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Case Background

This proceeding commenced on August 11, 2008, with the filing of a petition for a
permanent rate increase by Peoples Gas System (Peoples, PGS, Utility or Company). The
Company is engaged in business as a public utility providing gas service as defined in Section
366.02, Florida Statutes (F.S.), and is subject to the jurisdiction of the Commission. Peoples
provides gas service to 338,790 customers in the following counties: Bay, Broward, Charlotte,
Clay, Collier, Dade, Duval, Gilchrist, Hernando, Highlands, Hillsborough, Lafayette, Lake Lee,
Levy, Liberty, Manatee, Marion, Martin, Orange, Osceola, Palm Beach, Pasco, Pinellas, Polk,
Sarasota, Seminole, St. Johns, Sumter, Volusia, Wakulla, and Union. Since the last rate case,
Peoples added approximately 100,000 residential and commercial customers.

Peoples requested an increase in its retail rates and charges to generate $26,488,091 in
additional gross annual revenues. This increase would allow the Company to earn an overall rate
of return of 8.88 percent or an 11.50 percent return on equity (range 10.50 percent to 12.50
percent). The Company based its request on a projected test year ending December 31, 2009.
Peoples stated that this test year is the appropriate period to be utilized because it represents the
conditions to be faced by the Company, and is representative of the customer base, investment
requirements, throughput levels, and overall cost of service to be realized for the period when the
new rates will be in effect.

In Peoples last rate case, it was granted a final revenue increase of $12,050,000 by Order
No. PSC-03-0038-FOF-GU." In that order, the Company’s jurisdictional rate base was found to
be $505,441,206 for the projected test year ended December 31, 2003, The allowed rate of
return was found to be 8.83 percent for the test year using an 11.25 percent return on equity.

In the instant docket, Peoples was granted an interim revenue increase of $2,380,000 by
Order No. PSC-08-0696-PCO-GU.? In that order, the Company’s Jurisdictional Adjusted Rate
Base was found to be $515,212,000 for the 2008 interim test year. The allowed overall rate of
return was found to be 8.31 percent for the test year using a return on equity (ROE) of 10.25
percent, which is the minimum of the authorized range for an ROE of 11.25 percent from the last
rate case.

Intervention was granted to the Office of Public Counsel (OPC) ® and Florida Industrial
Gas Users (FIGU’s) * intervened in this proceeding.

Customer service hearings were held in Panama City on November 7, 2008, and in
Jacksonville on November 14, 2008, and no customers attended either service hearing.
Customer service hearings were also held in Orlando on January 13, 2009, Tampa and Charlotte
County on January 14, 2009, and Hollywood on February 2, 2009. Ten customers presented
testimony. There were no complaints related to Peoples’ gas service. A technical hearing was
held on March 4-5, 2009, in Tallahassee. At the start of the hearing, the following issues were

'ssued January 6, 2003, in Docket No, 020384-GU, In re: Petition for rate increase by Peoples Gas System.

* 1ssued October 20, 2008, in Docket No. 08031 8-GU, In re: Petition for rate increase by Peoples Gas System.

* See Order No. PSC-08-0532-PCO-GU, issued August 18, 2008, in Docket No. 080318-GU, In re: Petition for rate
increase by Peoples Gas System.

4 See Order No. PSC-08-0532-PCO-GU, issued August 18, 2008, in Docket No. 080318-GU, In re: Petition for rate
increase by Peoples Gas System.
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stipulated: 2, 3, 12, 16, 19, 21, 22, 27, 45, 47, 48, 51, 52, 53, 56, 58, and 59. This
recommendation addresses Peoples requested permanent rate increase. The Commission has
jurisdiction pursuant to Sections 366.06(2) and (4), and 366.071, F.S.
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Discussion of Issues

TEST PERIOD

Issue 1. Are the historical base year ended December 31, 2007, and the projected test year
ending December 31, 2009, the appropriate test years to be utilized in this docket?

Recommendation: The historical base year ended December 31, 2007, and the projected test
year ending December 31, 2009, as adjusted, reflect the appropriate rate base, cost of capital, and
net operating income. Therefore, the historical base year ended December 31, 2007 and the
projected test year ending December 31, 2009 are the appropriate test years. (Kaproth, Klancke)

Position of the Parties

PGS: Yes. The calendar year 2009 is appropriate because it best represents the operating
conditions during the period when the new rates will be effective.

OPC: No Position.

FIGU: FIGU cautions against projected test years which vary from the statutory mandate of
§366.06 Florida Statutes that the Commission should only approve rates using the depreciated
investment in utility plant that is actually in use and useful service.

Staff Analysis: At the hearing, witness Cantrell read from PGS’ test year letter dated June 12,
2008 that, “[t]he proposed 2009 test year will most accurately reflect the economic conditions
during the first 12 months the new rate will be in effect.” (TR 60} Witness Cantrell testified that
the test year was based on the best projections at that time and not on the current economic
conditions. (TR 60} In extensive cross examination, witness Cantrell agreed that the ratepayers
throughout the PGS service area were hurting because of the downturn in economic conditions,
as a result of job losses and the decline in the real estate market. (TR 64-67) Witness Cantrell
explained that if the Utility filed its MFRs in the current economic climate, the Utility’s
requested revenue increase would be greater because of a decrease in the projected revenues
from the future customers. (TR 86-87)

The test year letter stated that since the last historical base year, the Consumer Price
Index (CPI) has increased more that 17 percent.

During cross examination, witness Cantrell emphasized that PGS is receiving more
requests for service. For example, the opportunity to extend lines to serve six or seven asphalt
plants around PGS’ service territory. (TR 67) Witness Cantrell also noted that PGS will provide
gas to a steel plant that is coming online south of Ocala. (TR 67) Even though usage per
customer has decreased in many segments, PGS sees no drop-off in the commercial sector
because of the increase in customers that want natural gas service. OPC pointed out that
commercial customers were using less therms of gas because of the slow down in the economic
conditions for BPB Celotex, National Gypsum Co. and United States Gypsum Company-D.L.P.
(TR 67-68) At the hearing, witness Cantrell stated that even though United States Gypsum
Company used 3.2 million less therms, this would equate only to a $116,000 decrease in
revenues at 3.5 cents per therm. (TR 93-94)
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Witness Cantrell further explained that even though the initial revenue requirement
increase was $15-20 million in the 2008 Business Plan, PGS requested $26 million because of
the economic slow down, the decrease in therm usage, and PGS’ revenue forecast. Witness
Cantrell further explained that if the case were filed today, the requested revenue increase would
be even higher than the $26 million currently requested. (TR 85-87)

FIGU asserted that the Commission should exercise caution when using a projected test
year that is 18 months from the filing of the test year letter. Section 366.06, F.S., states that the
Commission should only approve rates using the depreciated investment in utility plant that is
actually in use and useful in providing service. (FIGU BR 5) When the time lag for a projected,
test year is too far in the future from the base year, it becomes more difficult to verify the used
and useful plant in service that is necessary to comply with Section 366.06, F.S. (FIGU BR 6)

The real estate market has deteriorated and unemployment has risen in the PGS service
area since the test year letter was filed on June 12, 2008. The current economic climate may
improve because of the federal economic stimulus package that will be effective in 2009 and
future years.

FIGU asserted that the Florida Administrative Procedures Act requires regulatory
agencies to express their governing policies by adopting rules.” FIGU further stated that the
Commission has rules but their applicability is developed using common law principles on a case
by case basis. (FIGU BR 2) The current rulings and findings set precedents for future cases with
similar issues. Staff believes that the regulatory process, which includes auditing the company,
issuing discovery requests, conducting depositions and holding a hearing, would uncover any
consequential financial and account excesses that would be represented in the projected 2009 test
year.

Based on the above, staff believes the historical base year ended December 31, 2007, and
the projected test year ending December 31, 2009; as adjusted, reflect the appropriate rate base,
cost of capital, and net operating income. Therefore, the historical base year ended December
31, 2007 and the projected test year ending December 31, 2009 are the appropriate test years.

*Section 120.52(16) F.S. pfovides that “rule” means cach agency’s statement of general applicability that
implements, interprets, or prescribes law or policy.
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Issue 2: Are the projected bills and therms for the test year ending December 31, 2009,
appropriate for use in this case?

Approved Stipulation: Yes. The projected bills and therms for the test year ending December
31, 2009 are appropriate for use in this case.

QUALITY OF SERVICE

Issue 3: Is the quality of gas service provided by PGS adequate?

Approved Stipulation: Yes.

RATE BASE

Issue 4: DROPPED
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Issue 5: Should any adjustments be made to Projected Plant, Accumulated Depreciation, and
Depreciation Expense?

Recommendation: Yes. The 2009 projected test year 13-month average Projected Plant, and
Depreciation Expense should be reduced by $1,959,308 and $113,640, respectively, and
Accumulated Depreciation should be increased by $795,371 resulting from 2008 and 2009
activities. (Gardner, Rieger)

Position of the Parties

PGS: Yes. The 2009 13-month average net Plant In Service will exceed the amount projected
by approximately $6.4 million due to actual results for 2008.

OPC: Distribution plant should be reduced by $15 million to account for the historical level of
capital spending, the unwarranted excessive increase in capital spending in the base year and
projected capital spending for the test year when contrasted with the economic conditions in the
service territory and the State.

FIGU: FIGU takes no position on this issue.

Staff Amnalysis: The Company’s MFRs indicated a 13-month average for Plant in Service and
Accumulated Depreciation for the 2009 projected test year of $989,149,922 and $426,364,359,
respectively. PGS believes that the 2009, 13-month average net Plant in Service, should include
approximately $6.4 million in actual expenditures for 2008.

People Gas System

PGS witness Higgins testified that the factors which contributed to the over six years of
growth in rate base included: 1) the increase of about 100,000 new residential and commercial
customers, 2) the addition of over 1,500 miles of main to support growth, 3) increased need for
maintenance capital expenditures, and 4) significant relocation of facilities due to the rapid
expansion of highways and roads throughout the State of Florida. (TR 313)

System Expansion

PGS witness Binswanger testified that PGS uses a multi-step decision process to serve
new developments. He stated that the Company must first identify the development of gas load
potential, secondly, design the distribution main, and finally, design the supply main. He further
stated that by establishing the gas load potential, the Company is able to establish the residential
and commercial mix, and the timeline for build-out. (TR 469) He contended that the distribution
main and service lines size are based on hourly demand for gas. In addition, witness Binswanger
testified that the gas load information enables the PGS engineers to properly size the distribution
mains and service lines to properly transport gas to customers anytime. He also stated that the
size of typical distribution mains range from two inches to four inches, and service lines range in
size from three-quarters of an inch to two inches. Furthermore, he stated that the completion of
the design of the distribution mains and service lines to serve a development, results in the
design criteria for a natural gas distribution system and estimates of construction cost.
Additionally, he stated that the natural gas supply main and associated appurtenances connects
the development distribution system to the interstate transmission pipeline system or an existing

-9-
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Peoples supply main. In the final step, witness Binswanger further asserted that the supply main
design requirements include the length of the main, hourly customer demand, and available gas
pressure. (TR 470)

Government-Mandated Line Relocation

According to witness Binswanger, the Company used different government-owned public
rights-of-way, including those owned or controlled by the Florida Department of Transportation.
He stated that the provisions for public utilities to use the rights-of-way were established by
statute, regulation, ordinance, or franchise agreements. He further stated that the Company is
required to move any installed mains or service lines under or along public rights-of-way when
they are ordered by a governmental entity. He contended that in “most instances” it is at the
Company’s expense, without reimbursement, to meet its service obligations. (TR 473) In
addition, the Company’s right to install supply and distribution mains in public rights-of-way is
subject to PGS relocating any facilities if conflict develops when work is done by or for
governmental entities. (TR 474) He further contended that once PGS receives a relocation order,
it means that the Company has been put on notice that at some point in the near future, road
construction work will begin, and facilities must be relocated.  He asserted that
contractors/governmental entities could impose fees on the Company if it fails to relocate
facilities as required, and the entity/entities miss established deadlines. (TR 475)

According to witness Binswanger, the Company’s capital expenditures for government-
mandated relocations were $17.6 million during the period of 2004 through 2007. He contended
that PGS did not receive any revenues to recover the associated depreciation and ad valorem tax
expense or a return on its investment. He further contended that PGS was granted depreciation
expense and a return on government-mandated relocations in its 2003 rate case. He stated the
Company is proposing capital expenditures for the 2008 and 2009 projected test year for
government-mandated relocations in the amount of $6.3 million and $3.8 million, respectively.
(TR 475-476)

Capital Budget and Expenditures

PGS witness Narzissenfeld testified that the annual capital budget is determined by
normal expenditures and capital projects. (TR 213) He stated that normal expenditures are
composed of recurring costs required to provide service to new customers, and routine costs
associated with the replacement and/or relocation of existing facilities and equipment. He
further stated that major projects consist of expansions with cost in excess of $500,000. He
asserted that in the quantification of the annual capital budget, PGS detailed the existing
revenue-producing projects that have activity in the current year. Ile further asserted that the
information was then used in the establishment of the capital expenditures by budget category for
the next fiscal year. Finally, he contended that the information obtained from the analysis
enabled PGS to: 1) forecast new customers; 2) calculate blanket expenditures, such as meter sets
and service lines; and 3) main expansion within a development, city, or projected new area. He
stated that maintenance capital was forecasted by budget category, which consisted of known
projects and historical experience. (TR 213-214)

According to witness Narzissenfeld, the capital expenditures for 2008 and 2009 are
projected to be $62 and $60 million, respectively. He stated that for 2008, of the budgeted $62
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million, PGS would use: 1) $39 million to construct revenue producing facilities for new and
existing customers; 2) $15 million for the replacement or removal of mains and services,
improvements to the distribution systems and relocations and replacements to accommodate
municipal, state and federal road construction; and, 3) $8 million for improvements to structures,
replacement of vehicles, office equipment and communication systems, and other tools and
equipment. He described revenue producing facilities as the construction of mains and services,
together with installation of metering and pressure regulation stations, control equipment,
corrosion prevention systems, and other appurtenances. (TR 214) He further stated that of the
budgeted $60 million for 2009, PGS would use: 1) $42 million for facilities to serve new and
existing customers; 2) $13 million spent for replacement or removal of mains and services,
improvement of the distribution systems, and relocations and replacements to accommodate
municipal, state and federal road construction; and 3) $5 million for improvements to structures,
replacement of vehicles, office equipment and communication systems, and other tools and
equipment. (TR 215)

Office of Public Counsel

According to OPC witness Schultz, the Company overstated its 2008 and 2009 capital
expenditures by 33 percent in comparison to its historical spending. (TR 603) He also stated that
the Company’s past five years’ average capital expenditures were $44,784,558. (TR 623)
Witness Schultz acknowledged that the adjustments he proposed in his direct testimony are no
longer applicable as they were based on erroneous information provided by the Company.
However, he believed that the cost of spending was primarily for mains and services without
showing a complementary increase in customer growth. (TR 603-604) Witness Schultz believes
that when rates are set they are based on plant and operating costs that are associated with a
specific level of customers. (TR 619) He stated that according to Company witness Susan
Richards, the average use per customer has declined. He contended that witness Richards’
statement is in direct contradiction with witness Bruce Narzissenfeld’s argument that the increase
in plant is attributable, in part, to accommodating increased use by existing customers. (TR 625)

Witness Schultz stated that PGS witness William Cantrell testified that the cost of steel
pipe has more than doubled and the cost of plastic pipe has increased by 45 percent. Witness
Schultz used historical data provided by the Company in OPC’s Exhibit 64, to confirm the pipe
costs. He stated the information showed the fluctuation of cost per foot for both steel and plastic
pipe for mains and services. (TR 625) He stated that the provided data showed the projected cost
per foot for the size of mains and service lines installed more than doubled the actual cost.
Witness Schultz’s adjustments show a reduction to average projected plant in the amount of
$2,356,919 for steel mains, $15,883,458 for plastic mains, and an increase to the average
projected plant for plastic mains by $2,912,691. He further stated that the adjustment for
accumulated depreciation and depreciation expense should be $369,404 and $404,900,
respectively, as shown on OPC’s Exhibit 64. (TR 629)

OPC witness Shultz stated that the errors in the Company-provided documents caused an
initial wrong turn, but it has not caused OPC to retreat from the recommendation that rate base
should be reduced for excessive and unjustified capital spending, (OPC BR 3) OPC believes that
the customer growth does not explain nor justify the 2008 and 2009 spike in capital expenditures.
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Regardless of whether it is by design or not, it appears that PGS is asking current
customers to unfairly bear the cost of the downturn in the economy. Additionally,
they are asking the current customers to shoulder the cost of extending facilities to
position the company to meet or serve future demands regardless of the cost
effectiveness or viability of the facilities extensions. (OPC BR 6)

OPC argued that PGS Vice President of Operations, Bruce Narzissenfeld, testified on
January 30, 2009 that “nothing occurred which caused the Company to believe that its 2009
projections should be changed.” (OPC BR 9) OPC argued that: 1) 12 projects were delayed, or
cancelled between the time of filing and the hearing which caused a 43 percent or $6,973,735
reduction in the original budgeted revenue producing category, 2) Witness Narzissenfeld testified
that delays were due primarily to the real estate market, and 3) for 2009, over $8 million of
revenue-producing projects were reduced or eliminated. from the initial budget included in the
MFRs. OPC believes that when new last minute dollars appear in order to plug the budget so
that it does not change by one single dollar, then the reliability of those new additions should be
questioned. (OPC BR 8) OPC asserted that in the last rate case, which was stipulated, an
adjustment in the amount of $15,377,000 was made for cancelled, delayed, or under-budgeted
additions. OPC recommends that the Commission should reduce the projected rate base by $15
million. OPC believes it would be consistent with the adjustment made in the last rate case, and
would insure that revenues, and costs are appropriately matched while providing a check on
excessive spending to pursue ever elusive customer growth. (OPC BR 10)

Peoples Gas System

In his rebuttal testimony, witness Narzissenfeld stated that OPC witness Schuliz’s
adjustments were based on a re-estimate of the 2008 capital expenditures which were based on
erroneous data received from PGS. He contended that in the process of calculating the
“estimated” projected footage, the Company divided the projected spending by what it believed
to be the 2007 actual costs per foot. He further contended that PGS estimated the footage
because the budget system could not capture that type of data. He stated that this type of
information is prepared by personnel at the project level and only the financial projections are
captured in the budget system. (TR 219) He further stated that the Company provided OPC and
staff with the corrected answers. (EXH 8, BSP 213-220. He concluded that the information
needed by witness Schultz for his adjustment methodology is not available, and the estimated
footage used was inaccurate for his adjustments to capital expenditures. (TR 220)

PGS witness Narzissenfeld argued that there is no relationship between use per customer
and capital expenditures. In addition, the use per customer can decrease while the overall system
usage would increase due to an increase in the total number of customers or changes in customer
mix. He further asserted that economic conditions have reduced near-term customer growth
estimates, but PGS’ planning cycle is much longer. (TR 221) Furthermore, he argued that PGS’
evaluation of expansion capital is based on a four-year payback period which is reflected in
PGS’ 2009 budget. He believes that short-term economic conditions should not automatically
reduce the Company’s expansion plans and delay providing gas to areas not currently served.
According to witness Narzissenfeld, the 2008 final capital expenditures are now known,
validated, and exceed the level of capital spending included in the Company’s filing. (TR 222)
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Analysis

Staff examined the Company’s plant data filed in this rate proceeding. The staff audit of
the historical test year revealed no adjustments to plant, construction work in progress (CWIP),
retirements, and accumulated depreciation. Staff reviewed the responses to interrogatories
provided by the Company for the historical base year plus one and the projected test year. Staff
received a copy of the Company’s responses to OPC’s interrogatories and request for documents
(PODs). The Company’s response to OPC POD No. 72 and its backup documentation mirrored
MFR Schedule G-1, Construction Budget for the Historic Base Year Plus One” and
“Construction Budget for the Projected Test Year, pages 23 through 28. (EXH 8, BSP 398-479;
EXH 9) This information was used by staff to correlate the data provided by the Company to
OPC Interrogatories 70, 72, and 73, which later were revised. (EXH 8§, BSP 213-220) Staff
agrees with OPC that the documentation received was flawed. Also, the initial adjustments to
plant were based on this information,

Staff reviewed the corrected data provided by the Company in response to OPC POD No.
72, and Interrogatories 70, 72, and 73. (EXH 8, BSP 213-220; EXH 94, BSP 2274-2278) The
Company’s response included a breakdown of several projects listed as revenue-producing —
new, ongoing, and other, and maintenance expenditures. The updated information included
actual expenditures for 2008 totaling $68.4 million. This is a $6.4 million increase over the
projected historical base year. (EXH 94, BSP 2274-2278) The actual capital expenditures for
2008 validates the Company’s 2008 projection. But, there existed in the revised documentation
for OPC POD No. 72 cancelled, delayed, cost over-runs, and new projects completed in 2008.
Staff removed government-mandated projects totaling $3,803,800 for 2009 since the majority of
the projects were completed in 2008. (EXH 94, BSP 2275) Because the Company added new
government-mandated projects for 2009, staff believes that the projects listed on Exhibit 94
should be completed during 2009 and should not become a project under PGS’ proposed Gas
System Reliability Rider. (See Issue 54) Also, the Company projected $3,200,042 for cost of
removal for 2008, but the actual expenditure was $1,552,481. (EXH 94, BSP 2275) This created
an overstatement of accumulated depreciation in the amount of $1,647,561.

