

application over all investor sources of capital. 

HAVE YOU ElEVIEWED MS. DeRONNE’S PROPOSED 

ADJUSTMENT TO OPERATIONS AND MAINTENANCE 

(“OdkM!”) EXPENSE TO REMOVE PROJECTED EXECUTIVE 

STOCK GRANTS, AND M R  SCHULTZ’S ADJUSTMENT TO 

REMOVE INCENTIVE COMPENSATION COSTS ALLOCATED 

FROM TECO ENERGY? 

Yes. 
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BOW DO YOU RESPOND TO THESE PROPOSED 

mwsrmms? 
In her testimony, Ms. DeRonne proposed an adjustment of $444,000 to 

reduce C)&M expense for executive stock grants. Mr. Schultz proposes a 

similar adjustment of $289,975 to eliminate restricted stock as shown on 

Exhibit (HWS-l), Schedule H. Neither of these adjustments should 

be made, 

PLEASIE EXPLAIN YOUR RATIONALE FOR NOT MAKING 

THESE ADJUSTMENTS. 

Incentive compensation, including executive stock grants, is an integral 

compontmt of the total compensation package provided to officers. At 

both TECO Energy and Peoples, the determination of compensation for 

officers is administered by the four member Compensation Committee of 

the Board of Directors, which is composed entirely of independent, non- 

employee directors. This Committee recommends to the full Board the 

total connpensation package for officers. The objective of the Company’s 

compensation program is to attract and retain the talent needed to manage 

and build the Company’s business. The Committee seeks, therefore, to 

provide compensation that is competitive. To assist the Committee in its 

deteminlation of fair and appropriate compensation, the compensation and 

benefits consulting firm Towers Perrin performs annual studies of the 

value of total Compensation provided to officers, as it compares to that 

paid in the energy services industry and in general industry. A copy of the 

most recently received executive summary from Towers Perrin is attached 

as Exhibit (BNN-3). In determining an officer’s compensation, the 

5 



1 

2 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 Q, 

19 

20 

21 A. 

22 

Commitm first determines the appropriate total value of compensation 

and then, allocates this total amount among base salary, annual incentive 

awards end long-term incentive awards. Towers P e h  compared officers’ 

compensation to a composite in which the energy services industry was 

weighted at 60% and general industry at 40%. The results of this study 

found thlat officers’ cash compensation (which is defined as base salary 

plus anriual incentive award) was at the 50th percentile and long-term 

incentivt; awards (which consist of equity-based grants in the form of 

stock options and restricted stock) were at the 62nd percentile. 

Accordingly, the inclusion of both the incentive award and the stock 

grants as components of officers’ compensation yields results that are 

comparable with both the energy services industry and general industry. 

These awards and grants are appropriate components of the compensation 

package necessary to attract and retain the talent needed to manage and 

build the company’s business. They are components of a total 

compensation package and do not represent “additional,” “extra” or 

“excessive” compensation as asserted by Ms. DeRonne and Mr. Schultz. 

DO YOU AGREE WITH M R  SCHULTZ’S PROPOSED 

ADJUSTMENT TO REMOVE SEW COSTS ALLOCATED FROM 

TECO ENERGY? 

No. 

(HWS-11, Schedule H. This adjustment should not be made. 

Mc. Schultz proposes an adjustment of $159,647 on Exhibit 
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PLEASE EXPLAIN YOUR RATIONALE FOR NOT MAKING 

THIS ADJUSTMENT. 

The provision of a SERP is an integral component of the total benefits 

package provided certain officers of the corporation. The objective of the 

Cornpay’s executive benefit program is to assist in the attraction and 

retention of the talent needed to manage and build the Company’s 

business.. Oversight of the corporation’s executive benefit program is the 

responsibility of the four member Compensation Committee of the Board 

of Directors, which is composed entirely of independent, non-employee 

directors. This Committee recommends to the full Board benefits for 

officers of the corporation. The Committee seeks to provide a 

comprehensive benefit program that is market competitive. To assist the 

Committee in evaluating the market competitiveness of the corporation’s 

executive retirement program, the compensation and benefits consulting 

firm Towers Perrin recently conducted a study of the executive retirement 

program. Part of the study was to determine how TECO Energy’s SEW 

program compares to those provided in the energy services sector, as well 

as in general industry. Towers Perrin concluded that the SEW program of 

TECO Elnergy i s  within the boundaries of competitive practices for an 

organization of TECO Energy’s size, stature, and industry profile. The 

program is fully competitive with both general industry and the energy 

industry. The SEW is a component of a total benefit package and does not 

represen[ “additional,” “extra” or c‘excessive’’ compensation as asserted by 

Mr. Schultz. Therefore, no adjustment should be made. 
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HAVE YOU REVIEWED THE: ADVERTISING EXPENSE 

ADJUSTMENT PROPOSED BY MS. DeRONNE AND PRESENTED 

ON HER: EXHIBIT (DD-l), SCHEDULE C-4? 

Yes. In general, the Company finds Ms. DeRonne’s proposed adjustment 

of $127,757 reasonable. Staff witness Mr. Rohrbacher has also reviewed 

the advertising that is referred to by Ms. DeRonne and has proposed an 

adjustment of $132,285. The Company ’s concern is that only one of 

these adjustments should be made, not both. 

HAVE YOU REVIEWED MS. DeRONNE’S TESTIMONY 

REGARDING PEOPLES’ OUTSOURCING OF ITS SALES AND 

MARKE:TING FUNCTIONS TO TECO PARTNERS? 

Yes. Sht: makes a number of observations regarding Peoples’ decision to 

outsourcc these functions, and on her Exhibit - (DD-l), Schedule C-3, 

ultimate1:y proposes an adjustment to reduce sales and marketing expense 

in the 2003 projected test year by $802,122. 

DISRlEGlARDING FOR A MOMENT THE PRECISE 

ADJUSTMENT PROPOSED BY MS. DeRONNE, ARE THE 

OBSERVATIONS SHE MAKES =GARDING THE COMPANY’S 

DECISION TO OUTSOWRCE THESE FUNCTIONS ACCURATE? 

No. Ms. DeRonne gives the impression that inadequate due diligence was 

performed in the formation of TECO Partners and in the decision by 

Peoples to outsource its sales and marketing functions to this organization. 

The deci,sion to outsource the sales and marketing function was carefully 

examined and this decision was discussed with the Commission Staff prior 
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to commzncement as well as disclosed through Peoples’ filing of its 2001 

FPSC Armual Report (FERC Form 2). 

MS. DelRONNE STATES SHE WAS TOLD BY UNIDENTIFIED 

“COMP.ANY PERSONNEL” THAT THE COST REDUCTIONS 

PROPOSED AS A RESULT OF OUTSOURCING THESE 

FUNCTI[ONS WOULD BE 10% IN TJH3 FIRST YEAR, WITH 

ADDITIONAL 3% DECREASES THEREAFTER IS THIS 

STATEMENT CORRECT? 

I have no idea what Ms. DeRonne may have been told, but her fixation on 

a 10% sa.vings in the first year of the arrangement is simply mistaken. No 

one in the Company is aware of any documentation indicating that the 

12 

13 

14 

savings would be 10% in the first year of the arrangement, nor was it ever 

the expectation of anyone in Peoples’ management that a 10% savings 

would br: realized in the first year. If, in fact, Ms. DeRonne was told by 

15 

16 

17 

18 

19 

“Company personnel” of anticipated 10% cost reductions in the first year, 

such personnel was or were uninformed of the facts, andor whatever 

statement he, she or they may have made was either spoken, or taken by 

Ms. DeRonne, out of context. No 10% savings from the outsourcing by 

Peoples of its sales and marketing functions was at any time ever 

20 contemp Lated. 

21 Q. WHAT SAVINGS DID THE COMPANY ANTICIPATE IN THE 

22 FIRST YEAR? 

23 A. The savings Contemplated were estimated at 3%, which represented the 

24 absorption by TECO Partners of salary increases and inflation. 
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MS. DeR.ONNE HAS TESTIFIED IT IS CORRECT, AS STATED IN 

MR. srvm’s TESTIMONY, THAT THE M F R ~  INCLUDE 

REDUCTIONS FOR BOTH 2002 AND 2003 FROM SALES AND 

MARKETING EXPENSE RECORDED ON THE COMPANY’S 

BOOKS IN 2001. HOWEVER, SHE HAS ALSO TESTIFIED THAT 

THE SALES EXPENSE RECORDED IN ACCOUNT 912 FOR 2000, 

PRIOR TO OUTSOURCING THX SALES AND MARKETING 

FUNCTION, INCREASED FROM $3 MILLION IN 2000 TO $8 

MILLIOIN IN 2001. IS MS. DeRONNE’S TESTIMONY IN THIS 

REGARD CORRECT? 

Yes, the increase of $5 million is mathematically accurate. However, it 

does not compare the total sales and marketing expense in various 

accounts in 2000 with similar accounts in 2001. 