Peoples is currently involved in a territorial dispute in Martin County with Florida Public
Utilities Company.® This dispute is over an area located immediately west of the Florida
Tumpike on SW Martin Hwy (State Hwy 714) near Stuart, Florida. Peoples extended a supply
main into this area which prompted this dispute. That supply main is estimated to cost $114,816
when complete. Peoples’ witness Binswanger testified that Peoples does not serve any
customers located within the disputed area, nor does the Utility have any contracts or agreements
to provide service in the area. (EXH 8, BSP 2218-2219, 2445) Staff believes that while this
dispute is yet undecided by the Commission, it would be discriminatory and inappropriate to
allow the cost of this supply main in rate base.

® See Docket No. 080642-GU, In re: Petition of Florida Public Utilities Company to resolve a territorial dispute with
Peoples Gas System,
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Conclusion

In summary, based on reductions discussed in this issue, staff recommends that the 2009
projected test year 13-month average Projected Plant, and Depreciation Expense should be
reduced by $1,959,308 and $113,640, respectively, and Accumulated Depreciation should be
increased by $795,371 resulting from 2008 and 2009 activities.
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Issue 6: DROPPED
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Issue 7: Should any adjustments be made to reduce Plant, Accumulated Depreciation,
Depreciation Expense, and other expenses to reflect non-utility operations?

Recommendation: No. Staff has reviewed the Company’s filing and recommends that no
adjustments are necessary to Plant, Accumulated Depreciation, Depreciation Expense, or other
expenses to reflect non-utility operations. (Gardner)

Position of the Parties

PGS: No. All required adjustments to remove non-utility items have been made for the 2009
test year.

OPC: Where an issue is just a fallout, Citizens have not chosen to brief, but do not abandon
positions previously taken unless the subsidiary issues dictate otherwise.

FIGU: FIGU takes no position on this issue.

Staff Analysis: PGS stated that all required adjustments to remove non-utility items have been
made for the 2009 test year.

The parties propose no adjustments for this issue.

Staff has reviewed the Company’s filing and responses to discovery in this proceeding
and recommends that no adjustments are necessary to Plant, Accumulated Depreciation, or
Depreciation Expense, and other expenses to reflect non-utility operations.
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Issue 8: What is the appropriate amount of Construction Work in Progress (CWIP) for the 2009
projected test year?

Recommendation: The appropriate amount of Construction Work in Progress for the 2009
projected test year is $18,249,444. (Gardner)

Position of the Parties

PGS: The appropriate amount of CWIP for the 2009 projected test year is $18,249,444 as
reflected on MFR schedule, G-1 page 1.

OPC: CWIP appears to be excessive consistent with the analysis on Issue 5.
FIGU: FIGU takes no position on this issue.

Staff Analysis: PGS stated that the appropriate amount of CWIP for the 2009 projected test year
is $18,249,444.

OPC argued that the Company’s CWIP balances for 2008 and 2009 appear to be as
cxcessive as plant. (OPC BR 10) OPC argued that there were no specific adjustments to
recommend to any particular CWIP project. According to OPC, the MFRs showed $25,028,580
for the 2008 projected base year CWIP amount, but the final amount for 2008 was $26,863,863.
(OPC BR 10, EXH 9) OPC asserted that it compares unfavorably to the 2003-2006 average
CWIP balance in the amount of $14,771,750. OPC further argued that although the 2003 final
CWIP balance was $16,685,000, the amount used for setting rates in the 2003 test year was
$21,277,545.7 OPC asserted that the projected CWIP for 2009 represents another opportunity for
the Company to curtail costs and reduce the impact of the economy on its customers. IHe argued
that 2008 and 2009 mirror the 2008 capital budget during dire economic conditions, no growth,
and a stagnant real estate market. OPC further argued that the Company failed to meet its burden
of showing the projected rate base is reasonable or that they have achieved the claimed levels.
(OPCBR 11)

During PGS witness Higgins’ telephonic deposition where several questions were
proposed by OPC, witness Higgins testified in the affirmative that the average CWIP for the
unadjusted projected test year was lower than the originally projected 2008 average. He agreed
that the actual average CWIP for 2008 was greater than the base year plus one average CWIP.
He further stated that the amount was $26.6 million. (EXII 8, BSP 2129)

In the following chart, staff analyzed the data provided in the parties’ testimonies
concerning the average CWIP costs in the MFRs for 2003-2006, the 2008 base year plus one and
the 2009 projected test year.

7 Order No. PSC-03-0038-GU, issued January 6, 2003, in Docket No. 020384-GU, In Re: Petition for rate increase
by Peoples Gas System,
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Comparison of Construction Work in Progress (CWIP)
2003-2006 Average CWIP Balance $14,771,750

2003 Final CWIP Balance 16,685,000 | 12.9 percent increase over 2003-2006 average CWIP

2003 CWIP used for Setting rates 21,277,545  27.5 percent increase over 2003 Balance and a 17
percent increase over 2009 projected test year.

2008 Projected Base Year 25,028,580 | 17.6 percent increase over 2003 for rate setting.

2008 Final CW1P 26,863,863 | 7 percent increase over 2008 projected base year and

47 percent increase over 2009 Projected Test Year

2009 Projected Test Year $18,249,444 | 32 percent decrease over 2008 Final CWIP anda
14.2 percent decrease over 2003 CWIP used for
setting rates

S percent increase over 2003 final CWIP balance

As shown in the chart, the 2003 final CWIP balance increased by 12.9 percent over the
2003-2006 average. But, the 2003 CWIP used for setting rates was 27.5 percent over the 2003
final CWIP balance. PGS’ last rate case included a $15.377 million decrease to plant.
Furthermore, the 2008 projected base year plus one CWIP was 17.6 percent over the 2003 CWIP
used for setting rates, which entails a five-year span of time, Finally, the 2009 projected test year
CWIP is 9 percent more than the 2003 final CWIP balance, but 32 percent less than the 2008
final CWIP. The balance in CWIP continually fluctuates depending on when projects are
completed during the year and transferred to plant in service.

Staff believes that the data provided by OPC in the comparison of CWIP from 2003
through 2009, does not support its position of excessive CWIP for the projected test year.
Accordingly, staff recommends that the $18,249,444 is appropriate for the 2009 projected test
year.
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Issue 9: What is the appropriate 2009 projected test year Total Plant?

Recommendation: The appropriate 2009 projected test year Total Plant should be
$989,165,541. (Gardner)

Position of the Parties

PGS: $1,009,374,293, as reflected on MFR schedule, G-1 page 1, adjusted to reflect the $6.4
million increase in the 13-month average Plant In Service as of December 31, 2008.

OPC: The appropriate 2009 projected test year Total Plant is $994,096,604.
FIGU: FIGU takes no position on this issue.

Staff Analysis: This is a fall-out issue. Staff reviewed Plant in Service documentation provided
by the Company for 2008 to determine the proper 2009 projected test year amount. For this
issue, staff used the 13-month average Plant in Service balance as contained in the MFRs of
$1,009,374,293 minus Construction Work in Progress, which totaled $991,124,849. Staff made
an adjustment to decrease Total Plant of $991,124,849 by $1,959,308 for the 13-month average
as discussed in Issue 5, to $989,165,541. Therefore, the appropriate level of Total Plant in
Service should be $989,165,541.
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Issue 10: What is the appropriate 2009 projected test year Depreciation Reserve?

Recommendation: The appropriate 2009 projected test year depreciation reserve should be
$435,075,857. (Gardner)

Position of the Parties

PGS: $426,364,359 as reflected on MFR schedule, G-1 page 1, adjusted for the depreciation
impact of the $6.4 million increase in Issue 9.

OPC: The appropriate 2009 projected test year Depreciation Reserve is $425,994,955.
FIGU: FIGU takes no position on this issue.

Staff Analysis: This is a fall-out issue. Staff examined accumulated depreciation data for 2008
to determine the appropriate 2009 projected test year amount. For this issue, staff used the 13-
month average for Accumulated Provision-Depreciation and Amortization and Customer
Advances For Construction contained in the MFRs of $426,364,359 and $7,916,127,
respectively, totaling $434,280,486. Staff made adjustments as identified in Issue 5. The effect
of the adjustments increases the depreciation reserve of $434,280,486 by $795,371 as discussed
in Issue 5 to $435,075,857.
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Issue 11: DROPPED

Issue 12: What is the appropriate 2009 projected test year Working Capital Allowance?

Approved Stipulation: The appropriate 2009 projected test year Working Capital Allowance is
($11,494,371). (FIGU does not affirmatively stipulate this issue but takes no position on the
issue.)

221 -



Docket No. 080318-GU
Date: April 23, 2009

Issue 13: What is the appropriate projected test year Rate Base?

Recommendation: The appropriate projected test year rate base should be $560,844,757.

{Gardner)

Position of the Parties

PGS: $563,599,436 as reflected on MFR schedule G-1 page 1, adjusted to reflect the increase in

total plant and depreciation reserve as of December 31, 2008,

OPC: The test year rate base is subject to the resolution of other issues but should not exceed

$548.682,201.

FIGU: FIGU takes no position on this issue.

Staff Analysis: This is a fall-out issue. Staff recommends that the appropriate amount of rate

base for the 2009 projected test year is $560,844,757, as stated in the table below.

Comparative Rate Base

Projected Test Year Ending December 31, 2009

Per Company OPC® Staff
Utility Plant in Service $991,124,849 $983,624,849 $989,165,541
Accumulated Depreciation (434,280,486) (434,171,736) (435,075,857)
Net Plant-In-Service 556,844,363 549,453,113 554,089,684
CWIP 18,249,444 18,249,444 18,249,444
Net Utility Plant 575,093,807 567,702,557 572,339,128
Working Capital (11,494,371) (11,494,371) (11,494,371)
Total Rate Base $563,599,436 $556,208,186 $560,844,757

* The calculation of OPC’s position is based on the amounts contained in OPC’s Brief,
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Issue 14: What is the appropriate return on common equity for the projected test year?

Recommendation: The appropriate return on common equity for the 2009 projected test year is
10.75 percent with a range of plus or minus 100 basis points. (Springer)

Position of the Parties

PGS: The appropriate return on common equity for the 2009 projected test year is 11.50% with
arange of 10.50% to 12.50%.

OPC: The appropriate return on common equity for the 2009 projected test year is 9.25%, as of
December 18, 2008. The cost of equity for PGS has not been affected upward by the current
economic crisis. Countervailing factors in the economy have generally left the cost of equity
recommendation by Dr. Woolridge unaffected.

FIGU: FIGU supports the OPC recommended ROE.

Staff Analysis: Two witnesses testified in this proceeding regarding the appropriate return on
common equity (ROE) for PGS. PGS witness Murry recommended an ROE of 11.50 percent.
(TR 167) OPC witness Woolridge recommended an ROE of 9.25 percent. (TR 660) PGS’
currgntly authorized ROE of 11.25 percent was set in 2003 in Order No. PSC-03-0415-FOF-
GU.

The statutory principles for determining the appropriate rate of return for a regulated
utility were set forth by the U.S. Supreme Court in Federal Power Commission v. Hope Natural
Gas Company, 320 U.S, 591 (1944) and Bluefield Waterworks & Improvement Company v.
Public Service Commission of West Virginia, 262 U.S. 679 (1923). These decisions define the
fair and reasonable standards for determining rate of return for regulated enterprises. Namely,
these decisions hold that the authorized return for a public utility should be commensurate with
returns on investments in other companies of comparable risk, sufficient to maintain the financial
integrity of the company, and sufficient to maintain its ability to attract capital under reasonable
terms. (TR 123-124)

While the logic of the legal and economic concepts of a fair rate of return are fairly
straight forward, the actual implementation of these concepts is more controversial. Unlike the
cost rate on debt that is fixed and known due to its contractual terms, the cost of equity must be
estimated. Financial models have been developed to estimate the investor-required ROE for a
company. (TR 169) Market-based approaches such as the Discounted Cash Flow (DCF) model
and the Capital Asset Pricing Model (CAPM) are generally recognized as being consistent with
the market-based standards of a fair return enunciated in the Hope, 320 U.S. 591 and Bluefield,
262 1.8, 679. (TR 169, 123-124)

? Issued March 25, 2003, in Docket No. 020384-GU, In re: Petition for rate increase by Peoples Gas System.
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Discounted Cash Flow Model (DCF)

Both witnesses Murry and Woolridge used the DCF model to estimate the investor-
required ROE for PGS. PGS is a division of Tampa Electric Company (TECO), which is a
wholly-owned subsidiary of TECO Energy, Inc. (TECO Energy). As such, its common stock is
not publicly traded. (TR 122) To apply the DCF model, each witness had to select a group of
companies with publicly traded stock to serve as a proxy for PGS. (TR 122, 131, 660, 667-668)

To select his group of comparable companies, PGS witness Murry started from a group
of all publicly traded local distribution companies (LDCs) followed by Value Line Investment
Survey (Value Line). (TR 132) From this initial sample, he excluded all companies that did not
pay a dividend and companies with a market capitalization greater than $1.7 billion. (TR 132)
Based on this selection criteria, witness Murry identified a group of six companies that he
testified “provide a representative sample of the financial and cost of capital information for a
financially healthy gas distribution utility such as Peoples.” (TR 132-133)

Witness Murry relied on stock prices and dividends for a recent two week period prior to
the filing of his direct testimony in August 2008 and the high and low stock prices for the
preceding 52-week period. (TR 153-154, 712) While he reviewed dividend growth rates, his
DCEF analysis relied principally on forecasted earnings growth rates. (TR 152) In lieu of making
a specific adjustment for flotation costs, witness Murry recognized the high end of the results of
his DCF analysis to compensate for the price impact flotation costs and market pressure from a
stock issuance have on the price of that common stock. (TR 146-147)

The various iterations of witness Murry’s DCF analysis produced indicated returns
ranging from a low of 6.94 percent to a high of 11.02 percent for his proxy group. (TR 154-155)
Due to the recent turmoil in the debt and equity markets, he testified that the relevant DCF
results from his analysts range from 10.04 percent to 11.02 percent. (TR 166)

To select his group of comparable companies, OPC witness Woolridge started with all
publicly-held gas distribution companies followed by Value Line and AUS Utility Reports. (TR
668) From this initial sample, he removed all companies that did not have an investment grade
bond rating from Moody’s Investors Service (Moody’s) and Standard & Poors’ (S&P). He
further narrowed his proxy group by focusing on companies that generate at least 50 percent of
its operating income from regulated natural gas operations. (TR 668) Based on this selection
criteria, witness Woolridge identified a group of nine comparable companies for use in his
analysis. (TR 668)

Witness Woolridge relied on dividend yields for the six-month period ended December
2008 and for the month of December 2008. (TR 683-684) He relied on Value Line’s historical
and projected growth rate estimates for earnings per share (EPS), dividends per share (DPS), and
book value per share (BVPS). (TR 685) In addition, he used the average EPS growth rate
forecasts from Bloomberg and Zacks and the expected growth rate as measured by the earnings
retention method. (TR 685) Witness Woolridge’s DCF analysis did not include an adjustment
for flotation costs. (TR 721-723) The indicated return from witness Woolridge’s DCF analysis is
9.50 percent. (TR 709)
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QPC witness Woolridge’s direct testimony critiqued the reasonableness of certain aspects
of PGS witness Murry’s DCF analysis. (TR 711-723) In turn, witness Murry filed rebuttal
testimony challenging the reasonableness of certain aspects of witness Woolridge’s analysis. (TR
760~782) The two witnesses used very similar DCF models, similar estimates of dividend
yields, and relatively similar proxy groups. The primary reasons for the difference in the
witnesses’ indicated DCF returns are their respective estimates of the growth rate to include in
the DCF model and witness Murry’s decision to rely on the high end of his indicated DCF results
to account for flotation costs. (TR 147-148, 662, 739, 781-783)

Focusing first on expected growth rates, OPC witness Woolridge used a growth rate of
5.25 percent. (TR 689) This growth rate is the average of the projected growth rates for EPS,
DPS, BVPS, and the internal growth rate. (TR 687-689) In contrast, PGS witness Murry’s
relevant DCF range is based on growth rates that range from 6.50 percent to 8.06 percent. (EXH
20) These growth rates are based exclusively on forecasted EPS growth rates. (EXH 20)

The Commission has traditionally recognized a reasonable adjustment for flotation costs
in the determination of the investor-required ROE."° However, such adjustments have typically
been on the order of 25 to 35 basis points. While not making a specific adjustment for flotation
costs, by going to the high end of his DCF results witness Murry has effectively incorporated an
adjustment to his recommended DCF result far in excess of 25 to 35 basis points. (TR 147-148)

Capital Asset Pricing Model (CAPM)

Both witnesses relied on the CAPM approach to estimate the investor-required ROE for
PGS. For the reasons discussed earlier, the witnesses used their respective proxy groups for
certain inputs to their CAPM analyses.