PLEASE: EXPLAIN HOW THESE ACCOUNTS SHOULD BE 

COMPARED. 

The correct analysis has been completed and is contained in Exhibit 

(BNN-4), which is identical to Peoples’ answer to Staffs Interrogatory 

No. 105. This schedule considers all categories of expenses that are 

associated with the performance’ of the sales and marketing services versus 

considering only the sales expenses charged to Account 912. Considering 

Account 912 expenses on a stand alone basis is not a correct or 

appropriate approach to determine actual sales and marketing expenses 

incurred by the Company. Ms. DeRonne’s acknowledges this fact in her 

testimony when she states “Consequently, a comparison of only Account 

, 912 to determine the impact of the cost reductions would not reflect an 

10 



1 

2 

3 Q m  

4 

5 

6 

7 A. 

8 

9 

10 

11  

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

accurate comparison of sales and marketing costs before and after the 

separation of TECO Partners, Inc.”. 

MS. DeRONNE STATES THAT NO COST BENEFIT ANALYSIS 

WAS CONDUCTED BY THE COMPANY PRIOR TO ITS 

DECIDING TO OUTSOURCE THE SALES AND MARKETING 

FUNCTI[ONS. IS THIS CORRF,CT? 

Yes. No formal cost benefit study was performed. However, as stated 

earlier, tlne Company carefulIy reviewed and thought out the decision to 

outsource its sales and marketing function. The outsourcing arrangement 

was not a last minute decision. An analysis was conducted and the 

characterization of how the amounts to be paid under the contract between 

Peoples and TECO Partners were determined was appropriately described 

in Peoplses’ answer to Staffs Interrogatory No. 106, As stated in the 

Company’s answer to that interrogatory, Peoples did not perform a formal 

“cost-benefit analysis.” Peoples performed an in depth analysis of its 

2000 exlpenses to determine the totai cost of its sales and marketing 

activities regardless of where the costs might have been charged 

(depreciation expense, taxes other than income, G&A expense, etc.). 

TECO F’artners then agreed to perform the same level of sales and 

marketing for less than Peoples would have otherwise paid. The decision 

to outsoilrce was a simple matter of getting the same services for less 

money. Again, stated in simple terms, it was a very easy decision for the 

Cornparry to make that they could receive, and are now receiving, the 

same services for less money. 
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Q. IS PEOPLES GAS THE ONLY COMPANY FOR WHICH TECO 

PARTNERS PROVIDES SALES AND MARKETING SERVICES? 

No. Peoples is only one of TECO Partners’ 17 customers. 

MS. DeRONNE EXPRESSES SOME CONCERNS REGARDING 

THE CONTRACT BETWEEN TECO PARTNERS AND PEOPLES. 

CAN YOU ADDRESS ITER VARIOUS CONCERNS? 

Yes. First, Ms. DeRonne expresses concern because the 2001 contract 

anticipates a payment from Peoples to Partners of $8.75 million, but when 

compared to the revised marketing costs for 2000, it was $8,75 1,680. She 

observed that these amounts are very close, and do not reflect a 10% 

savings. Her observation that the two amounts are very close is correct. 

However, as I have previously testified, Ms. DeRonne’s impression that 

there would be a 10% savings in the first year of the arrangement is 

erroneow. 

A. 

Q. 

A. 

Second, Ms. DeRonne was concerned because the agreements 

involved the shifting of Peoples Gas employees to a non-regulated affiliate 

company. These shifts of employees were reported on the FPSC Annual 

Report (FERC Form 2) which contains a specific area far reporting 

transfers ,. 

Third, Ms. DeRonne states that very little information was 

provided to justify the contract amounts and the level of expenses included 

in the projected 2003 test year for these agreements. This is simply not 

the case., First and foremost, the MFRs clearly state that the level of 

expenses included for the payments required by the Company’s contract 

are projtxted to decrease 3% from the 2002 contract payments. Aside 
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from this, the Company firmly believes that it was more than cooperative 

in providing to the OPC and the Commission Staff virtually every one of 

the broad categories of documents relating to TECO Partners and the 

Company’s decision to outsource its sales and marketing functions. The 

Company also responded to numerous interrogatories propounded by both 

the OPC and the Commission Staff, and responded to all audit requests on 

the subject made by the Commission’s audit personnel. Ms. DeRonne’s 

concerns are simply unfounded. 

9 . Q. MS. DkRONNE; HAS SUGGESTED THAT THE COMMISSION 

10 CONSIDER INITIATING A MORE IN-DEPTH INVESTIGATION 

11  INTO THE RELATIONSHIP BETWEEN TECO PARTNERS AND 

12 PEOPLIES GAS SYSTEM. DO YOU AGRJ3E WITH THIS? 

Given the complete disclosures as indicated in the Company’s FERC 

Form 2, discussions with the Commission Staff, and representatives of the 

Office of Public Counsel (including Ms. DeRonne), the audit recently 

conducted in this rate proceeding, and the Company’s responses to 

voluminous discovery in this case, Peoples believes the investigation 

suggested by Ms. DeRonne would be redundant. Nevertheless, the 

Cornparry would not oppose such an investigation because it firmly 

believes the actions it has taken in connection with the outsourcing of the 

sales and marketing functions to TECO Partners have been prudent, 

appropriate, reasonable, and completely “above board .” 

DO YOU AGREE WITH MS. DeRONNE’S PROPOSED 

ADJUSTMENT TO SALES AND MARKETING EXPENSE OF 

%802,12:2? 

13 
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No. The entirety of the adjustment is based on a 10% reduction of the 

Company’s 2000 marketing expense as calculated by Ms. DeRonne. AS I 

have previously testified, the 10% reduction is erroneous and unsupported. 

Therefore, this calculation is not accurate and no adjustment is required or 

should be: made. 

DO YOU AGREE WITH MS. DeRONNE’S PROPOSED 

ADJUSTMENT TO RATE CASE EXPENSE? 

No. The $60,000 adjustment proposed by Ms. DeRonne in her testimony 

is not ap:propriate. The expense proposed by the Company in the MFRs 

was bawd on two components: the dollar amount of rate case expense 

($240,000) that the Company at that time estimated it would incur in the 

case, and. the period of time over which this expense should be recovered 

(two years). Ms. DeRonne’s proposed adjustment is directed to the 

amort idon period component, so I will address that component fmt. 

The amortization period chosen is largely a matter of judgment, 

giving consideration to past history as well as financial impact to the 

ratepayers. Through the many cost-saving measures implemented by the 

Company, which have been discussed throughout this proceeding, Peoples 

has been successful, until now, in avoiding a proceeding for increased 

rates for more than 10 years. To look at past history, one must go back to 

the period from 1981 to 1991. During that 10 year period, the Company 

had five rate cases, or an average of one every two years. The choice of 

an amortization period is a matter of judgment, and Ms. DeRonne’s use of 

four years is no more supported than the Company’s use of two years. 
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The other component - the expense estimated to be incurred by the 

Companji in this proceeding - is no longer appropriate. The estimate of 

$240,0001 at the time the Company’s MFRs were filed was based on 

Peoples’ experience in its past rate cases, However, the intensity of the 

discovery conducted in this proceeding has made past history meaningless. 

As a result, the Company has experienced, and is experiencing, 

significantly higher costs than have ever been incurred in its prior cases. 

Among the areas in which these higher costs have been incurred are higher 

overtime costs as a result of the Company’s almost continuous efforts to 

respond to a vastly increased number of interrogatories and production 

requests, higher expertloutside witness costs as a result of multiple 

depositions, and higher legal costs as a result of the significant increase in 

discovery and resisting a motion to compel discovery from the Company 

of documents in the possession and control of its affiliates. 

DO YOU HAVE A REVTSED PROJECTION OF THE COMPANY’S 

RATE CASE EXPENSF,? 

Yes. The Company’s new and more accurate projection of its rate case 

expense is $350,000, or an increase of $1 10,000. 

WHAT EFFECT WOULD THIS HIGHER U T E  CASE EXPENSE 

HAVE ON THE AMORTIZATION INCLUDED IN THE 

COMPANY’S MFRs? 

Based on a two year amortization period, this higher cost would result in 

an increase in rate case expense amortization of $55,000. Thus, the 

amortizrition of rate case expense included in the projected test year 

should he increased from $1 20,000 to $1 75,000. 
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ARE YCW FAMILIAR WITH THE ADJUSTMENTS PROPOSED 

BY MR FLETCHFX IN HIS TESTIMONY? 

Yes. 

DO YOU A G E E  WITH THE ADJUSTMENTS PROPOSED BY 

MR. FLIETCHER? 

I disagree with two of his proposed adjustments. First, Mr. Fletcher 

proposed an adjustment to reduce expenses in Account 878 by $1,617,598 

related to the Company’s meter sampling program. This adjustment is 

discussed at lines 11 through 19 on page 5 of his direct testimony. 