PGS witness Murry performed two different, but complimentary, approaches to estimate
a CAPM ROE for PGS. (TR 161) The first method compared the historical risk premium
between common stocks and long-term government bonds. (TR 161) The second method
examined the historical risk premium of common stocks over Aaa-rated corporate bonds. (TR
161) In both analyses, he used the average beta for his proxy group. (EXH 34)

In PGS witness Murry’s first CAPM method, he relied on Ibbotson Associates data to
compare the risk premium between the historical earned returns on common stocks and the
earned returns on 20-year Treasury bonds. (TR 162-163) This method produced a CAPM result
of 12.46 percent. (TR 163) This result included a “small size adjustment” of 165 basie points.
(TR 163; EXH 33) Witness Murry testified that this adjustment is necessary to account for an
empirical bias against smaller companies in the CAPM analysis. (TR 159-160)

In his second CAPM approach, witness Murry relied on Ibbotson Associates data to
compare the risk premium between the historical earned returns on common stocks and the
carned returns on long-term Aaa-rated corporate bonds. (TR 163) This method produced a
CAPM result of 13.01 percent. (TR 163) Witness Murry testified that this CAPM method does

1% Order No. PSC-08-0327-FOF-E], issued May 19, 2008, in Docket No. 070304-El, In re: Petition for rate increase
by Florida Public Utilitics Company, p. 37.
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not require a separate recognition of the size bias because it embodies the historical relationship
between common equity and debt. (TR 163)

OPC witness Woolridge performed an ex ante version of the CAPM analysis. (TR 701-
704) As a proxy for the risk free rate, he used a composite yield of long-term U.S. Treasury
bonds. (TR 692-693) He used the average beta for his proxy group. (TR 694; EXH 76) He
determined an expected risk premium based on the results of various studies of historical risk
premium, ex ante risk premium studies, equity risk premium surveys, and the building block
approaches. (TR 706) Witness Woolridge’s CAPM analysis indicated an ROE of 7.4 percent.
(TR 708-709)

Both witness Murry and Woolridge challenged the reasonableness of certain aspects of
each other’s CAPM analysis. (TR 778-781, 722-727) The primary reasons for the difference in
their indicated CAPM results is the size of the market risk premium assumed in their respective
analyses, and PGS witness Murry’s decision to include a small size adjustment to the results of
one of his CAPM methods. (TR 724-726, 778-781) Also contributing to the difference in their
respective CAPM results were differences between the risk-free rate and beta each witness used
in their respective analyses. (TR 162-163, 692-694; EXH 33-34, 76)

OPC witness Woolridge used a risk premium of 4.78 percent in his CAPM analysis. (TR
706, EXH 76) PGS witness Murry used risk premiums of 7.10 percent and 8.50 percent in his
CAPM analyses. (EXH 33-34) Witness Woolridge relied on ex ante or forward-looking risk
premiums in his analysis. (TR 706-708) In contrast, witness Murry relied on ex post or historical
risk premiums in his CAPM analysis. (TR 161) Wiiness Woolridge testified that there is
considerable academic research documenting that risk premiums based on historical, earned
returns are poor predictors of current market expectations. (TR 662-663, 734-736) PGS witness
Murry used a risk-free rate of 4.60 percent and a beta of .88. (TR 162-163) In contrast, OPC
witness Woolridge used a risk-free rate of 3.50 percent and a beta of .82. (TR 692-694)

OPC witness Woolridge testified that the small size adjustment proposed by PGS witness
Murry in one of his CAPM approaches is not justified. (TR 725-726) Witness Murry testified
that he calculated the small size adjustment consistent with the method recommended by
Ibbotson Associates. (TR 159-160) However, witness Woolridge countered that the errors in
using historical earned returns to measure forward-looking risk premiums also apply to this type
of analysis. (TR 725) In addition, witness Woolridge noted that the explicit size premium in the
Ibbotson study is for companies with betas much greater than the betas for gas distribution
companies. As such, witness Woolridge belicves these size adjustments are not associated with
companies in the gas distribution industry. (TR 725) Due to regulation, government oversight,
performance review, accounting standards, and information disclosure, witness Woolridge
testified that utilities are much different than industrial companies. (TR 726) For these reasons,
witness Woolridge testified there is no evidence of a significant size premium for utility stocks.
(TR 725)

- 26 -



Docket No. 080318-GU
Date: April 23, 2009

Analysis

Based on a review of the results of all the models presented in the testimony in this
proceeding, the record supports an authorized ROE within the range of 6.94 percent to 13.01
percent. (TR 709, 166) Based on a more pragmatic review of the testimony, staff believes the
record more strongly supports an ROE for PGS within the range of 9.25 percent to 11.50 percent.
(TR 709, 166)

Each of the witnesses recognized that the generally accepted models used for estimating
ROE are based on a number of restrictive assumptions. (TR 141-142, 672) Under normal
economic circumstances, the relaxation of these assumptions for the practical application of
these models is generally understood. (TR 673-674, 800) However, as each of the ROE
witnesses have testified, the economy is not presently in a normal or stable state. (TR 125-128,
139, 664-667, 709) This realization does not mean that the models no longer have value, rather,
it is particularly important at this point in time to exerctse informed judgment in the application
of the models. (TR 176, 178, 181, 187, 677-678, 772, 799, 800)

Due to the reliance on historical earned returns to estimate the current risk premium and
the decision to include a questionable small-size adjustment in his CAPM analysis, combined
with the decision to recognize the high end of his DCF results, staff believes that witness
Murry’s recommended ROE overstates the current investor-required ROE for PGS. (TR 712)
Conversely, recognizing that witness Woolridge’s recommended ROE is only marginally greater
than the current cost of utility debt, staff believes returns in the single digits may understate the
investor-required ROE in the current market. (TR 186, 745-746, 772)

PGS witness Murry testified that recently authorized returns of other natural gas
companies are not relevant to this proceeding because these returns do not account for investor
expectations following the recent disruption in the credit markets. (TR 774-776) However, this
position is drawn into question by the fact witness Murry’s recommended ROE is significantly
influenced by the historical earned returns over the period 1926-2007. (TR 183, 726) Staff does
not agree that returns recently authorized in other cases are not relevant to this proceeding, but a
return based on historical earned returns over the past 81 years does convey information on
current investor expectations that the Commission can rely on for making its decision in this
case. (TR 735-737)

There is little doubt the recent disruption in the credit markets has exerted some degree of
upward prescure on the current expectations of the market risk premium. (TR 709) However,
staff believes this incremental increase in required return, whatever the appropriate amount may
be, should be applied to a contemporary estimate of the current investor-required return, not an
authorized return set in 2003. Witness Murry identified a group of companies he testified are
comparable in risk to PGS. (TR 132, 137, 165-166) These utilities have authorized ROEs
ranging from a low of 10.00 percent to a high of 10.51 percent. (EXH 28) The average ROE for
this group is 10.23 percent. (EXH 28) Staff does not believe the investor-required return for
PGS is 127 basis points greater than the average authorized return for the group of companies
witness Murry has identified as comparable in risk to PGS.
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Conclusion

Staff recommends an authorized ROE of 10.75 percent. Staff has taken into account
PGS’ proposed construction program and its need to access the capital markets during this
potentially challenging period. In addition, staff considered the Company’s proposed equity
ratio of 54.7 percent. (TR 134) Staff believes at an equity ratio of approximately 55 percent, an
authorized ROE of 10.75 percent is supported by competent, substantial evidence in the record
and satisfies the standards set forth in the Hope, 320 U.S. 591 and Bluefield, 262 U.S. 679
decisions of the U.S. Supreme Court regarding a fair and reasonable return for the provision of
regulated service.
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Issue 15: What is the appropriate capital structure for the projected test year?

Recommendation: The appropriate capital structure for purposes of setting rates in this
proceeding is based on the Company’s 2009 projected test year capital structure. This capital
structure reflects a projected equity ratio of 54.7 percent as a percentage of investor-supplied
capital. The appropriate capital structure for the 2009 test year is shown on Schedule 2. (Buys)

Position of the Parties

PGS: The appropriate capital structure for 2009 is the Company’s proposed capital structure as
shown on MFR Schedule G-3, page 2.

OPC: The PGS capital structure as filed is not inappropriate so long as recognition is given that
its level of equity is higher than the proxy group used for purposes of determining an appropriate
cost Common equity.

FIGU: FIGU will agree with OPC on this issue.

Staff Analysis: PGS’ proposed capital structure for the projected 2009 test year reflects an
equity ratio as a percentage of investor-supplied capital of 54.7 percent. (EXH 9, MFR Schedule
G-3, p. 2) PGS witness Gillette testified that the proposed 54.7 percent equity ratio is reasonable
when compared to the equity ratio of 57.4 percent approved by the Commission in PGS’ 2002
base rate proceeding. (TR 102} Witness Gillette also testified that no equity infusions were
deemed necessary in 2008 and the 2009 planned equity infusion from TECO Energy to PGS is
$25 million. (TR 103)

OPC witness Woolridge agreed that PGS’ proposed capital structure is appropriate, but
with a caveat. The witness asserted that the average common equity ratio for the Gas Proxy
Group in the first eleven months of 2008 was 49.9 percent. (TR 669; EXH 69) Witness
Woolridge testified that PGS’ proposed capital structure includes a higher common equity ratio
than the average equity ratio for the Gas Proxy Group and therefore, represents lower financial
risk. (TR 669-670) The witness explained that he recognized PGS’ lower financial risk in his
recommended cost of equity. (TR 669) Witness Woolridge testified that his recommended ROE
of 9.25 percent is a fair return given PGS’ higher common equity ratio and lower degree of
financial risk. (TR 709)

PGS witness Murry identified a group of six natural gas companies that he testified
“provide a representative sample of the financial and cost of capital information for a financially
healthy gas distribution utility such as Peoples.” (TR 132-133) The regulated utilities associated
with the companies in witness Murry’s proxy group have equity ratios that range from a low of
38.1 percent to a high of 52.7 percent. (EXII 8, BSP 48) The average equity ratio for this group
of utilities is 45.4 percent. (EXH 8, BSP 48)

Based on the record, staff believes that the capital structure proposed by PGS is
appropriate for rate setting purposes. This capital structure reflects an equity ratio of 54.7
percent as a percentage of investor-supplied sources of capital. While this level of equity is less
than the equity ratio approved for PGS in its last rate case, it is above the range of equity ratios
of the regulated utilities in witness Murry’s proxy group. Neither OPC nor FIGU objected to
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PGS' proposed capital structure and equity ratio other than contending that this level of equity
should be considered in the setting of the Company’s ROE.

While the equity ratio and authorized ROE are discussed in two separate issues, staff
believes equity ratio and ROE are inextricably related. Staff’s recommended ROE of 10.75
percent discussed in Issue 14 is implicitly linked to the equity ratio recommended herein.

Staff recommends that the appropriate capital structure for purposes of setting rates in
this proceeding is the Company’s 2009 projected test year capital structure, This capital
structure reflects a projected equity ratio of 54.7 percent as a percentage of investor-supplied
capital. The appropriate capital structure for the 2009 test year is shown on Schedule 2.
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Issue 16: What is the appropriate cost rate of long-term debt for the projected test year?

Approved Stipulation: The appropriate cost rate of long-term debt for the projected test year is
7.20%.
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Issue 17: What is the appropriate cost rate of short-term debt for the projected test year?

Recommendation: The appropriate cost rate for short-term debt for the 2009 projected test year
is 3.02 percent as shown on Schedule 2. (Buys)

Position of the Parties

PGS: The appropriate cost rate of short-term debt for the projected test year is 4.50 percent, as
shown on MFR Schedule G-3, page 4. A recent annual average cost rate is more appropriate
than is the rate at a particular point in time.

OPC: The appropriate cost rate of short term debt for the test year is 1.76 percent per the
testimony of Dr. Woolridge.

FIGU: FIGU takes no position on this issue.

Staff Analysis: PGS’ capital structure for the projected test year reflects a short-term debt cost
rate of 4.50 percent. (EXH 9, MFR Schedule G-3, p. 2) PGS witness Higgins testified that the
Company utilized an average historical London Interbank Offered Rate (LIBOR) rate in
developing its proposed short-term interest rate. (TR 383) Witness Higgins asserted that current
LIBOR rates are at historical lows due to the financial crisis and believes that rates have been
extremely volatile and will continue to be volatile in the foreseeable future. (TR 383) Witness
Higgins testified it is therefore prudent to use a historical average LIBOR rate as proposed by
PGS as opposed to a rate at a particular point in time as recommended by OPC witness
Woolridge. (TR 383)

OPC witness Woolridge recommended a short-term debt cost rate of 1.76 percent. (TR
670) Witness Woolridge contended that PGS’ recommended rate is based on the historical
LIBOR rate between 1991-2008 of 4.73 percent, plus a program financing fee. The witness
asserted that the historic rate has little to do with current LIBOR rates. (TR 670) Witness
Woolridge testified that as of December 17, 2008, the three-month LIBOR rate was 1,58 percent.
(TR 670) Witness Woolridge explained that his recommended short-term debt cost rate
consisted of the 1.58 percent LIBOR rate, plus a financing program fee of 18 basis points (1.59%
+ 0.18% = 1.76%). (TR 670)

FIGU adopted the positions stated in its prehearing statement, which was “no position”
on this issue. (FIGU BR 1)

PGS witness Gillette testified that PGS is a division of Tampa Electric Company (TECO)
and does not issue its own debt securities. (TR 108) Any debt is issued in TECO’s name and is
then allocated to PGS and Tampa Electric on an as-needed basis. (TR 108) The Company
utilized average historical LIBOR rates, plus a program financing fee, to develop its proposed
short-term interest rate of 4.50 percent. (TR 383) For the period 1991 through 2008, the three-
month average LIBOR rate was 4.37 percent. (TR 670) This was the number on which PGS
based its proposed short-term debt cost rate. (TR 670) Witness Higgins argued that OPC witness
Woolridge’s use of the December 17, 2008 LIBOR rate of 1.76 percent is not appropriate due to
the volatility in the market. (TR 383)
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One year ago, TECO was paying approximately 5.34 percent for its short-term credit
facility due to a higher three-month LIBOR rate, which averaged about 4.5 percent over the last
three years. (TR 110) In December 2008, PGS renewed its LIBOR-based credit facility. (TR
109) This credit facility included a fixed cost fee of 125 basis points, plus a fee for use of the
facility of 50 basis points. (TR 110) Therefore, the effective cost of this credit facility is the
current three-month LIBOR rate plus 175 basis points. (TR 110) On March 4, 2008, the three-
month LIBOR rate closed at 1.27 percent. (TR 109) Accordingly, witness Gillette confirmed
that if the Company were to draw on its credit facility today, its rate would be approximately
3.02 percent. (TR 110)

Staft believes that a cost rate of 3.02 percent is appropriate for short-term debt. This cost
rate is based on the three-month LIBOR rate at the close of the record plus 175 basis points to
account for financing fees. This is the same methodology used to determine the cost rate of
short-term debt recently approved by the Commission in the TECO rate case in Docket No.
080317-EL"" Based on the record in the TECO case, the Commission approved a short-term
debt cost rate of 2.75 percent.

Based on the record, staff recommends that the appropriate cost rate for short-term debt
for the 2009 projected test year is 3.02 percent as shown on Schedule 2.

"' The Commission voted on Docket No. 080317-E1 regarding Tampa Electric Company at the Agenda Conference
held on March 17, 2009, At the time of the filing of this recommendation, the Final Order had not been issued.

=33 -



Docket No. 080318-GU
Date: April 23, 2009

Issue 18: What is the appropriate amount of accumulated deferred taxes to be included in the
capital structure for the projected test year?

Recommendation: The appropriate amount of accumulated deferred taxes to include in the
capital structure for the 2009 projected test year is $27,670,682, as shown on Schedule 2. (Buys)

Position of the Parties

PGS: $27,670,682, as shown on MFR Schedule G-3, page 2.

OPC: OPC objects to the Company approach to increase accumulated deferred taxes but
concedes that it must follow the resolution in Docket No. 080317-EL

FIGU: FIGU takes no position on this issue.

Staff Analysis: In its MFRs, PGS recorded a balance of accumulated deferred income taxes
{ADITs) in the Company’s capital structure for the projected test year of $27,670,682. (EXH 9,
MFR Schedule G-3) PGS witness Higgins testified that in order to comply with specific rules
under the Internal Revenue Code (IRC), an adjustment was made to reduce the balance of ADITs
to compensate for using a projected test year. (TR 349) The offset to this reduction was applied
to investor-supplied sources of capital on a pro rata basis. (TR 349)

PGS witness Felsenthal testified that the projected 2009 MFR income tax amounts have
been properly stated in accordance with Generally Accepted Accounting Principles (GAAP), and
with the adjustment included in Exhibit 40, have been calculated in accordance with the
requirements of the IRC and Regulations applicable to the use of a projected test period. (TR
286) The methodology used by witness Felsenthal to calculate the balance of ADITs for
purposes of this case represents a change from the Company’s prior practice. (EXH 8, BSP
1569) The witness, however, cited several private letter rulings (PLRs) to support his proposed
adjustment to ADITs of $205,000 that results from the Company’s revised methodology. (TR
280-281; EXH 8, BSP 1567) The witness stated that the methodology used to calculate the
adjustment in the instant case is the same methodology used in the TECO rate case in Docket
No. 080317-EL (EXH 8, BSP 1568)."

OPC recognized that this issue may follow the decision in the TECO case since the two
companies are part of a wholly owned subsidiary of TECO Energy. (OPC BR 14) OPC
questioned why PGS cannot seek a private letter ruling with the facts presented with input from
Commission staff. (OPC BR 15) OPC reasoned that if the Internal Revenue Service (IRS) ruled
that PGS is in compliance with IRS code with respect to normalization, the associated revenue
requirement benefit could be flowed through the Purchased Gas Adjustment (PGA) clause. (OPC
BR 15) OPC asserted that if the Commission allows the Company’s proposal, it should at least
follow Commission precedent and adjust the deferred tax balance by reconciling the capital
structure to rate base for these dollars over investor-supplied sources of capital. (OPC BR 15)

FIGU adopted the position stated in its prehearing statement wherein FIGU took “no
position” on this issue. (FIGU BR 1)

** The Commission voted on Docket No. 080317-EI regarding Tampa Electric Company at the Agenda Conference
held on March 17, 2009. At the time of the filing of this recommendation, the Final Order had not been issued.
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ADITs represent taxes that are expected to be paid in the future based on transactions
recorded in the financial statements in the current pericd. These amounts are sometimes referred
to as “interest free loans” from the U.S. Treasury. (TR 268) Accelerated depreciation is the
major component of deferred taxes and is intended to lower the cost of financing assets by
providing the utility an interest free loan (TR 270) When Congress changed the IRC to permit
the use of accelerated depreciation, it intended that, by being allowed to accelerate depreciation
deductions (and thereby reduce current income tax payments), companies would lower the
financing costs of their investment in capital assets and would be incented to incur such
expenditures. (TR 268-269) The ADIT balance is a zero cost source of capital in the cost of
capital computation thereby sharing the benefit of the reduced financing costs with ratepayers.
(TR 270)

ADITs are recognized as a liability for future taxes due when the book depreciation of an
asset exceeds the tax depreciation of the asset. (TR 269). This is referred to as a temporary
book/tax difference. (TR 627) In the regulatory environment, the process of recording deferred
income taxes on temporary differences is often referred to as normalization. (TR 268) Witness
Felsenthal testified the pro rata adjustment of $205,000 is required for accumulated deferred
income taxes recorded in Account 282, net of the Financial Accounting Standard 109
component, because this account includes the deferred taxes governed by the IRS normalization
rules. In this case, the future portion of the test period subject to the pro rata adjustment
necessary to comply with the normalization requirement is the period from May 2009 (the
expected effective date of the rate change) to December 31, 2009. (TR 281) The IRC rules are
set forth in Treasury Regulation Section 1.167(1)-1(h)(6) which addresses forecast net periods
and the appropriate amount of ADIT used to be treated as a zero cost of capital in the
determination of cost of capital for a forecast test period. (TR 278) The penalty for violating the
normalization requirements is the loss of the ability to claim accelerated depreciation on public
utility property. (TR 284-285)

Staff believes that PGS has reasonably relied on PLRs which, while not binding on the
IRS, are indicative of the IRS’ position on this issue. In reconciling rate base and capital
structure, PGS followed Commission precedent and made a pro rata adjustment over investor-
supplied sources of capital. Further, PGS used the same methodology to calculate the required
normalization adjustment of the ADITs that was approved by the Commission in the TECO rate
case. PGS is a division of TECO, and as a matter of consistency, staff believes the same
methodology should be utilized. Therefore, staff recommends that the Company’s change in
methodology is appropriate. Staff recommends that the appropriate amount of accumulated
deferred taxes to include in PGS’ capital structure for the 2009 projected test year is $27,670,682
as shown on Schedule 2.
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Issue 19: What is the appropriate amount and cost rate of the unamortized investment tax credits
to include in the capital structure for the projected test year?

Approved Stipulation: The appropriate amount and cost rate of the unamortized investment tax
credits to include in the capital structure for the projected test year are $7,862 and 0%,
respectively, as shown on MFR Schedule G-3, page 2. (FIGU does not affirmatively stipulate
this issue but takes no position on the issue.)
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Issue 20: What is the appropriate weighted average cost of capital for the projected test year?

Recommendation: Based upon the proper components, amounts, and cost rates associated with
the capital structure for the test year ended December 31, 2009, staff recommends that the
appropriate weighted average cost of capital for PGS for purposes of setting rates in this
proceeding is 8.50 percent. (Buys)

Position of the Parties

PGS: The appropriate weighted average cost of capital for the projected test year is 8.88%, as
reflected on MFR Schedule G-3, page 2.

OPC: The appropriate weighted average cost of capital for the projected test year is subject to
the resolution of other issues but should be no greater than 7.77%.

FIGU: FIGU will agree with OPC on this issue.

Staff Analysis: Based upon the decisions in preceding issues and the proper components,
amounts, and cost rates associated with the capital structure, staff calculated a weighted average
cost of capital of 8.50 percent.

As discussed in Issue 14, staff recommends 10.75 percent as the appropriate mid-point
return on common equity. As stipulated to in Issue 16, the appropriate cost rate for long-term
debt is 7.20 percent. As discussed in Issue 17, staff recommends 3.02 percent as the appropriate
cost rate for short-term debt. As discussed in Issue 18, staff recommends the appropriate balance
of accumulated deferred income taxes (ADIT) is $27,670,682. As stipulated to in Issue 19, the
appropriate amount and cost rate of unamortized investment tax credits (ITCs) are $7,862 and 0
percent, respectively.