Second, Mr. Fletcher has proposed adjustments reducing rate base to 

reflect non-utility use of land and structures. 

discussed at lines 1 through 19 on page 4 of his direct testimony. 

IS MR. FLETCHER’S PROPOSED ADJUSTMENT OF $1,617,598 

TO ACCOUNT 878, RELATED TO THE COMPANY’S METER 

SAMPLING PROGRAM, APPROPRIATE? 

Absolutely not. There are at least two flaws in the stated rationale for the 

adjustment. 

WHAT IS TJ3E COMPANY’S METER SAMPLING PROGRAM? 

These adjustments are 

In 1998, the Company initiated a statistical meter sampling program 

pursuani to Commission Rule 25-7.064, to replace its former 10 year 

meter change-out program. The new program, which was approved by the 

Commission, is a sampling plan which uses military standard sampling 

techniques to identify how many meters will be removed from the field 

and test’ed to verify they satis@ meter accuracy standards. Based on the 

total number of meters that Peoples has in service, the military standard 
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establishcs 315 as the minimum number of meters that must be tested in 

order to insure the accuracy of the sample. 

PLEASE: EXPLAIN THE FLAWS IN THE ADJUSTMENT 

PROPOSED BY MR. FLETCHER. 

As I staited earlier, the military standard used in the new program 

establishes 315 as the minimum number of meters that must be tested in 

order to insure the accuracy of the sample. Mr. Fletcher incorrectly 

characterizes 315 as being the normal number of meters tested and 

proposes an adjustment to normalize expenses to that level. This is an 

incorrect adjustment to make because it assumes the only meters to be 

tested are those making up the minimum sample. Mr. Fletcher also 

contradicts his position regarding what is normal by pointing out that 

“since the initiation of the sampling program in 1998, each year the 

statistical sample group has failed to meet accuracy requirements.” In 

other words, each year Peoples has been required to test more than the 

minimum 315 meters, so to say that 31 5 is “normal” is unsupported by the 

facts. 

WJUT ARE THE OTHER PROBLEMS WITH MR. FLETCHER’S 

PROPOSED ADJUSTMENT TO ACCOUNT 878? 

Even if one was to accept that some normalization is appropriate (which 

Peoples does not accept), Mr. Fletcher’s proposed adjustment to O&M 

Expense Account 878 is incorrect. In calculating his adjustment, Mr. 

Fletcher took into coiisideration Change-Out Installation Expense 

(estimated at $63.03 per meter), Meter Removal Expense (estimated at 

$13.45 per meter), and Meter Testing Expense (estimated at $6.00 per 
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meter). When, in the course of the sampling program, the Company 

identifies a failed family of meters, the Company initiates a program to 

retire the meters in t h e  failed family and replace them with new meters. 

As such, for the failed family of meters, the Change-Out Installation 

Expense of $63.03 per meter and the Meter Removal Expense of $13.45 

per meter are charged to capital, not to O&M Expense in Account 878 as 

suggested by Mr. Fletcher. 

ARE YOU SUGGESTING THAT SEPAR4TE ADJUSTMENTS 

SHOULID BE MADE TO CAPITAL AND O&M EXPENSE 

RELATING TO THE METER SAMPLING PROGRAM? 

No. In the case of the Meter Testing Expense, which is an O&M expense, 

no adjustment should be made for the reasons stated above; that is, the 

expense :level included in the Company’s MFRs is not abnormal or non- 

recurring. In the case of the Change-Out Installation Expense and the 

Meter Removal Expense, no adjustment should be made for two reasons. 

First, as previously stated, the level of meter change-outs is not abnormal. 

Second, even if it were deemed to be abnormal, accelerated meter 

retirements, shortened service life, and the associated removal costs are 

items that are usually dealt with in a depreciation study. In a depreciation 

study, average service life as well as higher negative salvage (removal 

cost) are items that are considered in setting appropriate depreciation rates. 

Thus, it ,would be inappropriate to make any adjustment to capital in this 

proceeding because these costs were prudently incurred and the assets are 

used and useful in providing utility service. 
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MR. FLETCHER HAS PROPOSED AN ADJUSTMJ3NT 

REDUCING RATE BASE TO REFLECT NON-UTILITY USE OF 

LAND AND OFFICES. DO YOU AGREE WITH MR 

FLETCHER’S PROPOSED ADJUSTMENT? 

In general, I do not disagree with Mr. Fletcher’s analysis and the 

methodo:logy used to allocate a portion of certain land and buildings to 

non-utiliiy. There is, however, one portion of his adjustment that needs to 

be addre:;sed. 