In reconciling rate base and capital structure, PGS made a pro rata adjustment over

investor-s3upplied sources of capital only. This treatment is consistent with past Commission
. 1
practice.

The net effect of these adjustments is a decrease in the overall cost of capital from the
8.88 percent return requested by PGS to a return of 8,50 percent recommended herein. Schedule
2 shows the recommended test year capital structure. Based upon the proper components,
amounts, and cost rates associated with the capital structure for the test year ending December
31, 2009, staff recommends that the appropriate weighted average cost of capital for PGS for
purposes of setting rates in this proceeding is 8.50 percent.

" Order No. PSC-03-0038-FOF-GU, issued January 6, 2003, in Docket No. 020384-GU, In re: Petition for rate
increase by Peoples Gas System.
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Issue 21: Has PGS made the appropriate test year adjustments to remove revenues and expenses
recoverable through the Purchased Gas Adjustment Clause?

Approved Stipulation: Yes,

Issue 22: Has PGS made the appropriate test year adjustments to remove conservation revenues
and conservation expenses recoverable through the Conservation Cost Recovery Clause?

Approved Stipulation: Yes.
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Issue 23: What amount, if any, of Off-System Sales revenues should be included in the
projected test year?

Recommendation: The Off-System Sales revenues for the 2009 projected test year should be $2
million. Therefore, operating revenues should be increased by Off-System Sales revenues of
$1.5 million for the 2009 projected test year. In addition, taxes other than income should be
increased by $7,500 for regulatory assessment fees on the Off-System sales revenues. (Gardner)

Position of the Parties

PGS: $500,000 -- the amount included for ratemaking purposes in PGS’s last base rate
proceeding, and PGS’s 25% share of reasonably attainable off-system sales for 2009.

OPC: Off System sales should be included in TY revenues at the $2 million level based on
historical levels of OSS sales and to provide the proper incentive for sales that have benefit for
the shareholders.

FIGU: FIGU takes no position on this issue.

Staff Analysis: PGS witness Higgins testified that the Commission ruled in PGS’ last rate case'*
that, “for the purpose of setting rates in this docket, operating revenues should be increased by
$500,000 in the projected test year” for off-system sales (“OSS™). According to witness Higgins,
the Company did not include any amount for OSS in the last rate case, and the $500,000 was set
as an annual base level for the purpose of setting rates. He further testified that the Commission
changed the sharing mechanism where the Company would retain 25 percent of all net revenues
and 75 percent of the net revenues were to be used to reduce the Company’s cost of gas
recovered through the Purchased Gas Adjusiment Clause (PGA). For this proceeding, the
Company only included the base level of $500,000 of OSS net revenues. He further testified that
the Company intends to maintain the current sharing mechanism on a going-forward basis. (TR
340)

Witness Higgins argued that the Company has been successful in generating net revenues
for OSS in excess of $500,000 annually. He further asserted that the Commission was clear in
the last order that the base level of sales was “for purposes of setting rates,” (TR 341) Witness
Higgins testified that this was not presented as the Company’s expected level of future OSS
revenues. He believes that the $500,000 represents a significant reduction to rtevenue
requirements in this proceeding without excessively burdening the Company with an
unreasonably high “hurdle” in future years. (TR 341) He stated that “sales are sporadic,
opportunistic transactions that are highly dependent on market conditions, sale agreements which
are short-term, or spot market type transactions that are non-recurring in nature.” (TR 342) In
addition, market conditions drive the opportunities for OSS, and PGS has noticed a decline in the
market, as 2007 sales are below the 2006 level. Finally, he stated that the Company expects
continuing decline in the market. (TR 342)

OPC witness Schultz stated that the Company wants to keep OSS shared and to continue
the sharing based on any sales in excess of $500,000. He also stated “there is no reason that the

" Order No. PSC-03-0038-FOF-GU, issued January 3, 2003, in Docket No. 020384-GU, In re: Petition for rate
increase by Peoples Gas System.
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Company will not earn in excess of the $500,000 revenue base currently used to trigger the
sharing mechanism.” He argued that the Company has averaged $2,258,556 a year from 2003
through 2007. He stated that if the 2008 actual to date was annualized it would be $2,170,781.
He believes the sharing should continue but should be on revenue in excess of $2,000,000. He
further believes that the Company’s shareholders receive the benefit, especially when the trigger
point is lower, the earlier the revenue sharing takes place. (TR 630)

OPC argued that PGS tracks and budgets OSS at the very highest levels of the Company.
OPC further added that this was admitted by PGS President William Cantrel! while on the stand
at the hearing, and that he regularly reports on OSS sales at the TECO Energy Board of
Director’s meeting and has described them in glowing terms: “strong” and “ahead of plan.”
OPC believes that recent history has shown that the $2 million sales level is achicvable,
measurable, and known. OPC argued that PGS made significant capital expenditures in 2008
which are included in rate base to serve affiliate Tampa Electric’s Bayside Power Station and for
facilitating OSS. (OPC BR 16)

Staff agrees with OPC witness Schultz’s adjustments to increase OSS by $1,500,000. In
response to Staff’s Interrogatory No. 129, the Company provided actual OSS for 2003 through
2008. (EXH 8, BSP 135) The 2008 OSS Gross Margin was $8,255,652. The PGA portion was
$6,191,739; and, the OSS net revenue was $2,063,913. In its response to Interrogatory No. 129¢,
the Company stated that

“PGS did not use the $500,000 in the calculation of the sharing amount for the
2009 projected test year. The $500,000 amount included in revenues for the
projected test year is, in part, the result of PGS’s applying the 75/25 percent
sharing mechanism to reasonably attainable OSS Gross Margins for 2009 of $2
million to obtain the amounts which would be credited to the PGA ($1.5 Million)
and included in revenues for this case, The $500,000 is also, the amount of OSS
that was included in the last base rate proceeding.” (EXH 8, BSP 133-134)

Although the Company used $2 million as its OSS gross margin to apply the 75/25 sharing
mechanism for 2009, the amount has never been below $3 million since 2003, (EXH 8, BSP
135)

Therefore, staff recommends that OSS should be increased by $1,500,000 for the

projected test year, and taxes other than income should be increased by $7,500 for the related
regulatory assessment fee.
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Issue 24: What is the appropriate amount of projected test year total Operating Revenues?

Recommendation: The appropriate amount of Operating Revenues is $171,406,126 for the
2009 projected test year. {Slemkewicz)

Position of the Parties

PGS: The appropriate amount of total operating revenues is $169,906,126, as reflected on MFR
Schedule G-2, page 1.

OPC: The appropriate amount of projected test year total operating revenues is $171,406,126.
FIGU: FIGU takes no position on this issue.
Staff Analysis: Based on staff’s recommendation in Issue 23, the requested Operating Revenues

of $169,906,126 should be increased by $1,500,000 resulting in an adjusted total of
$171,406,126 for the 2009 projected test year. (See Schedule 3)
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Issue 25: Are the trend rates used by PGS to calculate projected Operation & Maintenance
expenses appropriate?

Recommendation: Yes. The appropriate trend factors to be used in deriving projected expenses
in the projected test year are as follows:

Trend Factors Historic Base Year +1 Projected Test Year
12/31/2008 12/31/2009
Payroll Only 3.50% 4.00%
Customer Growth & Payroll 4.37% 4.51%
Customer Growth & Inflation 3.76% 2.60%
Inflation Only 2.90% 2.10%
Customer Growth 0.84% 0.49%

(Hewitt, Kaproth)
PGS: Yes.

OPC: No. The trend rates used by the company did not contemplate the significant drop in
inflation. The company chose the TY and has the burden of proving its assumptions. No
evidence offsetting adjustments have been offered, but the company acknowledges that factors
would be lower today.

FIGU: FIGU takes no position on this issue.

Staff Analysis: In its filing, the Company utilized three different projection factors in its
calculation of the projected test year ending December 31, 2009. The three factors the Company
used were a payroll factor, inflation factor, and customer growth factor. For items the Company
expected to increase at a greater rate than the projection factors, the Company projected the
expenses based on estimated expenses for the twelve-month period ending December 31, 2009.

The Company separated O&M expenses into payroll expenses and other expenses in each
account, The Company applied the payroll factor to six payroll accounts, as of December 31,
2007, and payroll times the customer growth factor to the remaining payroll accounts. (EXH 9,
BSP 242-251) The 2008 and 2009 payroll factor is 3.5 and 4.0 percent, respectively. These
payroll increase percentages were taken from the WorldatWork Annual Salary Budget Survey
and were appropriately used by Peoples. (EXH 8, BSP 40743)

PGS witness Higgins used Moody’s Economy.com forecasts for the inflation trend factor
for 2008 and 2009. The estimates of the Consumer Price Index — All Urban (CPI-U) inflation for
2008 and 2009 were 2.9 percent and 2.1 percent, respectively. (TR 389) OPC asserted that a
more recent forecast for the 2009 inflation factor was -1.1 percent, and asked witness Higgins
why PGS does not feel it’s appropriate to use a lower inflation factor for 2009, (TR 393)
Witness Higgins testified that looking at 2008, the forecast was for a 2.9 percent increase with an
actual 3.8 percent increase. (TR 394) Witness Higgins also testified that the forecast data can
change dramatically, decreasing from 2.4 percent in September, four months before the
testimony, to 1.2 percent in November, two months before the testimony. (TR 395) Witness
Higgins further testified, “...that it is somewhat of a crap shoot in terms of what you pick in
2009 ...there’s a lot of stimulus dollars placed in the economy. I don’t know how fast that’s
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going to factor in, but I think the longer term expectation is that that could have inflationary
pressures on the economy.” (TR 398-399) In addition, page 2 of witness Higgins Late Filed
Deposition Exhibit No. 9 contains Moody’s Economy.com January 2009 CPI-U forecasts, which
has a 2.1 percent inflation rate for the out years. (EXH 30, BSP 2161)

Conclusion

Staff recommends that the appropriate trend factors to be used in deriving projected
expenses in the projected test year are as follows:

Trend Factors Historic Base Year +1 Projected Test Year
12/31/2008 12/31/2009
Payroll Only 3.50% 4.00%
Customer Growth & Payroll 4.37% 4.51%
Customer Growth & Inflation 3.76% 2.60%
Inflation Only 2.90% 2.10%
Customer Growth 0.84% 0.49%

These are the same factors that were used by the Company in its filing.

Peoples’ payroll increases were based on actual merit increases for 2008 of 3.5 percent
overall and a projected increase of 4.0 percent for 2009 provided by compensation professional
in the Tampa Electric Human Resources department. (TR 329)

OPC is correct that the CPI has fallen since 2008, but with the economy in a recession
that is not typical. The State's National Economic Estimating Conference in February 2009
forecast that the CPI will reach 2.6 percent in 2010 and afterwards will not fall below 2.7 percent
going out to 2019. Therefore, PGS’ trend factor of 2.1 percent is reasonable for use in this
docket.
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Issue 26: Should the projected test year O&M expense be adjusted for the effect of any changes
to the trend factors?

Recommendation: No. The payroll factors, customer growth factors and inflation factors for
2008 and 2009 were not changed, so no adjustments are necessary to the 2009 O&M expenses.
Also, no adjustment is needed to remove the customer growth factors in the determination of the
2009 payroll expense. (Kaproth)

Position of the Parties

PGS: No.
OPC: Yes, per the analysis on Issue 25, expenses should be reduced $245,164.
FIGU: FIGU takes no position on this issue.

Staff Analysis: Based on OPC’s analysis of the trend factors in Issue 25, OPC stated that
expenses should be reduced by $245,164. (OPC BR 19) In determining the $245,164, OPC
included the impact of modifying the trend factors that were applied to each expense account.

In Direct Testimony, OPC witness Schultz stated that 19 payroll accounts should not be
increased by using the customer growth factor of 0.84 percent for 2008 and 0.49 percent for
2009. The customer growth factors were used to increase payroll expense for additional
customers from 2007-2008 and 2008-2009. These customer growth factors were addressed in
Issue 25, The total customer growth expense is $210,199, (EXH 64) Witness Schultz believed
the current employees should be able to perform the required work for the small growth in
customers. (TR 633-634) In rebuttal testimony, PGS witness Higgins explained in a few isolated
instances, new positions were included in the 2009 payroll budget. Witness Higgins stated that
these additional new positions are limited and do not reflect a significant increase in expense.
(TR 378-379)

While OPC pointed out in its brief that PGS actually lost 580 customers in 2008 (BR 20),
the number of bills and therms for the test year ending December 21, 2009 was stipulated in
Issue 2. As the number of bills stipulated in Issue 2 is based on the number of customers, staff
believes the number of customers and customer growth factors used in this filing are appropriate.
For several accounts, the amount of expense is dependent on the level of customer growth.
Therefore, the customer growth factor, determined in Issue 25, should be applied to the 19
payroll accounts identified by OPC witness Schultz,

Based on the above analysis, the payroll factor, customer growth factors and inflation
factors were not changed, so no adjustments are necessary to the 2009 O&M expenses. Also, no
adjustment is needed to remove the customer growth factors in the determination of the 2009
payroll expense. Therefore, no adjustment is necessary to the 2009 O&M expenses.
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Issue 27: Should any adjustments be made to the 2007 O&M expenses for staff Audit Finding
Nos. 1 and 2, to address out-of-period expenses, reclassifications, and non-utility expenditures?

Approved Stipulation: Yes. Adjustments should be made to the 2007 O&M expenses to
remove out-of-period, reclassifications, and non-utility expenses. Based on these trended
adjustments, 2009 Office Supplies and Expenses, Account 921, should be reduced by $18,853
and Miscellaneous General Expenses, Account No. 930.2 should be reduced by $5,007.
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Issue 28: Should any adjustments be made to Account 920, Administrative and General
Salaries, or any other accounts related to employee compensation?

Recommendation: Yes. Staff recommends an adjustment to reduce Account 920,
Administrative and General Salaries, by $253,300 to reduce the officer’s 2009 payroll increases
to zero, and reduce the salaries of the other employees. (Kaproth)

Position of the Parties

PGS: No. The Company’s “incentive” compensation is only one component of the market-
based total compensation for each PGS employee, and designed to motivate employees to
achieve customer-focused operational and financial goals. Payroll expense for 2009 should be
reduced by $253,300 due to the change in the 2009 merit increase guidelines.

OPC: Yes. Expense should be reduced $210,199 to account for the slowdown in customer
growth, Incentive compensation should be reduced by $2,714,400 due to excessive amounts
relative to any benefits produced for ratepayers. A further reduction of $697,861 should be made
for the company’s failure to explain or justify this amount.

FIGU: No position.

Staff Analysis:
Parties Arguments

1. Incentive Compensation

Witness Higgins testified that PGS has an incentive program for all employees which
includes a fixed base pay and a variable incentive pay mechanism which equals the market
average salary. (TR 331, 389) The variable pay incentive mechanism is based on the
achievements of each individual against the criteria established by PGS. (TR 331) An incentive
pay increase is based on the performance of safety goals, customer favorability goals, operational
unit financial goals, and individually-determined goals. At the hearing, witness Higgins agreed
that employees work harder to achieve the goals when there is incentive pay. (TR 400) Witness
Higgins emphasized that base pay and any additional pay based on meeting the various goals
does not change with downturns in the economy. Meeting the goals based on certain criteria are
still necessary to earn a portion of the employees’ salaries which would bring his/her salary to
the average market salary. The average market salary may change because of the economic
conditions, but the process to determine the pay of an individual does not change when the
economic conditions changes. (TR 49)

PGS routinely evaluates salary levels for all jobs in the Company using data from various
outside expert resources such as Towers Perrin, WorldatWork, Mercer Inc., Hewitt Associates,
Watson Wyatt Worldwide, and Gartner, Inc. (TR 332) Therefore, compensation levels,
including targeted incentive compensation, reflect a market-based average necessary to attract
and retain qualified employees. (TR 332) Witness Higgins pointed out the World at Work
2008/2009 Annual Salary Budget Survey stated that over 80 percent of the 2,375 companies
surveyed use an incentive pay program. (TR 360) In rebuttal testimony, witness Higgins pointed
out that witness Schultz’s proposed adjustment to incentive compensation was not based on any
studies and no alternatives were proposed to compensate PGS employees. (TR 427)
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At the hearing, witness Higgins agreed that a downturn in the economic conditions could
affect the market average and would lower salaries. In fact, witness Higgins agreed that the
Mercer Study reflects that executives are less likely to get an increase than the rank and file
employees. Further, PGS made an adjustment to delete the executives’ 2009 salary increase and
reduce the other employees’ salaries for the projected test year as reflected in Higgins® Late-filed
Deposition Exhibit No. 7. (EXH 8, BSP 2159) A World at Work article pointed out that the
employers are committed to rewarding employees. Further, the survey indicates that 77 percent
of employees expect a pay raise especially for high performance.

OPC Interrogatory No. 42 asked PGS to provide for each of the years 2003-2007, the
respective company and team goals and the respective actual results for each of the goals.
Witness Schultz stated that PGS’ response to OPC’s Interrogatory No. 42 was incomplete for
2003-2007 in relation to Company and team goals and actual results for each of the goals. (TR
635) The specific customer service and safety goals for 2005-2008 were missing. (TR 636) In
response to OPC POD No. 35, the Company provided a document for 2005-2008 customer
service and safety goals, but this information was not given in response to OPC’s Interrogatory
No. 42. (TR 637)

In rebuital testimony, witness Higgins testified that if the response was insufficient for
Mr. Schultz’s needs, OPC had another two and a half months between the date of the Company’s
responses to discovery and the date on which witness Schultz’s direct testimony was filed to seek
additional information. Witness Higgins did not know of witness Schultz’s alleged
incompleteness of PGS responses until the reading of the Direct Testimony of Witness Schultz.
(TR 356-357)

OPC witness Schultz believes that the incentive program is not justified because the
goals are not realistic. Witness Schultz pointed out that the 2003 goal to answer a phone call
within 30 seconds, 85 percent — 90 percent of the time, was not met in 1 percent of the calls.
(EXH 8, BSP 190) In 2004, PGS changed the goal to require that a call must be answered within
60 seconds, 80 percent of the time. The calls were answered within this new criterion 96 percent
of the time. (EXH 8, BSP 190) Witness Schultz stated that a goal should be set to achieve or
exceed target goals to incent the employee to work at a higher level of efficiency. (TR 634)

Lastly, witness Schultz’s explained that there was insufficient evidence to determine
whether the goals were achieved or required a higher level of performance to earn the incentive
compensation pay. Therefore, it is impossible to determine if the incentive compensation plan
benefits the ratepayers. (TR 637)

In rebuttal testimony, PGS witness Higgins testified that OPC witness Shultz’s proposed
adjustment to eliminate 100 percent of the Company’s targeted 2009 incentive compensation as
inappropriate. Witness Higgins argued that OPC witness Schultz’s recommendation removing
incentive compensation based on his opinion that PGS did not provide sufficient evidence is
inappropriate. (TR 356-357) Witness Higgins testified that PGS has provided at least 100,000
pages of documents of which a number of the documents related to incentive compensation,
especially those produced in response to OPC’s First and Second Sets of Requests for Production
of Documents (Nos. 35, 59, and 60) and OPC’s First and Second Sets of Interrogatories (Nos.
22, 28, 41, 42, 43, 61, and 79). (TR 357) Witness Higgins further testified that if this data was
not sufficient for Mr. Schultz’s needs, he could have asked for additional detail. There was
enough time for further discovery between the date of PGS’ last response to OPC’s Discovery
and the date Witness Schultz’s testimony was filed. (357)
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Further, witness Higgins explained that all employees’ compensation has two parts, a
base salary, which is the fixed portion of total compensation, and a short term incentive, which is
the cash portion of compensation that is “at risk.” In addition, officers and key employees have a
third component of compensation, long-term incentive, which is the equity portion of total
compensation. (TR 358) (See Issue 32 which addresses restricted stock grants and stock
options.) Witness Higgins testified that Peoples includes health care and life insurance benefits
in its total rewards plan. (TR 358)

Witness Higgins explained that there is a separate short-term incentive plan for an officer,
a key employee, and a general employee. The short-term incentive plan for the general
employee is know as “RSVP” or Rewarding Service Valuing Performance. The officer’s short-
term incentive plan provides a consistent framework of financial and operation goals. Each
participant has a business plan goal which reflects the participant’s contribution to achieving
initiatives and enhancing profitability through effective management initiatives beyond the
business plan. (TR 358-359) The key employees’ short-term incentive plan works virtually
identically to the incentive plan for officers. As with officers, key employees have both financial
and operational goals. (EXH 8, BSP 40808)

In all incentive compensation plans for officers, key employees and general employees,
the actual amount of the award depends upon the achieved results. All of the incentive plans are
designed to emphasize key operational and financial goals and link pay with business
performance results. Incentive plans such as these encourage cost control and resource
optimization both of which will benefit customers. (TR 359) (See Issue 32 which addresses
incentives for long term goals.)

In rebuttal testimony, witness Higgins asserted that the Commission did not challenge the
appropriateness of the incentive compensation plan in Peoples last rate case.'® (TR 360) Also, in
the Gulf Power Company rate case, in Docket No. 010949-El, the Commission approved an
incentive compensation p]an that consisted of a base salary and incentive compensation to pay
the Gulf employees at the 75t percentile while Peoples’ is targeted at the market average (TR
361)

Witness Higgins stated that if the incentive compensation portion was eliminated, the
base pay package would need to be redesigned because payment of base pay alone would be
below the market average and would not be competitive in attracting and retaining a high quality
and skilled workforce. (TR 361) Witness Higgins further pointed out that elimination of the
incentive compensation portion of the pay package would increase the salary expense for the
ratepayers because there would be no deduction when the financial and operational goals are not
met by the individual employees. (TR 363)

In response to witness Schultz’s claim that the goals set are not realistic goals, witness
Higgins explained that witness Schultz does not understand “incentive compensation.” (TR 362)
Witness Higgins explains the goal-setting process includes a review of historical results and
achievements, the challenges of the goal, and the applicability to the upcoming year’s
operational and financial objectives. Also, the goals are set to have a reasonable chance of

' Order No. PSC-03-0038-FOF-GU, issued January 6, 2003, in Docket No. 020304-GU, In Re: Petition of Florida

Power & Light Company for authority to increase its rates and charges.
' Order No. PSC-02-0787-FOF-EI, issued June 10, 2002, in Docket No. 010949-EI, In Re: Request for rate increase

by Gulf Power Company.
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achievement while requiring efforts that challenge the organization’s employees and balance the
cost to provide targeted levels of service. PGS does not take the goal-setting process lightly and
there are numerous factors that go into setting goals and targets each year, including
consideration of past achievements, reorganizational changes and system enhancements. (TR
362, EXH 8, BSP 13877-13916)

2. Other Payroll

According to OPC, payroll expense should be reduced by $697,861 for the difference
between the payroll amounts calculated from Interrogatory No. 61 (EXH 8, BSP 211) and the
amount shown on MFR Schedule G-2. OPC argues that this payroll expense reduction should be
made for lack of justification.

PGS witness Higgins testified that Peoples prepared two O&M expense projections. The
first methodology was based on the Company’s annual budget process and the second
methodology utilized the trend factor study contained in the MFRs. He further testified that the
O&M expense in the MFRs was lower than the amount calculated through the budget process.
The difference between these two amounts was approximately $72,000, a difference of 0.1
percent, (TR 327) Witness Higgins pointed out that PGS was able to reconcile total O&M
expenses using the two methods to within an immaterial difference. (PGS BR 15; TR 326-327;
EXH 49)

3. Merit Increase Guidelines

PGS Witness Higgins testified that the Securities and Exchange Commission, Form 8K,
Section 5, Item 5.02E stated that “On February 4"‘, 2009, the board and the compensation
committee for TECO Energy, with respect to the chief executive officer’s salary, decided to keep
the salaries of the executive officers the same as in 2008 . . . ¥ (EXH 8, BSP 2089) Witness
Higgins agreed that this adjustment should be reflected in the PGS rate case by keeping the 2009
projected year test year officers’ salary expense the same as the 2008 salary expense. (EXH 8,
BSP 2090)

Table 1
2009 Original Revised
Guidelines Guidelines
Officers 4.0% 0.0%
Exempt 4.0% 2.0%
Non-Exempt 4.0% 3.5%

The revised guidelines reduced Peoples projected test year salary expense by an
estimated impact of $253,300. The TECO salary allocation was reduced by $26,500 in Issue 37.

Analysis

1. Incentive Compensation

An employee’s salary is made up of their base pay and the incentive compensation pay.
It is up to the employees to eamn the incentive portion of their salary. If the employees do not
meet their work goals, the employees will not be paid the additional incentive compensation.
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Even though the customer response goals were slightly lower in 2004, the goals were achieved at
a higher percentage of responsiveness. Staff believes that the incentive compensation has been
earned not only because of the response time of calls to ratepayers is appropriate, but also
because no ratepayers testified at the four customer service hearings throughout the State of
Florida about any complaints about the gas service or the cost of PGS’ gas service.

Staff believes that an incentive compensation plan is an appropriate tool to motivate
employees to work efficiently and effectively. The incentive portion of salary gives the
employee the opportunity to earn the market average salary. As the base pay is below the
average market salary, the incentive is provided that allows the employee the opportunity to
achieve a market based salary.

The Commission approved PGS’ incentive program in its last rate case in 2003. The
incentive program allows PGS to maintain and attract a quality workforce that provides quality
gas service demonstrated by the lack of customer complaints at the service hearings. Staff
believes an adjustment is not necessary to the incentive compensation plan. The reduction in the
merit increases, as discussed above in Section 3, compensates for the lowering of the 2009
average market salaries.

2. Other Payroll

This filing is based on a 2009 projected test year. PGS witness Higgins testified that
PGS’ 2009 O&M expenses included in the MFRs were lower when compared to PGS” 2009
budgeted O&M expenses. An adjustment could be made to update the O&M expenses in the
MFRs to reflect the budgeted expenses in OPC’s Interrogatory No. 61. Staff believes that PGS
did not request an adjustment in this issue to update its 2009 O&M expenses because the
budgeted expenses were only $72,000 more than the expenses in the MFRs. (EXH 49) In
addition, this adjustment would have been additional expense borne by the ratepayer. Staff does
not believe that OPC’s suggested $697,861 payroll expense reduction is warranted.

3. Merit Increase Guidelines

Witness Higgins agreed that the $253,300 adjustment should be reflected in the PGS rate
case by keeping the 2009 projected year test year officers’ salary expense the same as the 2008
salary expense. (EXH 8, BSP 2090) Staff recommends that this adjustment be made.

Conclusion

In summary, staff recommends an adjustment to Account 920, Administrative and
General Salaries, of $253,300 to reduce the officers’ payroll increases to zero and reduce the
salaries of the other employees to reduce merit increases. OPC’s proposed adjustment to reduce
payroll by $210,199 to remove the customer growth factor is addressed in Issue 26.
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Issue 29: What is the appropriate amount of rate case expense and what is the appropriate
amortization period for that expense?

Recommendation: The appropriate amount of rate case expense and the appropriate
amortization period is $684,500 and four years, respectively. Therefore, rate case expense
should be reduced by $78,875. (Gardner)

Position of the Parties

PGS: The appropriate amount of rate case expense and appropriate amortization period for that
expense are $1,000,000 and three years, respectively.

OPC: Rate case expense should not exceed $684,500 and should be amortized over no less than
5 years consistent with historical spacing of rate case filings.

FIGU: No position.

Staff Analysis: OPC witness Schultz testified that PGS projected a total expenditure of
$750,000 to be amortized over a three year period at a cost to rate payers of $250,000 per year.
He testified that using the average CPI index and the inflation rates proposed on MFR Schedule
G-2, page 19, the benchmark costs for rate case expense should have increased by only 18.4
percent instead of 212 percent. Thus, witness Schultz concluded that the costs are excessive.
(TR 647)

According to witness Schultz, the Company stated that its accounting staff was not
capable of handling the additional workload associated with a rate proceeding. Furthermore, the
Company hired seven consultants to handle the rate case. (TR 647) He asserted that the
Company included amounts that were not supported by the contract information provided in
response to OPC Interrogatory No. 65. (EXH 8, BSP 314-362) He contended that in the filing;
1) C.H. Guernsey payment is $3,000 less than what is in the contract, 2) AUS Consultant amount
is $6,500 higher than the contract, 3) Huron Consulting amount is $37,000 more than what is in
the contract, and 4) C. Holden’s contract is on an “as required” contract basis with a fixed hourly
rate without any cap. (TR 648) Witness Schultz believes that an adjustment should be made for
the consultants’ contracts in the amount of $65,500. He further asserted that the three-year
amortization period is not reasonable based on the Company’s history of five years between rate
cases. The Company’s last rate case was in 2002. He believes that a five-year contract is more
appropriate. Witness Schultz believes that the Company’s amortization expense should be
reduced by $113,100, the unamortized balance in rate base should be reduced by $8,950, and the
working capital allowance should be increased by $8,950. (TR 649)

In his rebuttal testimony, PGS witness Higgins testified that the Company is staffed to
handle ongoing day-to-day responsibilities but additional workload of the rate filing required
supplementing the existing team. He stated that the consultants were hired to assist in case
preparation and to serve as expert witnesses. He argued that the adjustments proposed by witness
Schultz are based on “bid” amounts in the contracts. (TR 375) He further argued that the
$37,000 reduction made to the Huron Consulting Group by witness Schultz was not reflective of
the contract bid, “which was for professional services only, and did not reflect out of pocket
expenses that are reimbursable by the Company.” He testified that C. Holden was retained as a
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contractor on an “as needed” basis to supplement the Company’s accounting staff, (TR 376) In
addition, the related fees were paid on an hourly basis and the Company was required to estimate
the total expenses expected for his work. Witness Higgins, argued that witness Schultz’s
reduction of C. Holden’s contract by 50 percent was totally unsubstantiated. He further argued
that witness Schultz’s statement is not based on the understanding of the Company’s size,
workload, any studies of the same, or any information other than his arbitrary and conclusory
statement. (TR 376) According to witness Higgins, to provide the detailed information required
by the Company for a rate case proceeding requires quality professionals to supplement Peoples’
existing staff. He asserted that C. Holden is familiar with the Company and its accounting
system and also provides quality services. (TR 376) Witness Higgins testified that it is difficult
to predict when Peoples will file its next base rate case, but he is certain it will be sooner than
five years. He testified that three years is an appropriate amortization period for rate case
expense, and no adjustment should be made. (TR 377)

Staff examined PGS contracts for the rate case consultants and agrees with OPC witness
Schultz’s findings. A review of Huren’s Consulting contract shows that the “Scope of Service”
had defined costs, stated as “fixed price and budget limit.” (EXH 8, BSP 331) Also, staff
believes the burden of proof for the reasonableness of Mr. Holden’s work and payment is on the
Company. Also, the scope of work and directions to the consultant was to account for and
maintain records as documentation, which is stated in Section 2 of the agreement between the
Company and Mr. Holden. (EXH 8, BSP 333-334) Therefore, the information was readily
available and should have been supplied to validate Mr. Holden’s performance as it related to
PGS rate case.

With respect to the amortization of rate case expense, staff believes that a four-year
period is appropriate. The Commission has previously approved four-year amortization periods
for St. Joe Natural Gas Company, Inc. and Sebring Gas System, Inc.!’

In summary, staff recommends that rate case expense is $684,500 and should be
amortized over 4 years. In PGS’ last rate case, the Commission approved a 4-year amortization
period. In addition, staff recommends a reduction to amortization expense of $78,875. The
$78,875 represents the difference between the Company’s proposed annual amortization of
$250,000 ($750,000/3 years) and staffs recommended annual amortization of $171,125
($684,500/4 years).

"7 See Order No. PSC-08-0436-PAA-GU, issued July 8, 2008, in Docket No. 070592-GU, In re: Petition for rate
increase by St. Joe Natural Gas Company, Inc. Consummating Order No. PSC-08-0489-CO-GU, issued August 8,
2008, made Order No. PSC-08-0436-PAA-GU final and effective; and Order No. PSC-04-1260-PAA-GU, issued
December 20, 2004, in Docket No. 040270-GU, In re: Application for rate increase by Sebring Gas System, Inc.
Consummating Order No. PSC-05-0039-CO-GU, issued January 12, 2005, made Order No. PSC-04-1260-PAA-GU
final and effective.
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Issue 30: Is PGS’ proposed recovery of the gas cost portion of bad debt expense through the
Purchased Gas Adjustment Clause appropriate?

Recommendation: No. PGS' adjustment to transfer $723,580 of the bad debt expense to the
Purchased Gas Adjustment Clause should be reversed. (D. Lee, Gardner})

Position of the Parties

PGS: Yes. Recovery of the gas cost portion of bad debt expense through the PGA Clause is
consistent with the Commission’s policy of recovering all gas cost-related expenses through the
clause.

OPC: No. Uncollectible expense recovery is properly a matter for base rate treatment.
Recovery through the PGA Clause will reduce scrutiny and company incentive to pursue
collection.

FIGU: No position.

Staff Analysis: PGS witness Higgins testified that PGS made a pro forma adjustment in its
filing to remove the gas cost portion (46 percent, or $723,580) of bad debt expense and proposed
to recover this cost through the Purchased Gas Adjustment Clause (PGA) instead of base rates.
(TR 339, 355) OPC witness Schultz argued that PGS’ proposal will not benefit customers. (TR
611) He also testified that as a type of uncollectible expense, the gas cost portion of bad debt
showed no strong correlation with the volatility of natural gas prices. (TR 612) This point was
not contested by PGS. However, PGS contested OPC’s claim that recovery through the PGA
will reduce scrutiny and Company incentive to pursue collection. (PGS BR 18; TR 356)

PGS and OPC agreed that PGS’ proposal would be a change in the Commission’s
practice of not using the PGA to separately recover the gas cost portion of bad debt expense. If
the Commission does not approve the proposed change, PGS’ pro forma adjustment should be
reversed. (PGS BR 19; OPC BR 24) PGS has not presented any basis in the record to justify a
change in Commission practice. Therefore, staff recommends that the appropriate recovery
mechanism for the gas cost portion of bad debt expense should be base rates, not the PGA.
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Issue 31: Should any adjustments be made to bad debt expense?

Recommendation: Yes. Bad debt expense should be increased by $723,580, and should be
based on a four-year average. This adjustment is designed to reflect the removal of the gas cost
portion from the Purchased Gas Adjustment Clause discussed in Issue 30. (Gardner)

Position of the Parties

PGS: No. However, if PGS’s recovery of the gas cost portion of bad debt expense through the
PGA is not approved, bad debt expense must be increased by $723,580.

OPC: Yes. Bad debt expense should be increased by $723,580, and should be based on a four-
year average. This adjustment is designed to reflect the removal of the gas cost portion from the
Purchased Gas Adjustment Clause as discussed in Issue 30.

FIGU: No position.

Staff Analysis: PGS witness Higgins testified that the Company proposed to recover a portion
of the Company’s uncollectible accounts or bad debt expense through the PGA instead of base
rates. (IR 337) As discussed in Issue 30, the Company made a pro forma adjustment in the
amount of $723,580, as reflected on MFR Schedule G-2, page 2, of bad expense from the PGA.
(EXH 9; TR 338) Witness Higgins testified that to arrive at the estimate to apply to the projected
test year, PGS performed an analysis of the historical write-offs for 2005, 2006, and 2007. (TR
338) The resulting fuel portion of the bad debt expense for each year was 40, 49, and 47 percent,
respectively, was used to develop the weighted average percentage of 46 percent. Finally, the 46
percent was applied to the total calculated bad debt expense of $1,573,000, (which was based on
a four-year average factor), resulting in a $723,580 adjustment to be used for PGA. (TR 339)

OPC witness Schultz testified that the shifting of a substantial portion of the uncollectible
cost to the PGA would provide the Company an automatic pass-through. (IR 611) He further
testified that without an automatic pass-through, the Company is required to provide the effort to
minimize the level of write-offs between rate cases. (TR 611) Witness Schultz believes that the
adjustment to remove the $723,580 from O&M expense should be reversed. (TR 612)

Staff agrees that bad debt expense should be increased by $723,580, and should be based
on a four-year average. PGS’ calculation of the total bad debt expense in the amount of
$1,573,000 was based upon a four-year average before applying the 46 percent weighted
average. Staff recommends that the bad debt expense should be increased by $723,580, based
upon a four-year average.
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Issue 32: Should any adjustments be made to Account 926, Employee Pensions and Benefits?

Recommendation: Yes. An adjustment should be made to reduce Account 926, Employee
Pensions and Benefits by $125,361 which removes $117,000 in unjustified employee benefit
expenses and an inflation factor of $8,361 that was agreed to by OPC and PGS. (Kyle, Kaproth)

Position of the Parties

PGS: No. PGS has properly forecasted employee pensions and benefits for the 2009 projected
test year and no adjustment is warranted.

OPC: Yes. Employee welfare/activity expense should be reduced $172,881 to match these
expenses to the appropriate trending and inflation factors. Also, $569,500 of expense related to
restricted stock grants and stock options should be reduced due to the excessive nature of this
type of expense.

FIGU: No position.

Staff Analysis: In its response to OPC Interrogatory No. 6, PGS stated that its test year amounts
for pensions and post retirement benefits were $1,735,700 and $1,203,600, respectively. (EXH 8,
BSP 145) These amounts are, in combination, lower than the base year amounts provided in the
same response by $271,966, or 8.47 percent. (EXH 8, BSP 145) In direct testimony, PGS
witness Higgins testified that the projected test year amounts were calculated by the outside
actuary firm of Towers Perrin. (TR 334) No other party filed testimony regarding pension and
post retirement benefits. Staff has reviewed the evidence in the record and believes that pension
and post retirement benetit expense are reasonable, and that no adjustment is appropriate.

In its response to OPC Interrogatory No. 6, the Company stated that its test year amounts
for executive stock grants and stock option expense were $564,200 and $5,300 respectively for a
total of $569,500. (EXH 8, BSP 145) OPC witness Schultz testified that these costs should not
be paid for with ratepayer funds. (TR 639) Witness Schultz stated that “the addition of restricted
stock grants and stock options only increases the disparity between the general employee
population and the executive levels.” (TR 639) Witness Schultz also averred that “the cost of
this perk is especially excessive given the current economy and taking into consideration the fact
that very few of the Company ratepayers have a similar benefit available to them.” (TR 639-640)

In rebuttal testimony, PGS witness Higgins testified that OPC witness Schultz provided
no analysis, benchmarks or other data to support his recommended adjustment. (TR 366)
Witness Higgins stated his belief that witness Schultz’s general characterization of the amounts
as excessive was not sufficient to remove them from the Company’s O&M expense, which he
noted was already below the Commission’s benchmark. (TR 366) In response to staff
Interrogatory No. 118, PGS stated that, according to the 2008 Towers Perrin General Industry
and Energy Services Industry Long-Term Incentive Plan Reports, 57 percent of Energy Services
Industries offer restricted stock. (EXH 8, BSP 123) The Company stated that “the prevalence
and utilization of these plans makes these incentives necessary to attract and retain talent.” (EXH
8, BSP 123)
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After examining the evidence in the record, staff believes that the Company’s testimony
is persuasive, and agrees that OPC has not provided specific data to support its position that the
stock grants and associated expense are excessive. Accordingly, staff believes that no
adjustments to these amounts are appropriate.

In direct testimony, witness Schultz testified the 2007 Employee welfare/activity expense
was $211,374. In response to OPC Interrogatory No. 13, PGS identified an additional $122,720
in expenses that needed to be removed as part of the ratemaking process and Witness Schultz
identified a corresponding $8,361 inflation factor that needed to be removed. In rebuttal
testimony, witness Higgins agreed with the adjustment to remove $8,361 for the approximate
inflation factor. (TR 380-381) Also, witness Schultz identified $164,600 in unjustified costs.
(EXH 64)

PGS Witness Higgins pointed out that OPC witness Schultz provided no explanation as
to why he believes that the $164,500 costs were unjustified other than the fact these expenses are
new. (TR 381) Witness Higgins explained the $164,500 costs were derived from the Company’s
budget process that requested that field and corporate managers to include any new prudent
expenses anticipated in 2009, In this case, PGS’ Human Resource experts provided detailed
information for the additional employee costs. (TR 381)

Staff believes that a portion of the $164,500 expense should be removed. The $10,000
for interviews and $37,500 for job postings expenses are self explanatory in the budget process.
However, there is not sufficient justification for the $27,000 in wellness expenses or the $90,000
in crucial conversation expenses to be allowed even though the expenses were requested and
documented in the budget process. The budget process is a guide for future expenses not a
guarantee the dollars will be spent for the original requested purpose. Staff would need
additional facts to recommend allowing the wellness and crucial conversation expenses,
Therefore, staff recommends the removal of $117,000 in unjustified costs and the $8,361
inflation factor that was agreed to by OPC and PGS.
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Issue 33: What is the appropriate amount of pipeline integrity expense, if any, to be included in
the projected test year?