A s  indicated by witness J. Paul Higgins, Peoples’ capital spending 

in 2002 imd 2003 will be less than was originally included in the MFRs. 

One of the items included in this reduction in spending for 2003 is the 

Company’s elimination of its South Florida Regional Ofice. Mr. Fletcher 

correctly points out that this office will not be used and useful, and has 

included this in his proposed adjustment. If an adjustment is made to plant 

in servicle based on the Company’s Exhibit (JPH-2), then that portion 

of Mr. Fletcher’s adjustment relating to the South Florida Regional OEce 

should not be made as this would result in the adjustment’s being doubled 

counted. Exhibit (BNN-5) shows the adjustment proposed by Mr. 

Fletcher with the portion of the adjustment relating to the South Florida 

Regional Office removed. 

WHAT ARJI THE COMPANY’S PLANS FOR THE SOUTH 

FLORIIIA REGION OFFICE IF THIS BUILDING IS REMOVED? 

In lieu of an owned facility, it is anticipated that office space will be 

leased. There is currently a proposal to lease 4,300 square feet at an 
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2 increased by $67,845 annually. 

3 Q. DOES THIS CONCLUDE YOUR TESTIMONY? 

4 A. Yes. 

annual rent expense of $67,865. As such, rent expense should be 
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PEOPLES GAS SYSTEM 
Projected Test Year Ended December 3 1,2003 

Additional Accumulated Deferred Income Taxes - Revised Depreciation Projections 

Line 
No. 

1. 

2. 
3. 
4. 

5 .  

6.  
7. 

- 

8. 
9. 

10. 

11. 

12. 

13. 
14. 

15. 

16. 

Description 

Revised 2002 Tax Depreciation 
2002 Book Depreciation 
Projected 2002 Depreciation M- 1 
2002 Depreciation M- 1 Reported on M F h  
Additional M- 1 
Tax Rate 
Addition to Deferred Income Tax Balance - 2002 

Revised 2003 Tax Depreciation 

2003 Book Depreciation 
Projected 2003 Depreciation M- 1 

2003 Depreciation M- 1 Reported on MFRs 
Additional M- 1 

Tax Rate 
Addition to Deferred Income Tax Balance - 2003 

Total Addition to Deferred Income Tuc Balance - Year End 

Total Addition to Deferred Income Tax Balance - 13 Month Average 

Amount 

1 5,4 1 9,000 

I 7,496,000 I 
7,923,000 

Exhibit No. 
Docket No. 020384-GU 
Peoples Gas System 

Page 1 of2 
(BNN-2) 

Reference 

Exhibit-(JPH-2) 
Line 1 Less Line 2 
MFR Schedule (3-2, p. 249 
Line 3 Less Line 4 

I 35%1 
2,773,050 Line 5 x Line 6 

I I 

14,98 1,000 

I 6,380,000 1 
8 4 0  1,000 

35% 
3,010,350 - 
5,783,400 

4.278.225 

Exhibit-(JPH-2) 
Line 8 Less Line 9 

MFR Schedule (3-2, p. 252 
Line 10 Less Line 1 I 

Line 12 x Line 13 

Line 7 f Line 14 

Exhibit-(BNN-2), page 2 
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12377 Merit Drive, Suite 1200 
Dallas. TX 7525'-3234 
972 701-2510 
Fa x: 972 701-257 8 
E·mail : eltermj@ towers .comTowers Pen-in 

VIA EXPRESS COURIER 

PERSONAL AND CONFIDENTIAL 

April 5, 2002 

Mr. Clint Childress 
Vice President - Human Resources 
TECO Energy, Inc . 
702 N. Franklin Street 
Tampa, FL 33601 

RE: 2002 Long-Term Incentive Strategy and Grant Guidelines 

Dear Clint: 

At your request, Towers Perrin has prepared this letter report detailing our 
recommended long-term incentive strategy and grant guidelines for TECO Energy 
executives and management. Our analysis and recommendations include 
prospective grant levels for approximately 34 executives and management 
employees. 

Competitive Analvsis and Methodology 

In recent years, Towers Perrin has developed long-term incentive grant guidelines for 
TECO Energy executives at the 50'h and 62'd percentiles of the competitive market. 
For the past two years, the Compensation Committee has allowed for grants to occur 
at the 62,d percentile. We are recommending that the Committee consider adopting 
62,d percentile grant guidelines for 2002 as well. 

In developing our grant guidelines, we have used "blended rates" in consideration of 
the Company's sources of revenues; 60 percent of TECO's revenues are derived 
from the regulated utility business and 40 percent of TECO's revenues are derived 
from the non-regulated business sector. Accordingly, we have weighted our long
term incentive survey data as 60 percent energy services industry and 40 percent 
general industry to reflect the business sectors in which TECO Energy competes. 

The competitive data has been developed using Towers Perrin's expected value 
methodology for the valuation of long-term incentive awards. Stock options have 
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been valued by use of the Black-Scholes Option Pricing Model. Key assumptions and 
terms used in calculating the expected value of a TECO Energy stock option are cited 
below: 

Table A 

Black-Scholes Option - Value of a TECO Energy Stock Option 


Share Price = $26.94 (FMV on 3/19/2002) 

Option Strike Price = $26.94 (FMV on 3/19/2002) 

Option Term = 10 Years 

Dividend Rate = 5.61% 

Risk·Free Rate = 5.69% 

Volatility = 25.36% 

Black-Scholes Ratio = 18.20% 

Stock Option Value = $4.91 


Recommended Form of Long-Term Incentives 

For the past two years, TECD Energy has granted long-term incentives in two forms: 
(1) stock options and (2) performance-based restricted shares. The performance
based restricted shares are earned over a three-year performance period based upon 
TECD Energy's total shareholder return ("TSR," the gain in share price plus the value 
of reinvested dividends over the measurement period). The long-term incentive 
strategy has been to grant 50 percent of the competitive long-term incentive value at 
the 50th percentile in the form of stock options and 50 percent of the competitive 
long-term incentive value at the 50th percentile in the form of performance-based 
restricted stock. Based upon performance considerations, we have recommended to 
the Committee in each of the past two years to gran t TECD Energy executives long
term awards at the 62nd percentile. This has been achieved by increasing only the 
performance-based restricted shares by the competitive amount to reach the 62nd 

percentile positioning . 

For the 2002 award cycle, Towers Perrin recommends that TECD Energy make a 
slight sh ift in its long-term incentive strategy to address competitive market issues. 
W e recommend that TECD Energy make grants in 2002 at the 62nd percentile of 
competitive practice in recognition of the Company's financial performance (to be 
discussed in detail in subsequent paragraphs of this letter) as well as including a third 
long-term element in the form of time-lapse restricted stock. The resultant long-term 
incentive strategy would have the following three components of long-term award 
opportunity at the 62nd percentile: 
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Table B 

Recommended 2002 Long-Term Incentive Award Vehicles 


Percent of LTI Component 
LTI Element Expected Value 

Slock Options 33.34% 

Performance-Based Restricted Stock 33.33% 

TIme-Lapse Restricted Stock 33.33% 

Time-lapse restricted shares differ from performance-based restricted shares in that 
the restrictions on full ownership lapse at the end of the designated restricted period 
based upon the passage of time only. We recommend that the TECO time-lapse 
restricted shares have 100 percent of the restrictions lapse after three years from the 
date of grant_ Another distinction between time-lapse restricted shares and 
performance-based restricted shares is the preferential accounting treatment 
afforded time-lapse restricted stock. Time-lapse restricted shares are expensed by 
taking the grant price times the number of shares granted and amortizing the 
expense over the restricted period (three years). None of the appreciation in share 
price above the initial grant price has to be expensed with time-lapse restricted 
shares. Performance-based restricted shares receive variable accounting treatment 
in that any changes in share price and the number of shares earned must be 
expensed over the restricted period. 

Our rationale in recommending the addition of time-lapse restricted shares to the 
TECO Energy long-term incentive strategy is two-fold. First, the addition of time
lapse restricted shares w ill better align TECO Energy with competitive practice in the 
utility industry. Many large util ities such as FPL Group, Progress Energy, Duke 
Energy, Entergy, Dominion, and The Southern Company have adopted time-lapse 
restricted share plans in recent years to assist their organizations with executive 
retention needs. Towers Perrin's Compensation Data Bank reported in late 2001 that 
35 percent of the 78 companies in our electric utility/energy services database use 
time-lapse restricted shares. The second reason underlying our recommendation is 
the difficulty in establishing meaningful performance targets and metrics in the 
current economic environment. During the past 12 months, the electric utility 
industry has been affected by numerous external matters that have impacted 
performance - the California energy crisis, the greater uncertainty in many states 
regarding deregulation, the downturn in the U.S. and global capital markets, and 
more. These external events have made it increasingly difficult for utilities' top 
management to respond to a more competitive marketplace. As a result, many 
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companies have turned to time-lapse restricted stock to provide a portion of their 
long-term incentive opportunities to management. , .' 