Recommendation: Projected test year pipeline integrity expense should be reduced by
$250,000. (Rieger)

Position of the Parties

PGS: The appropriate amount for the projected test year is $751,500. The average expense over
the next eight years is expected to be approximately $720,000.

OPC: Projected test year pipeline integrity expense should be reduced by $250,000 to $501,500.
FIGU: No position.

Staff Analysis: PGS included $751,500 in operations and maintenance (O&M) expense
(Account 887 — Maintenance of Mains) for the projecied test year for transmission and
distribution pipeline integrity costs. A portion of the expense was included in anticipation of a
new federal rule which is expected to be adopted in 2009, as well as for additional required
distribution system reliability. OPC believes that the increase is not justified and recommends
that PGS’ request be reduced by $250,000. (TR 641}

PGS’ witness Higgins testified that a proposed new rule related to distribution pipeline
integrity activities will require a significantly large level of expenses in 2009 and beyond. The
Pipeline Inspection, Protection, Enforcement, and Safety Act of 2006 (Public Law 109-468, the
PIPES Act) was passed by Congress and signed into law by President Bush. The U.S.
Department of Transportation’s Pipeline and Hazardous Materials Safety Administration
(PHMSA) has been studying the issue of distribution integrity management programs (DIMP)
with the intention of promulgating new regulatory requirements in this area. PHMSA published
a notice of propose rulemaking in the Federal Register for June 25, 2008 (73 FR 36015). PGS’
witness Binswanger testified that the federal Pipeline Safety Act of 2002 (the 2002 Act) required
the implementation of integrity management activities with respect to “transmission” pipeline,
and the PIPES Act required similar measures with respect to “distribution” pipelines. He stated
that the 2002 Act and the resulting PHMSA'’s regulations were limited because of the relatively
small proportion of pipelines within PGS’ system that are classified as transmission pipelines.
However, the PIPES Act and PHMSA’s implementing regulations will much more directly affect
PGS and other natural gas local distribution companies, and that PGS simply has no control over
the incurrence of the costs. (TR 330-331, 342-343; 476) PHMSA’s proposed rule for
distribution integrity, expected to be finalized in about a year, outlines seven steps that
distribution companies must take, including develop and implement a written integrity
management plan, know your infrastructure, identify threats, both existing and of potential future
importance, assess and prioritize risks, identify and implement appropriate measures to mitigate
the risks, measure performance, monitor results and evaluate effectiveness of programs while
making changes where needed, and periodically report a limited set of performance measures to
regulators.

Witness Higgins indicated that the full impact of costs related to the proposed DIMP rule
is not known with certainty. It is anticipated that the costs of developing a plan, preparing
required documentation, and performing required risk assessments will represent approximately
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$250, 000 in the 2009 projected test year. This estimate, to be added to Account 887, was based
on industry data included in a study completed by the American Gas Association. PGS
anticipates that most, or all of this work, will be accomplished by the employment of outside
contractors. According to the Utility, the 2009 projected test year expenses included in Account
887 are approximately $250,000 more than the 2008 and 2010 through 2013 projected expenses.
The increased amount for 2009 reflected a boost in transmission and distribution integrity
management. (TR 344-345; EXH 51, Pipeline Integrity/System Reliability Costs-Projected
O&M Expenses)

OPC argues that PGS’ proposal to recover the speculative pipeline integrity expense from
customers is unwarranted and unjustified. The expense level is based largely on guesswork and
not even on existing rules or regulations. (OPC BR 25) OPC witness Schultz testified that it is
important to note that the steps required above are steps that a prudently operated distribution
company should already have had in existence. Because of the unknown nature of the new
distribution pipeline integrity costs that PGS proposes to include in Account 887 for 2009,
witness Schultz recommended that they should not be allowed at the level requested. He points
out that an adjustment of $250,000 reduces PGS’ unknown cost estimate to $501,500. This
amount is similar to the 2008 amount and slightly below the estimated costs for each of the years
2010 through 2013, It is also $241,930 more than the 2007 base year cost, an increase of 100
percent. (TR 640-642)

In his rebuttal testimony, PGS witness Binswanger in his rebuttal, testified that pipeline
integrity costs are very difficult to estimate, and disagrees with OPC’s adjustments as they ignore
the integrity management mandates. The witness does not believe that the federal government
would have spent the last four years crafting these requirements, in addition to the time the gas
industry has spent in addressing the requirements of DIMP, if prudently operated distribution
companies already had them in existence as OPC witness Schultz indicated. Witness
Binswanger indicated that in this case, the fact that history does not support estimates for future
DIMP costs is quite understandable because the industry would not have historical expenses to
justify future expenses. PGS believes that while not every item of expense is expected to occur
in every year, the inclusion of $750,000 for this category of expense for the projected test year is
reasonable for ratemaking purposes, and should be approved by the Commission. (TR 503-504;
PGS BR 19-20)

Staff believes that the Utility failed to prove that the proposed costs for system reliability
are warranted. PGS’ request to include an estimated $250,000 in Account 887 for system
reliability costs relating to the proposed DIMP rule may be premature since a rule has not yet
been adopted. [t is also noted that the 2009 projected expense is an approximate $250,000
increase over the projected expenses for 2008 and the four years following 2009. Staff questions
the validity of this amount without sufficient documentation to warrant such an increase. Staff
has concerns with the estimated costs and the lack of detailed information justifying those costs,
such as supporting documentation including actual historical costs, bids or contracts. Staff
believes that the proposed costs are too wide-ranging in nature and the amount requested by the
Utility should not be allowed. Therefore, staff agrees with OPC’s position and recommends that
the projected test year pipeline integrity expense should be reduced by $250,000.
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Issue 34: Should the Commission allow PGS to establish a storm damage reserve, and if so,
what is the appropriate amount of annual storm expense accrual?

Recommendation: Yes. The Commission should allow PGS to establish a storm damage
reserve and the appropriate amount for the annual storm damage accrual should be $57,500. As
a result, the proposed annual storm damage accrual of $100,000 should be reduced by $42,500.
A target level of $1,000,000 should be established for the storm damage reserve but no “cap”
should be imposed at this time. (Gardner)

Paosition of the Parties

PGS: Yes. A reserve will normalize the level of expense over time. The appropriate annual
accrual is $75,000, reflecting exclusions of expense not permitted by Rule 25-6.0143, F.A.C.

OPC: No. The need for an unfunded reserve of $1 million and $100,000 annual accrual appears
overstated based on experience.

FIGU: No.

Staff Analysis: PGS witness Higgins testified that the annual accrual for the storm reserve for
the projected test year should be $100,000. (TR 335) He stated that the Company should be
allowed to establish a storm reserve so that it would not be forced to incur large, unusual, and
unpredictable costs in any particular year. He further stated that Florida Public Utilities
Company'®, a gas distribution Company, had received Commission approval for an unfunded
storm damage reserve liability. (TR 335) Witness Higgins stated that the Company proposed to
accrue the amount annually to reduce the liability account for storms or significant weather. He
stated that PGS proposed to limit the storm reserve liability to $1 million. When the balance is
reached, PGS would stop accruing the annual expense. (TR 337)

According to witness Higgins, the Company provided a storm reserve analysis schedule
which agreed to Exhibit 50 which was attached to his direct testimony. The storm analysis
schedule included columns for the following: 1) employee expense which included employees
travel, meals, or hotels; 2) outside contracted services; 3) fringes-which follows PGS fringe
allocation program including medical benefits, payroll taxes, and pension; 4) bonuses; and, 5)
other. He stated that the “other” was a catch-all category and was unsure as to the types of
expenses included in this category. In addition, the calculated annual storm accrual is based on
PGS expenditures for hurricanes and storms from 1998 through 2007 (10-years). He stated that
the 10-year expenditures totaled $1,056,000, of which $900,000 were O&M expenses. Witness
Higgins further stated that he abided by Commission Rule 25-6.0143, F.A.C. and removed “base
pay.” (TR 336)

In the calculation to establish a storm damage reserve, the Company used a 10-year
simple average for O&M expense resulting in $69,454. Witness Higgins contended that a 5-year
average of O&M expenses of approximately $133,000 was calculated. He further contended that
this was based on 97 percent of the O&M expenses occurring in the past 5 years. The overall

'® Order No. PSC-05-1040-PAA-GU, issued October 25, 2005, in Docket No. 041441-GU, In Re: Petition for
approval of storm cost recovery clause to recover storm damage costs in excess of existing storm damage reserve, by

Florida Public Utilities Company,
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averaged cost for the storms was $101,500 ($69,454+8$133,463/2), but the Company proposed
$100,000. Witness Higgins stated that the bulk of the storm damage expenses incurred in 2004
and 2005. (TR 336) He testified that the Company contemplated filing a petition with the
Commission to address storm costs because the expense incurred was relatively large. He
further testifted that “he did not recall the details”, but “was not involved in the decision directly
to not come before the Commission.” (EXH 8, BSP 2064) During his deposition, witness
Higgins stated the storm damage costs, which were summarized on Exhibit 50, were revised to
remove straight time payroll and bonuses because of the storm reserve rule. He then asserted
that the proposed annual storm accrual was recalculated and revised from $100,000 to $75,000.
(EXH 8, BSP 2150-2156)

OPC witness Schultz testified that the Company should not be allowed to establish an
annual storm reserve in rates:

First, the company assumes it will incur unusual an unpredictable costs in future
in the future from storms even though there is no evidence that a significant level
of storm costs will incur and produce damage. Secondly, the company is
requesting that the reserve be unfunded.

(TR 644)

OPC witness Schultz believes that an unfunded reserve would allow the Company to use
it for any purpose. He asserted that the Company reviewed the storms costs, with the exclusion
of straight-time payroll, for the last ten years, and averaged the costs to total $69,454; and then
averaged the storms for five years to be $133,463. He stated the Company assumed a reasonable
level of expense would be derived by averaging the totals of the 10-year and 5-year costs. (TR
645)

OPC argued that the Company’s experience with storms does not support the need for a
$1 million reserve or an accrual to establish one. OPC argued that the initial accrual was done
on guesswork and not based on actuarial or scientific studies. OPC further argued that the
estimate included costs that should not have been included causing the initial $100,000 accrual
request to be trimmed to $75,000. (OPC BR 26)

Staff examined the data PGS provided in Exhibit 50 and the storm reserve analysis
schedule. For the period of 2004 through 2005, PGS experienced storm expenditures of
approximately $961,000. (EXH 8, POD 46 on CD; EXH 50) For the 10-year period 1998 to
2007, the Company provided costs totaling $1,056,310 on the storm analysis schedule for
payroll, bonuses, supplies, employee expense, outside service/TECO, fringe, other, and capital.
{TR335-336) The Company excluded straight-time payroll, bonuses, and capital expenditures
from its calculations. Staff included in its calculations the following costs: overtime payroll
($164,674), supplies expense ($43,515), employee expense (519,281), and outside
services/TECO ($155,968). The Company provided a late-filed exhibit for staff’s review. The
exhibit contained a detailed breakdown of the expenses. (EXH 8, BSP 2150-2156) Staff
excluded fringe and other expenses since the Company could not provide a breakdown of the
costs for analysis. Based upon staff’s recalculations and applying the Company’s methodology,
the storm damage accrual should be $57,500.
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Staff recommends that the Company be allowed to establish a storm damage reserve and
the annual accrual should be in the amount of $57,500. This would decrease the Company’s
proposed $100,000 annual storm damage accrual by $42,500. Also, staff does not recommend a
“cap” for the storm reserve of $1 million at this time. Instead, a target level of $1 million should

be established.
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Issue 38: Should any adjustments be made to Account 912, Demonstrating and Selling
expenses?

Recommendation: Yes. An adjustment to reduce Account 912, Demonstrating and Selling
expenses by $407,360 to reflect a 5-year average of customer signings should be made.
{Kaproth)

Position of the Parties

PGS: No. PGS has properly forecasted Account 312 expenses for the projected test year, which
are over 25% less than in 2001.

OPC: Yes. Projected demonstrating and selling expenses should be reduced $2,000,530 due to
‘the ineffectiveness of this service that is provided by an affiliate.

FIGU: No position.

Staff Analysis: In his testimony, PGS witness Higgins explained that the marketing expense
was needed because PGS was focusing on signings in saturated areas on existing mains. A
signing is when a customer signs a letter of intent to use PGS’ gas service. This type of one-on-
one marketing is more labor intensive and costly than signing customers in large developments
as was done in the past. (TR 331) In rebuttal testimony, witness Higgins explained that the
contract is not simply one that reflects new sales efforts that add customers, but also a contract
that supports customer retention. (TR 374)

PGS’ marketing services are provided by its affiliate, TECO Partners, Inc. (*TPL”)}
Witness Higgins stated that the cost of services received under the current marketing contract has
declined significantly since the Company’s last rate case. (IR 318-319) The marketing contract
expense in the filing for 2009 is $6.126 million, which includes variable expenses of $2.144
million attributed to on the number of signings. (EXH 8, Section 30, BSP 64)

Witness Higgins further pointed out that the benchmark analysis calculated the historical
2007 sales expense as $12,785,270 compared to the 2007 historical sales expense of $5,419,540
in this filing. (EXH 9, BSP 87 and 90) The benchmark analysis tool determines the
appropriateness of O&M expenses, because O&M expenses should generally grow at a rate
similar to customer growth and inflation. (EXH 9, BSP 90: TR 314) The benchmark analysis
shows that the 2009 sales expense of $6,126,000 is a 52 percent reduction from the 2007 base
year benchmark expense level of $12,785,270. (EXH 9, BSP 248) ‘

In direct testimony, witness Schultz stated that the marketing contract with TPI was
effective January 1, 2008 and consisted of a fixed amount and a variable amount that is escalated
annually by CPI (Consumer Price Index). (TR 650) Witness Schultz questioned the total cost of
the contract and in particular, the monthly installments of $216,666 for a total of $2.6 million per
year. The total amount paid each year is adjusted to reflect the number of “New Signings” that
is greater or less than the target level of 12,000. (TR 650-651; EXH 8, BSP 17799-17812)
Witness Higgins agreed that this contract was not competitively bid, but testified that if the
targeted goal of 12,000 signings was not reached, the payment amount would be decreased as it
was in 2008. (EXH 9, BSP 248; EXH &, BSP 17804, Section 2 B)

Witness Schultz asserted that even with PGS’ marketing contracts, there was only an
increase of 593 customers based on a year end count or 1,298 customers based on an average
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basis for the year. (TR 650-651) Witness Schultz concluded that, based on the customer growth
in this filing, there is no justification to compensate TPI for the unachieved 2009 increase in new
customer signings. Witness Schultz also concluded that it appears that the affiliate, TP, is being
compensated based on gross additions, and not net additions, which would include customer
losses. Therefore, PGS is paying TPI for keeping Peoples at a gross level of customers, and not
taking into account customer losses.

In rebuttal testimony, witness Higgins explained a customer may not start using the gas
service the same year of the signing. (TR 373) For example, the signing of a development of a
housing project may happen a few years before the construction is completed or homeowners
take occupancy. Therefore, a “New Signing” is not a reflection of the gross number of
customers or net number of customers added, but rather the intent of the customers to use PGS’
gas service. (TR 373-374)

In cross-examination, Witness Higgins agreed that the definition of “New Signings”
means executed Gas Service Agreements, executed Builder or Developer Agreements, or any
other form of agreements as required by Peoples to establish natural gas service. (EXH 8, BSP
17799-17800) Witness Higgins stated that this definition does not identify whether the “New
Signings” are gross or net customer additions, just that it relates to customers signings. (EXH 8,
BSP 2116-2119)

Witness Higgins explained that the 1,298 customers on an average basis for the year
could have included the customer losses because the utility usually loses 10,000 customers per
year. (EXH 8, BSP 2119) Witness Higgins agreed that the average in new signings for 2003-
2007 was 9,720. (EXH 8, BSP 129-130)

Staff believes that it is necessary for the utility to market the use of natural gas in order to
inform the public and bring in additional revenues to maintain the cost of service at a reasonable
level. The signing document is a useful tool to motivate customers, developers and organizations
to commit to PGS gas service. In addition, staff believes that a target goal of 12,000 signings is
unrealistic in today’s economy.

Therefore, staff believes that an adjustment to the target goal is warranted even if the
payment to TPI can be adjusted for the number of actual signings. Staff believes that the target
goal should be the average number of signings for 2003-2007, which is 9,720 or 81 percent of
the target goal of 12,000. This average number is more realistic because of the downturn in the
real estate market.

Witness Higgins stated that there were $2.144 million in variable expenses. Staff
believes that an adjustment should be made to reflect the reduction in signings to the five year
average. As the five year average of signings is 81 percent of the target goal of 12,000 signings,
the variable expenses should be reduced by 19 percent or $407,360. Therefore, staff
recommends an adjustment to reduce Account 912, Demonstrating and Selling expenses by
$407,360 to reflect a S-year average of customer signings.
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Issue 36: Should the costs to fund Directors and Officers Liability Insurance be included in the
projected test year?

Recommendation: Yes. The Directors and Officers Liability Insurance should be included in
the projected test year and no adjustment should be made to reduce or remove Director and
Officer Liability Insurance. The Director and Officer Liability Insurance recovered through the
TECO allocated expenses to Peoples in Issue 37 is appropriate. (Kaproth)

Position of the Parties

PGS: Yes. D&O insurance is an ordinary and necessary business expense for a publicly-owned
utility and should be allowed in the amount projected.

OPC: No. The entire projected DOL insurance expense should be eliminated since the
insurance benefits primary shareholder defending lawsuits from shareholders.

FIGU: No position.