Recommended Grant levels 

In the attached Exhibit 1, Towers Perrin has developed recommended grant levels for 
34 TECO Energy executives and managers. The recommendations reflect th e 
proposed executive com pensation strategy of 33 percent stock options and 33 
percent each in time-lapse and performance-based restricted shares. The new 
recommended approach results in approximately $400,000 m ore in prospective 
accounting expense and the same approximate number of shares (955,864 versus 
953,944) than the prior approach of the past two years. Table C below sets forth a 
comparison of the two approaches from a prospective dilution and expense basis. 

Table C 

Comparative Analysis of New Recommended Approach to LTI 


Strategy with the Approach of the Prior Two Years 


Prior Approach Used Recommended 
in 2000 & 2001 Approach for 2002 

1) Competitive L TI Expected Value @ 62" 
Percentile for All Participants (in $000) $10,315.0 $10,315.0 

2) Recommended Stock Option Grant 
Number of Shares 698.283 700,630 
Prospective Accounting Expense $0 $0 
(in $000) 

3) Recommended Performance-Based 
Restricted Stock Grant 

Number of Shares 255,661 127,617 
Prospective Accounting Expense $6,887.5 $3,842.1 
(in $000) 

4) Recommended Time-Lapse Restricted 
Stock Grant 

Number of Shares N/A 127,617 
Prospective Accounting Expense NfA $3,438.0 
(in $000) 

5) Totals for All Award Types 
Expected Value (in $000) $10,315.0 $10,315.0 
Number of Shares 953,944 955,864 
Prospective Accounting Expense $6,887.5 $7,280.1 
(in $000) 

Footnotes: 
(1) 	 The prospectrve accounting expense for time·lapse restricted she res is the present value of the shere price 

Llmes the number of shares granted. 
(2) 	 The prospective accounting expense for the performence-based restricted shares is the value of the she,e 

price at grant times en annu81 growth rete of 10 percent annually times the number of shares gr8nted. for 
three yeers, discounted to tod!!ly's present v81ue!!ll 8n annual discount rate of 6 percent. 
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It should be noted that the prospective dilution of 955,000 shares granted in options 
represents approximately .7 of one percent of total shares outstanding. 

Finally, we should note that the current TECO Energy long-term incentive plan allows 
for the grant of time-lapse restricted shares. The plan has been approved by 
shareholders previously and would not require a shareholder vote in the current 
proxy. 

Rationale for 62" Percentile Grant Levels 

TECO Energy's executive compensation philosophy has been to pay executives at 
the 50lh percentile of competitive practice. The Company has maintained this policy 
for the past ten years or more; in 2000 and 2001, the Compensation Committee 
approved a departure from this practice by allowing the long-term incentive 
component to be 62" percentile awards. 

Towers Perrin has examined TECO Energy's performance compared to 12 other 
southern U.S. utilities in the attached Exhibit 2. The 12 comparator utilities were 
se lected by Towers Perrin at random to show overall market results in the energy 
services sector in 2001 as well as over the past two to three years. TECO Energy's 
total return to shareholders for 2001 has been negative due to a downturn in share 
price which is not reflective of the Company's financial performance. TECO Energy 
ranks in the upper quartile on both return on equity and EPS growth for the past 12 
months and three years, and it is on this basis that we support long-term incentive 
grants at the 62nd percentile in the form of performance-based restricted stock. 

* * * * 
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We hope that this letter and the attached Exhibits clearly portray our 
recommendations for the 2002 long-term incentive grants,, Should you have any 
questions, phase feel free to call me directly. 

Very tr+, 

JRE:dh 

Attachments 
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(BNN-5) 

SOUTH FLORIDA REGIONAL OFFICE BUILDING REMOVAL AS 
PR,OPOSED BY MR. FLETCHER 

Account 374 Account 375 Account 390 1 s  
Plant Adjustment 
Proposed Adjustment $637,019 $1,194,393 $46,105 $1,877,5 17 
Less S .  Florida Regional Office 589,000 1,069,145 0 1,658,145 
Revised Adjustment w %&=JGa&B %219.372 

Depreciation Reserve Adjustment 
Proposed Adjustment 
Less S. Florida Regional Office 
Revised Adjustment 

$ 51,160 
26,878 

u24.282 

$ 7,576 
0 

G!ziz!2 

S 58,736 
I 26,878 
$,Am 