Staff Analysis: In his direct testimony, OPC witness Schuliz testified that Directors and
Officers Liability Insurance (DOL) protects the directors and officers from personal liability for
bad and/or questionable decisions, and ultimately protects the sharcholders. (TR 642-643)
Witness Schultz explained that in the event that litigation occurred the shareholders could make a
claim against the insurance company and receive the benefit of the insurance policy. (TR 643}
Witness Schultz explained the officers and directors are compensated for their time and their
traditionally generous compensation benefit packages are considered sufficient compensation for
directors, and officers. Therefore, witness Schultz states that the officers compensated should
pay for the DOL Insurance, because the DOL provides no benefit and/or protection to the
ratepayers. Further, witness Schultz testified that ratepayers have no say in the choice of officers
and directors and insurance company. (TR 643)

Witness Schultz asserted that $342,000 should be excluded from the rates. (TR 643) He
testified that if the Commission wants to allow some of the DOL Insurance, the expense should
be limited to the 2003 level of expense of $167,955 because the cost of insurance doubles to
$386,684 in 2007. (TR 642-644) Lastly, witness Schultz stated that unless it is shown that DOL
Insurance does benefit ratepayers, the escalation in costs due to general corporate misdeed
should not be borne by the ratepayers

PGS witness Higgins testified that witness Schultz did not have any studies or
information to support his claim that the compensation packages are sufficient compensation for
directors and officers for their services absent DOL Insurance expense. Witness Higgins
explained that DOL Insurance expense is required to attract and retain qualified individuals in
these valuable roles. Witness Higgins stated that corporate surveys indicate that virtually all
publicly traded entities maintain DOL Insurance. Lastly, witness Higgins explained that DOL
Insurance provides a significant source of balance sheet protection from losses and from lawsuits
and preserves the capital for the efficient and continuous delivery of gas service to customers.
(TR 369)
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Witness Higgins explained further that the DOL Insurance premiums fluctuate because of
the same market forces that impact the premiums for property, liability, worker’s compensation,
and other insurance policies. (TR 370) The significant changes that influenced the price of DOL
insurance premiums from 2002 to 2007 were the negative claims from the “dot com” stock
market bubble, the September 11 terrorist attacks, the Enron collapse and the Sarbanes-Oxley
legislation. (TR 370) Witness Higgins anticipates that the premiums will increase in the future
because of the negative market influences from the current financial market distress. (TR 370)
Also, witness Higgins stated that the 2009 projected DOL Insurance expense is reasonable and
prudent because this type of insurance is based on expected market conditions. (TR 371)

Lastly, witness Higgins stated that no DOL Insurance expense needed to be removed
because all of the DOL Insurance expense of $337,000 is included in the TECO Energy allocated
expenses to Peoples. (TR 372) In its response to OPC’s Interrogatory No. 44, Peoples submitted
a schedule of Peoples’ insurance premiums, not a schedule of Peoples’ expenses on its books and
records. (EXH 8, BSP 197) In this schedule, the 2009 DOL Insurance was listed as $342,000.
(EXH 8, BSP 2114) Therefore, there is no direct DOL Insurance expense in the MFR filing to
remove from Peoples and there is no double dipping for this expense. (TR 372)

Staff believes that DOL Insurance is a part of doing business for any company or
organization. Ii is necessary 1o attract and retain competent directors and officers. Corporate
surveys indicate that virtually all public entities maintain DOL Insurance including investor
owned gas utilities. Staff does not agree with OPC that the rate payers do not benefit from DOL
Insurance. Without DOL Insurance, it is unrealistic that the Company could operate effectively
as a large public Company and being served by a large Company helps ratepayers in a number of
ways Including easier access to the capital markets for their service provider. Lastly, even
though the increase more than doubled between $167,955 in 2003 to $386,684 in 2007, staff
believes that the negative claims from the “dot com” stock market bubble, the September 11
terrorist attacks, the Enron collapse, and the Sarbanes-Oxley legislation justified the increase in
premiums. Staff believes that to apply the expense incurred in 2003 for setting rates in today’s
market would be inappropriate. The projected DOL Insurance of $342,000 will be difficult to
maintain at the 2009 level of DOL Insurance expense because of the negative insurance market
influence due to today’s economic conditions. (OPC BR 17)

Staff believes that DO Insurance has become a necessary part of conducting business
for any company or organization and it would be difficult for companies to attract and retain
competent directors and officers with out it. Staff also believes that ratepayers receive benefits
from being part of a large public company, including, among other things, access to capital.
Staff believes that it is necessary to protect the ratepayers from allegations of corporate
misdeeds. Staff also believes that it would be difficult for PGS to obtain DOL Insurance at the
2003 expense level and maybe even at that the requested 2009 expense level because of the
current market conditions. Therefore, DOL insurance should be included in the projected test
year and no adjustment should be made to reduce or remove DOL insurance. The DOL
insurance recovered through the TECO allocated expenses to Peoples in Issue 37 is appropriate.
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Issue 37: Should any adjustments be made to costs allocated by TECO to PGS?

Recommendation: Yes. A adjustment should be made to reduce TECO allocated payroll
expense by $26,500 to reflect the change in 2009 merit increase guidelines. (Kaproth)

Position of the Parties

PGS: Account 921 should be reduced by $26,500 representing a reduction in payroll expense
allocated by TECO to PGS due to the change in the 2009 merit increase guidelines. No other
adjustment is appropriate.

OPC: Yes. $1,262,437 of allocated incentive and bonus compensation and DOL expense
should be removed.

FIGU: No position.

Staff Analysis: In his direct testimony, OPC witness Schultz stated that Account 921 included
$6,722,093 of charges from Tampa Electric and $4,671927 of charges from TECO Energy. (TR
651) Witness Schultz explained that TECO Energy allocated costs to Peoples including costs for
incentive compensation, restricted stock grants and stock options, and DOL insurance, for an
estimated total of $1,261,437. (TR 652) This estimated total of $1,261,437 was calculated by
multiplying 89.75 percent (ratio of 2007 allocated costs to the 2009 allocated costs) times total
costs of $1,495,546 for incentive compensation, restricted stock grants and stock options, and
DOL insurance. (EXH 64) Witness Schultz explained that all of these costs should be removed
based on OPC’s recommended adjustments in the individual issues. (TR 671-672)

In rebuttal testimony, PGS witness Higgins acknowledged that OPC witness Schultz
recognized that the expenses allocated from TECO Energy to PGS were lower in the 2009
projected test year than in the 2007 historical base year. Based on his recognition, witness
Schultz’s proposed adjustment was reduced by the percentage decrease from 2007 to 2009.
Witness Higgins stated that no adjustments should be made based on PGS’ positions in the
individual Issue Nos. 28, 32, 36. (TR 372)

An adjustment was made by PGS in Exhibit 8, BSP 2159, to decrease TECO’s allocated
compensation expense by $26,500. This decrease is necessary to reflect the appropriate 2009
merit increases. Staff did not recommend a reduction to TECO’s allocated costs for incentive
compensation, restricted stock grants and stock options, and DOL insurance because no
adjustments were recommended in the individual Issue Nos. 28, 32, or 36.

An adjustment should be made to reduce TECO’s allocated payroll expense by $26,500
to reflect the change in 2009 merit increase guidelines.
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Issue 38: What is the appropriate amount of Taxes Other Than Income Taxes?

Recommendation: The appropriate amount of Taxes Other Than Income Taxes is $10,831,433
for the 2009 projected test year. (Slemkewicz)

Position of the Parties

PGS: The appropriate amount of Taxes Other Than Income Taxes is $10,823,933 as reflected
on MFR Schedule G-2, page 1.

OPC: $10,823,933.
FIGU: No position.

Staff Analysis: This is a fallout issue. Based on staff’s recommendation in Issue 23, the
requested Taxes Other Than Income Taxes expense of $10,823,933 should be increased by
$7,500 resulting in an adjusted total of $10,831,433 for the 2009 projected test year. (See
Schedule 3)
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Issue 39: Is it appropriate to make a parent debt adjustment as per Rule 25-14.004, Florida
Administrative Code?

Recommendation: Yes. Jurisdictional income tax expense should be decreased by $847,389 to
reflect the parent debt adjustment required by Rule 25-14.004, F.A.C. (Kyle)

Position of the Parties

PGS: No. A parent debt adjustment is inappropriate. No proceeds of parent debt have been
invested in PGS.

OPC: Yes. PGS has failed to rebut the presumption that debt from the parent company is
invested in the equity of PGS in the same ratio that it exists in the parent capital structure.
Income tax expense should be reduced $833,124.

FIGU: No position.

Staff Analysis: Rule 25-14.004, F.A.C., states that “the income tax expense of a regulated
company shall be adjusted to reflect the income tax expense of the parent debt that may be
invested in the equity of the subsidiary where a parent-subsidiary relationship exists and the
parties to the relationship join in the filing of a consolidated income tax return.” Further, Rule
25-14.004(3), F.A.C,, states that “it shall be a rebuttable presumption that a parent’s investment
in any subsidiary or in its own operations shall be considered to have been made in the same
ratios as exist in the parent’s overall capital structure.” Rule 25-14.004(4), F.A.C., provides that:

The adjustment shall be made by multiplying the debt ratio of the parent by the
debt cost of the parent. This product shall be multiplied by the statutory tax rate
applicable to the consolidated entity. This result shall be multiplied by the equity
dollars of the subsidiary, excluding its retained earnings. The resulting dollar
amount shall be used to adjust the income tax expense of the utility.

In MFR Schedule C-26, PGS provided some of the information required to calculate the
parent debt adjustment, but did not include an adjustment to income tax expense to reflect the
parent debt in the calculation of its requested revenue requirement. In Interrogatory No. 18, staff
requested that the Company provide the financial information necessary to make a parent debt
adjustment in accordance with Rule 25-14.004, F.A.C. (EXH 8, BSP 38) The Company
provided the following information:

Debt Ratio of the parent 19.01%

Debt Cost Rate of the parent 6.90%
Consolidated Statutory Tax Rate 38.575%
Subsidiary Equity $167,473,246

In its response, the Company also provided an alternative set of data, which it labeled “Company
Position,” as follows:
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Debt Ratio of the parent 0%

Debt Cost Rate of the parent 6.90%
Consolidated Statutory Tax Rate 38.575%
Subsidiary Equity $0 - $108,843,000

In its response, PGS reiterated its objection to the application of the parent debt adjustment in
this case, as expressed in the testimony of PGS witness Gillette. (EXH 8, BSP 38-39)

In direct testimony, witness Gillette stated that TECO Energy has $400 million of long
term debt on its books. (TR 103) Witness Gillette also stated that this debt is related to TECO
Energy’s investment in its failed TPS merchant power projects, and that TECO Energy did not
raise debt to invest in PGS. (TR 103) In its response to Interrogatory No. 18, the Company
stated that between 1998 and 2003, TECO Energy raised approximately $3.4 billion dollars of
external capital, including approximately $2.1 billion in debt. (EXH 8, BSP 39) PGS asserted
that the bulk of this capital was invested in TPS and other unregulated subsidiaries; however,
PGS also stated that $119 million ($109 million if adjusted to reflect the external dividends of
TECO Energy) was invested in PGS during this timeframe. (EXH 8, BSP 39)

In direct testimony, OPC witness Schultz stated that the Company failed to include a
detailed analysis to show how all parent debt was specifically used. (TR 653) Further, witness
Schultz stated that, absent such a detailed analysis, the Company’s statement that none of the
existing debt was used to fund any equity infusions to PGS does not meet the Company’s burden
to rebut the presumption that a parent debt adjustment should be made, pursuant to Rule 25-
14.004(3), F.A.C. (TR 653-654)

Staff agrees with OPC that the Company has not effectively rebutted the presumption that
the parent debt adjustment should be applied in this case. In ruling that a parent debt adjustment
was required in a case involving Indiantown Company, Inc., the Commission stated:

Based on our analysis, the rule requires that a parent debt adjustment be made in
this proceeding. Further, the rule does not allow for specific identification of debt
from the parent to the subsidiary utility. Since the utility is included in the
consolidated income tax returns of the parent, we believe that it would be very
difficult to prove specific identification to only the utility. Rule 25-14.004(3),
Florida Administrative Code, states that it shall be a rebuttable presumption that a
parent’s investment in any subsidiary or in its own operations shall be considered
to have been made in the same ratios as exist in the parent’s overall capital
structure. '’

Staff believes that Rule 25-14.004, F.A.C., is based on the premise that debt at the parent
level supports a portion of the parent's equity investment in the utility. Since the interest expense
on such debt is deductible by the parent for income tax purposes, the income tax expense of the
regulated subsidiary is reduced by the tax effect. Further, staff believes that the Company has

"% See Order No. PSC-00-2054-PAA-WS, issued October 27, 2000, in Docket No, 990939-WS, In re: Application
for rate increase in Martin County by Indiantown Company, Inc.
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not demonstrated that the interest on the debt on TECO Energy’s books can be attributed to any
source other than the general funds of the parent.

Accordingly, staff believes that the parent debt adjustment should be applied in this case
and that the elements of the computation should be based on the projected test year capital
structures of TECO Energy and PGS. Staff’s calculation of the system income tax expense
reduction is as follows:

Debt Ratio of parent .1901
Debt Cost Rate of parent x .069

= 0131169
Consolidated Tax Rate x 38575

= .005059844
Subsidiary Equity x $167.473.246
Parent Debt Adjustment = $847,389

The Company has not effectively rebutted the presumption that a parent debt adjustment
should be applied pursuant to Rule 14.004, F.A.C. Further, the appropriate subsidiary equity
amount to be used in the calculation is the projected test year equity of $167,473,246.
Accordingly, the appropriate jurisdictional adjustment is a reduction of income tax expense in
the amount of $847,389.
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Issue 40: What is the appropriate Income Tax Expense, including current and deferred income
taxes, ITC amortization, and interest synchronization?

Recommendation: The appropriate amount of Income Tax Expense, including current and
deferred income taxes, ITC amortization, and interest synchronization is $9,203,691 for the 2009
projected test year. (Slemkewicz, Kyle)

Position of the Parties

PGS: $9,204,184, as reflected on MFR Schedule G-2, page 29, increased to reflect the income
tax effect of the adjustments in Issues 27, 28, 34 and 37.

OPC: The appropriate income tax expense amounts are reflected in Exhibit HWS-1, Schedule
C-1, per the testimony of Helmuth W, Schuliz.

FIGU: No position.

Staff Analysis: This is a fallout issue. Based on staff’s recommendations, the requested total
income tax expense of $9,204,185 (current, deferred, and ITC) should be decreased by $494
resulting in an adjusted total of $9,203,691 for the 2009 projected test year. (See Schedule 3)

Amount Requested $9.204.185
Staff Adjustments:
Issue 39 — Parent Debt (847,389)
Effect of Other Adjustments 792,838
Interest Synchronization 54.057
Total Staff Adjustments 494
Staff Adjusted Amount $9.203.691

-71 -



Docket No. 080318-GU
Date: April 23, 2009

Issue 41: What is the appropriate amount of projected test year O&M Expense?

Recommendation: The appropriate amount of O&M Expense is $72,124,723 for the 2009
projected test year. (Slemkewicz)

Position of the Parties

PGS: $72,608,899, as reflected on MFR Schedule G-2, page 1, reduced by $328,660 to reflect
the adjustments in Issues 27, 28, 34 and 37.

OPC: $65,598,432.
FIGU: No position.

Staff Analysis: This is a fallout issue. Based on staff’s recommendations, the appropriate level
of O&M expense for the 2009 projected test year is $72,124,723. (See Schedule 3)
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Issue 42: What is the appropriate amount of projected test year Depreciation and Amortization
Expense?

Recommendation: The appropriate amount of projected test year Depreciation and
Amortization Expense should be $43,691,093. (Gardner)

Position of the Parties

PGS: $43,804,733, adjusted to reflect the depreciation impact of the increase in the 13-month
average Total Plant as of December 31, 2008 (see Issue 9).

OPC: $42,759,833.
FIGU: No position.

Staff Analysis: This is a fall-out issue. Staff examined depreciation and amortization expense
of the Company for 2009 to determine the appropriate projected test year amount. Staff made
several adjustments. The effect of the adjustments is to reduce the projected depreciation and
amortization expense of $43,804,733 by $113,640 to $43,691,093 for the 2009 projected test
year.
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Issue 43;: What is the appropriate level of Total Operating Expenses for the 2009 projected test
year?

Recommendation: The appropriate level of Total Operating Expenses is $135,370,619 for the
2009 projected test year. (Slemkewicz)

Position of the Parties

PGS: $135,961,429, reduced by $201,879 to reflect the after tax impact of the adjustments made
in Issue 27, 28, 34 and 37, and increased to reflect the after-tax impact of the increase in
depreciation expense in Issue 42.

OPC: $132,210,478.
FIGU: No position.

Staff Analysis: This is a fallout issue. Based on staff’s recommendations, the appropriate level
of Total Operating Expenses for the 2009 projected test year is $135,370,619. (See Schedule 3)
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Issue 44: What is the appropriate amount of projected test year Net Operating Income?

Recommendation: The appropriate amount of Net Operating Income is $36,035,507 for the
2009 projected test year. (Slemkewicz)

Position of the Parties

PGS: $33,944,697, as reflected on MFR Schedule G-2, page 1, increased by $201,879 to reflect
the after tax impact of the adjustments made in Issues 27, 28, 34 and 37, and decreased to reflect
the after-tax impact of the increase in depreciation expense in Issue 42,

OPC: $39,195,648.
FIGU: No position.

Staff Analysis: This is a fallout issue. Based on staff’s recommendations, the appropriate Net
Operating Income for the 2009 projected test year is $36,035,507. (See Schedule 3)
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Issue 45: What is the appropriate projected test year revenue expansion factor to be used in
calculating the revenue deficiency?

Approved Stipulation: The appropriate projected test year revenue expansion factor to be used
in calculating the revenue deficiency is 1.6436. (FIGU does not affirmatively stipulate this issue
but takes no position on the issue.)
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Issue 46: What is the appropriate projected test year operating revenue increase, if any?

Recommendation: The appropriate annual operating revenue increase is $19,125,419 for the

2009 projected test year. (Slemkewicz)

Position of the Parties

PGS: $26,488,091, as reflected on MFR Schedule G-5, decreased by $331,808 to reflect the
adjustments made in Issues 27, 28, 34 and 37, and increased by the impacts of the adjustment sin

Issues 13 and 44.
OPC: $5,673,535.

FIGU: No position.

Staff Analysis: This is a fallout issue. Based on staff’s recommendations, the appropriate
annual operating revenue increase for the 2009 projected test year is $19,125,419. The following

schedule shows the calculation of the revenue requirements.

Calculation of Revenue Requirements
December 31, 2009 Test Year
PGS STAFF
Rate Base $563,599,436 $560,844,757
Rate of Return x 8.88% x 8.50%
Required NOI $50,060,255 $47,671,804
Adjusted Achieved NOI (33,944,697) (36,035,507)
NOI Deficiency $16,115,558 $11,636,298
Revenue Expansion Factor x 1.6436 x 1.6436
Total Revenue Increase $26,488,091 $19,125,419
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Issue 47: Are PGS’s estimated revenues by rate class at present rates for the projected test year
appropriate?

Approved Stipulation: Yes. PGS’s estimated revenues by rate class at present rates for the
projected test year are appropriate.

Issue 48: What is the appropriate cost of service methodology to be used in allocating costs to
the rate classes?

Approved Stipulation: The appropriate methodology is contained in revised MFR Schedule H,
and should reflect the Commission approved adjustments to rate base, expenses, rate of return,
and net operating income. (OPC does not affirmatively stipulate this issue but takes no position
on the issue.)
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Issue 49: What are the appropriate customer charges?

Recommendation: This is a fall-out issue and will be decided at the May 19, 2009, Agenda
Conference. (Draper)

Position of the Parties

PGS: The appropriate Customer Charges are:

Customer

Rate Class Annua] therms Charge

Residential Service 1 0-99 $ 12.00
Residential Service 2 100 - 249 $ 15.00
Residential Service 3 250 - 1,999 $ 20.00
Commercial Street Lighting Service $ 0.00
Small General Service 0-1,999 $ 25.00
General Service 1 2,000 - 9,999 $ 35.00
General Service 2 10,000 - 49,999 $ 50.00
General Service 3 50,000 - 249,999 $150.00
General Service 4 250,000 - 499,999 $250.00
General Service 5 500,000 + $300.00
Small Interruptible Service 1,000,000 - 3,999,999 $300.00
Interruptible Service 4,000,000 - 50,000,000 $475.00
Interruptible Service Large Volume 50,000,000 + $475.00
Natural Gas Vehicle Service $ 45.00
Residential Standby Generator Service $ 20.00
Commercial Standby Generator Service $ 35.00
Wholesale Service $150.00

The proposed customer charges provide customers with appropriate price signals concerning
natural gas use, improve intra-class fairness and increase revenue stability.

OPC: No position.
FIGU: Agree with PGS.

Staff Amnalysis: This is a fall-out issue and will be decided at the May 19, 2009, Agenda
Conference..

-79 -



Docket No. 080318-GU
Date: April 23, 2009

Issue 50: What are the appropriate per therm Distribution Charges?

Recommendation: This is a fall-out issue and will be decided at the May 19, 2009, Agenda
Conference. (Draper)

Position of the Parties

PGS: The appropriate per therm Distribution Charges are:

Residential Service - 1 $0.32034
Residential Service — 2 $0.32034
Residential Service — 3 $0.32034
Commercial Street Lighting Service $0.19715
Small General Service $0.36345
General Service ! $0.28056
General Service 2 $0.24266
General Service 3 $0.21006
General Service 4 $0.15708
General Service 5 $0.11814
Small Interruptible Service $0.07421
Interruptible Service $0.03334
Interruptible Service - Large Volume $0.00848
Natural Gas Vehicle Service $0.18834
Residential Standby Generator Service

(-20.0 therms $0.00000

>20.0 therms $0.32034
Commercial Standby Generator Service

0-40.0 therms $0.00000

>40.0 therms $0.28056
Wholesale Service $0.15571

The proposed distribution charges result in an appropriate level of revenues recovered from each
class, supporting the Company’s rate design goals and contributing to greater inter-class fairness.
OPC: No position.

FIGU: No position.

Staff Analysis: This is a fall-out issue and will be decided at the May 19, 2009, Agenda
Conference.,
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Issue 51: What are the appropriate Miscellaneous Service Charges?

Approved Stipulation: The appropriate revised miscellaneous service charges are as follows:

Service Charge Staff Recommendation

Account Opening Charge $28

Service Initiation Charge - Residential $50 for initial meter

Service Initiation Charge - Other $30 for each additional meter
Reconnection Charge - Residential $70 for initial meter
Reconnection Charge - Other $20 for each additional meter
Temporary Meter Turn-off Charge $20

Failed Trip Charge $25

Issue 52: Is PGS’s proposal to stratify its current single residential service class into three
individual classes appropriate?

Approved Stipulation: Yes. The proposal allows the Company to recover a greater proportion
of fixed customer-related costs indicated by the allocated cost of service study through customer
charges, while at the same time managing the potential bill impacts for individual customers to
reasonable levels. Absent establishing the three billing classes, the bill impacts associated with
increasing fixed cost recoveries through the customer charge would be too large for smaller
residential customers that use natural gas for fewer appliances.
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Issue 53: Is PGS’s proposal to reclassify certain customers appropriate?

Approved Stipulation: Yes. Redefining the GS-1 class (presently 1,000-17,500 annual therms)
by moving the smallest GS-1 customers (up to 1,999 annual therms) into an expanded SGS rate
class and moving the largest GS-1 customers (above 10,000 annual therms) into an expanded
(3S-2 rate class is appropriate to provide greater homogeneity and reduce the potential for intra-
class subsidies.

At present all residential customers take service under the RS rate. The reclassification
of a limited number of large residential customers addresses a separate issue, which relates to
common areas of condominiums. Such use is considered residential even though the
characteristics of the load are similar to use by larger GS customers. By expanding the eligibility
of the GS-1 through GS-5 rate schedules to include residential use, the largest residential
customers are included with similarty-situated non-residential customers for pricing purposes.
An additional benefit of this approach is that it clarifies the rights of condominium units to
purchase their gas supply from a third-party pursuant to the Company’s transportation service
program. The deposit terms and conditions associated with residential service would continue to
apply to condominium customers that are reclassified to a GS rate schedule.
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Issue 54: Should the Commission approve PGS’s proposed “Gas System Reliability Rider,”
which would permit recovery of revenue requirements associated with eligible infrastructure
system replacements (e.g., replacements for existing facilities, relining projects to extend the
useful life of existing facilities, road relocation projects) and incremental O&M expenses, if any,
incurred to comply with mandatory pipeline safety regulations? If approved as proposed by
PGS, such recovery would continue until the effective date of revised base rates established in
the Company’s next base rate proceeding. The rider would also provide for the refund of C&M
expenses, if any, incurred to comply with mandatory pipeline safety regulations, in excess of
such expenses included in the Company’s most recent base rate proceeding.

Recommendation: Yes, provided that PGS only be allowed to recover actual costs after they
have been incurred. PGS should file a petition annually to establish per therm factors for each
rate schedule to recover its actual and verifiable relocation and pipeline integrity costs in excess
of what is recovered through base rates. (Draper)

Position of the Parties

PGS: Yes, to permit timely recovery of revenue requirements associated with government-
mandated facility relocations or safety requirements, over which PGS has no control, between
base rate cases.

OPC: No. PGS has not demonstrated that regulatory oversight of these costs should be
removed from base rates review. These type costs are not sufficiently large or volatile as to
warrant recovery in a “clause” mechanism, nor has PGS proposed any downward ROE
adjustment in the event the rider is adopted.

FIGU: FIGU opposes this tariff rider because the costs are not volatile. The depreciation charge
collected from customers is normally sufficient for pipeline replacement and repair.

Staff Analysis: PGS’ proposed new Gas System Reliability Rider is a new concept and the
Commission has not previously considered a rider to recover relocation and pipeline
integrity requirements outside a rate case.

Parties’ Positions

PGS proposed a new Gas System Reliability Rider (GSR Rider) that would allows PGS
to recover from its customers, through a surcharge, certain relocation and safety related costs,
beginning in January 2010. Specifically, the GSR Rider is designed to recover two types of
costs: revenue requirements’ associated with certain eligible infrastructure system replacements,
and incremental O&M expenses incurred to comply with federal transmission and distribution
pipeline integrity requirements. (TR 483)

The proposed GSR Rider tariff defines “eligible replacements™ as:

*® Revenue requirements are defined by PGS as the Company’s weighted average cost of capital, depreciation
expense, and ad valorem taxes grossed up for federal and state income taxes.
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1. mains, service lines, regulator stations, and other pipeline components installed to comply
with state or federal safety requirements as replacements for existing facilities;

2. main and service line projects extending the useful life or enhancing the integrity of the
pipeline components, undertaken to comply with state or federal safety requirements; and

3. facility relocations due to construction or improvement of a highway, road, street, public
way or other public work by or on behalf of a government or other entity having the
power of eminent domain, to the extent costs of the project are not reimbursed to PGS.
(TR 483-484)

In addition to the eligible replacements listed above, PGS witness Binswanger testified
that PGS anticipates being faced with incremental O&M expenses incurred to comply with
federal transmission and distribution pipeline integrity requirements, (TR 483) Witness
Binswanger referred to two new federal acts that could impact PGS: the Pipeline Safety Act of
2002, and the Pipeline Inspection, Protection, Enforcement, and Safety Act of 2006 (PIPES Act).
(TR 476) The Pipeline Safety Act addresses transmission lines, and the PIPES Act addresses
distribution systems. (TR 519) Witness Binswanger explained during the hearing that PGS is
currently doing an assessment for transmission facilities in place; however, the guidelines on
distribution systems have not been fully implemented yet. (TR 520)

In its brief, PGS asserted that a GSR Rider would be an appropriate mechanism for the
recovery of revenue requirements associated with government-mandated investments for
relocation of its facilities and O&M expenditures, neither of which the Company has any control
over. The company also would have no ability to recover these costs absent the filing of a
petition for new base rates or for a limited proceeding. (PGS BR 25) Currently, relocation costs
are only recovered during a base rate proceeding. Witness Binswanger testified that for the years
2004 through 2007, there were total capital expenditures of $17.6 million for government-
mandated relocations, for which PGS received no revenues through which to recover the
associated depreciation, ad valorem tax expenses, or a return on its investment in the replacement
facilities. (TR 476)

PGS explained that it is standard practice for the Company to install facilities at the edge
of public rights-of-way, which are substantially less expensive than the installation of facilities
on private property. (PGS BR 25; TR 472) Installing in public rights-of-ways, however, subjects
the Company to the requirements of federal, state, and local governmental statutes and
regulations requiring the relocation of facilities when ordered to do so. For example, an entity
may be re-routing or widening a road, installing water or wastewater lines, or reconfiguring an
intersection, thereby necessitating the relocation of PGS facilities. (TR 473) PGS stated that in
most instances, the Company must replace or relocate its facilities as part of the agreement to use
the right-of-way without reimbursement in order to continue to meet its obligations. (TR 473)

PGS Witness Binswanger testified in his direct testimony that since the Company
proposed that certain costs are included in the 2009 projected test year, no item would constitute
an eligible replacement unless installed on or after January 1, 2010. (TR 484) Specifically, PGS
has proposed to include in the test year $750,000 of O&M expenses for pipeline integrity costs,
which is addressed in Issue 33. Witness Binswanger testified that any reduction in O&M
expense for transmission and distribution pipeline integrity below what is allowed in the
projected test year in this case would reduce the revenue requirement to be required through the

-84 -



Docket No. 080318-GU
Date: April 23, 2009

GSR Rider. (TR 485) PGS also proposed to include $3.8 million of relocation costs in the
projected test year (Issue 5). In his deposition, witness Binswanger clarified that there would be
a similar reduction in the revenue requirement to be recovered through the GSR Rider if capital
expenditures for relocations are less than what was allowed in the projected test year. (EXH 8)

Witness Binswanger explained that if the Commission approves the GSR Rider, PGS’
first petition for GSR Rider factors would be filed late in 2009, and would be based on eligible
investments projected to be placed in service and incremental expenses to be incurred by the
Company during 2010. (TR 489) The charges resulting from the 2009 filing would be included
on customers’ bills commencing in January 2010. (TR 489) PGS would again file petitions in
2010, which would recalculate the charges to recover the revenue requirement based on cligible
costs for both 2010 and 2011, as adjusted by projected true-ups of the initially projected 2010
revenue requirements. (TR 489)

OPC objects to the formation of the GSR Rider for several reasons. In its brief, OPC
stated that it has grave concerns about whether the Commission possesses the authority from the
legislature to establish a mechanism to recover non-volatile, non-fuel, base rate costs. (OPC BR
31) OPC stated that at the present time there are two true capital cost recovery mechanisms that
the Commission administers: the Environmental Cost Recovery Clause and the Nuclear and
IGCC Cost Recovery Clause. (OPC BR 31) Both those clauses were authorized and established
by the Florida Legislature. (OPC BR 31) OPC further stated that the other clause mechanism
that the Commission has established on its own are almost exclusively expense-related. (OPC
BR 31)

OPC stated that PGS has acknowledged that no other company in Florida has a rider like
the GSR Rider (or the Carbon Reduction Rider addressed in Issue 55). OPC argued in its brief
that the two electric cases PGS cites as precedent were resolved by the Commission approving a
stipulated settlement and thus the cases cited by PGS do not establish a precedent for the creation
of the GSR Rider in the instant case. (OPC BR 32)

Apart from the legal concerns, OPC also stated in its brief that there are strong policy and
factual reasons not to grant the requested relief regarding the GSR Rider. (OPC BR 33} OPC
Witness Schultz testified in his direct testimony that he disagrees with PGS’ contention that it
will not recover those costs outside of base rate relief unless it receives this annual rate increase.
(TR 613) Witness Schultz stated that as long as the company earns sufficient net income to keep
its overall rate of return within its authorized range, the company will recover its investment in
these costs. (TR 613)

Furthermore, OPC witness Schultz disagreed with PGS’ assertion that the government-
mandated relocation costs incurred by the Company have been substantial. (TR 614) The
average capital costs for relocation projects for the years 2003-2007 was $4.28 million, which is
less than 10 percent of the company’s $44.8 million capital cost over the same time period. (TR
616) With respect to the pipeline integrity costs, witness Schultz stated that PGS already
petitioned to include $750,000 in the test year, and that there is uncertainty about whether the
Company would ever spend over the $750,000. (OPC BR 34) Finally, witness Schultz testified
that the GSR Rider will have no positive impact on the management of the investments
associated with the relocation of facilities and safety expenses. (TR 614) Witness Schultz
expressed concern that an annual recovery mechanism will not provide management incentive to
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reduce costs or seek proper reimbursement of these costs because it will allow for the automatic
pass-through of costs. (TR 614)

While FIGU did not sponsor a witness on this issue, FIGU objects to the GSR Rider in its
brief. FIGU stated that line relocations have been going on since PGS began to locate its lines in
public rights-of-way at no cost. (FIGU BR 8) FIGU argued that line relocations do not trigger
rate cases because the cost of relocations is more than offset by the money customers pay each
year to cover depreciation. (FIGU BR 8)

Analysis

Staff evaluated the reasons cited by OPC and FIGU for denying PGS’ proposed GSR
Rider and staff does not believe that these concerns represent sufficient grounds for denying the
Company’s proposal. Unlike the Carbon Reduction Rider discussed in Issue 55, where PGS
decides when and where to install a supply main, the GSR Rider is designed to allow recovery of
costs over which PGS has no control. Witness Binswanger explained during the hearing that
traditionally the Commission has allowed the recovery of costs associated with government-
mandated programs. (TR 536) Witness Binswanger continued that the GSR Rider would give
PGS timely recovery of costs incurred pursuant to PGS’ compliance with government-mandated
programs.

With respect to OPC’s concerns, staff does not believe that OPC’s objections would
create an impediment to the Commission’s approval of the GSR Rider. In response to OPC’s
argument concerning statutory authority, the Commission has broad rate-making authority to
establish rates and charges, pursuant to Chapter 366, F.S. The GSR, with staff’s proposed
modifications discussed below, is akin to the cost recovery surcharges approved for Florida
Power & Light Company?! and Progress Energy Florida® during the 2004 storm season,

OPC also argues that, as long as the Company earns within the range of its authorized
return on equity, the Company will recover its investment. Witness Binswanger testified that in
this rate case 100 basis points translates to approximately $4.5 million. (TR 534) The five-year
Company average in eligible replacements for the years 2003 through 2007 has been $4.3
million. Staff believes that 100 basis points represents a significant reduction in the Company’s
carnings. Furthermore, that amount represents what PGS has historically spent on relocation
projects.

In addition, OPC asserted that the costs associated with the government-mandated
relocation projects are not substantial. In response to staff discovery, PGS stated that for the
years 1999 through 2007, capital costs associated with government-mandated relocations ranged
from $2.1 million to $5.9 million a year. While it may be debatable whether that range can be
considered substantial or volatile, the costs shown are historic relocation costs only. Upon cross-
examination by FIGU, witness Binswanger testified that the GSR Rider would encompass any

I See Order No. PSC-05-0937-FOF-EI, issued on September 21, 20035, in Docket No. 041291-El, In re: Petition for
authority to recover prudently incurred storm restoration costs related to 2004 storm season that exceed storm
reserve balance, by Florida Power & Light.

22 gee Order No. PSC-05-0748-FOF-FI, issued on July 14, 2005, in Docket No. 041272-El, In re: Petition for
approval of storm cost recovery clause for recovery of extraordinary expenditures related to Hurricanes Charley,
Frances, Jeanne, and Ivan. by Progress Energy Florida, Inc.
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new government mandates associated with pipeline integrity, whether it be transmission pipeline
integrity or distribution pipeline integrity programs. (TR 517) Witness Binswanger further
explained that PGS is currently doing an assessment of its transmission facilities pursuant to the
Pipeline Safety Act of 2002. (TR 519-520) Witness Binswanger admitted that the full impact of
the costs of complying with the safety acts and the PGS compliance with future regulations is not
known, and not every item of the compliance costs will be incurred every year. (TR 477)
However, if PGS incurs no costs to comply with any federal safety acts, then there will be no
such costs for the ratepayers to pay through the GSR Rider.

In addition to the potential new safety requirements mentioned above, witness
Binswanger testified that the implementation of the federal economic stimulus package may
result in potentially substantial relocations. (TR 534) Therefore, it is possible that relocation
costs due to new road projects contained in the stimulus package could increase substantially.
Staff believes that this uncertainty regarding future relocation projects makes it difficult to
determine an appropriate amount to be included in base rates absent a rider. Upon questioning
during the hearing, witness Binswanger stated that at this point he does not know whether the
federal stimulus package provides for the use of federal funds for reimbursement where
relocation is necessary to accommodate a project authorized by the stimulus package. (TR 524)

Witness Schultz characterized the requested rider as allowing automatic recovery of those
costs. (TR 614) Staff disagrees with this assessment. Even if the Commission approves the GSR
Rider as proposed by PGS, PGS would still need to file annual petitions with the Commission
asking for approval of billing factors designed to recover the revenue requirements associated
with eligible replacements. The Commission would have the opportunity to fully review and
audit the Company’s filings with respect to these costs. If the Commission accepts staff’s
recommendation, the costs recoverable through the GSR Rider would be based on costs already
incurred in complying with new government-mandated relocation or safety requirements. PGS
would be required to identify the specific order or regulation requiring the relocation of the PGS
facilities, as well as document and justify all costs requested for recovery. This differs from
PGS’ proposed Carbon Reduction Rider, which would be based on the Company’s judgment
regarding whether a new development is viable or not.

FIGU argued that the costs are not volatile and that the depreciation charge collected
from customers is normally sufficient for pipeline replacement and repair. During cross-
examination by FIGU, witness Binswanger testified that if a certain government mandate
requires PGS to make an additional investment that the Company normally would not have
made, then the use of the GSR Rider to recover the costs would be appropriate. (TR 521)

Operation of Rider

PGS requested that it be allowed to project costs and then adjust projected to actual
through a true-up mechanism. Staff believes that it would be more appropriate to limit recovery
to actual costs already incurred and justified. In the future, it may be appropriate to revisit this
restriction, once the Commission gains some experience with the timing and extent of such costs
to be recovered. While there may be some incongruence between the costs incurred and
recovery of those costs, implementation of the GSR Rider is a significant improvement for the
Company over current procedures. Thus, staff believes that PGS should be allowed to file an
annual petition to establish per therm factors for all rate classes for the 12-month period
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beginning January 1 following the approval of the factors to recover its actual and verifiable
relocation and pipeline integrity revenue requirements associated with eligible replacements and
pipeline safety compliance, in excess of what is recovered through base rates. To be entitled to
recovery, the company must show that the costs were prudently incurred. The filing will be
handled as a proposed tariff (or tariff revision), any rates will be subject to Commission review
and approval at Agenda, and substantially interested persons will be afforded a point of entry to
address concerns they may have regarding the petition. Staff notes that witness Binswager stated
in his rebuttal testimony that PGS is certainly amenable to recovering the costs in a different
manner if the Commission deems another methodology more appropriate. (TR 500)

Conclusion

Staff recognizes the similarities in customer impact between styling the GSR Rider
recovery mechanism as a “rider” or a “cost recovery clause.” However, there are several
fundamental differences between the two concepts which must be recognized, and which support
staff’s conclusion that the establishment of a GSR Rider is an appropriate mechanism for the
recovery of the government-mandated costs described herein.

Staff agrees with PGS that cost recovery clauses were designed to recover costs which
are volatile and unpredictable. Staff also agrees that all of the current clauses address costs that
arc unpredictable, volatile and irregular, due to forces outside the utility’s control. The original
purpose of recovery clauses was to address on-going costs which could fluctuate between rate
cases and unduly penalize either the utility or customers, if such costs were included in base
rates.

In the instant case, PGS is seeking recovery, through the GSR Rider, of volatile,
government-mandated investments for relocations of its facilities and O&M expenditures, over
which the Company has no control, and which the Company has no ability to recover absent the
filing of a petition for new base rates or a limited proceeding. However, the proposed GSR
Rider is more akin to a surcharge such as the recovery mechanisms approved in Order Nos. PSC-
05-0748-FOF-EI and PSC-05-0937-FOF-EI because the charges being sought through the GSR
Rider would only provide for the reimbursement of actual project expenditures undertaken by the
Company in compliance with legitimate, government-mandated relocation orders as well as
resulting O&M expenses. This is distinguishable from the clause recovery mechanisms
described above which are recovered on a yearly, prospective basis with the costs trued-up year
to year as actual amounts become known.

Unlike the Carbon Reduction Rider, the GSR Rider is designed to allow PGS to recover
revenue requirements associated with relocation and integrity management costs that are outside
of the Company’s control. Only costs that are in excess of the levels included for ratemaking
purposes in this proceeding or subsequent base rate proceeding should be allowed for recovery
under the GSR Rider. Moreover, staff believes that the general body of ratepayers benefit from
the approval of the GSR Rider by receiving an accurate price signal of the true cost of service,
and by the potential delay of future rate cases. Therefore, staff recommends that the
Commission approve PGS’ request to establish a GSR Rider with the condition that only costs
already incurred should be recoverable through the GSR Rider and that costs be actual,
verifiable, and prudent.
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Issue 55: Should the Commission approve PGS’s proposed “Carbon Reduction Rider”, which
would permit recovery of revenue requirements associated with incremental capital expenditures,
if any, for installation of supply mains (as defined in the rider) to serve primarily residential
developments? If approved as proposed by PGS, such recovery would continue until the earlier
of (i) the end of a five-year recovery period, or (ii) the effective date of revised base rates
established in the Company’s next base rate proceeding.

Recommendation: No. Staff agrees with OPC that PGS has not demonstrated the need for
treatment of these costs outside a rate proceeding. Further, staff does not believe there are
sufficient safeguards built into the Carbon Reduction Rider (CRR), as proposed, to adequately
protect ratepayers from imprudent expenditures. (Kummer)

Position of the Parties

PGS: Yes, to permit timely recovery, for a five year period only per project, of revenue
requirements associated with investment in supply main to connect primarily residential
developments to gas supply sources.

OPC: No. PGS has not demonstrated that regulatory oversight of these costs should be removed
from base rates review. These type costs are not sufficiently large or volatile as to warrant
recovery in a “clause” mechanism, nor has PGS proposed any downward ROE adjustment in the
event the rider is adopted.

FIGU: FIGU changes its position to oppose this rider because it is not the type of volatile
expense normally associated with cost recovery clauses, there is no incurable regulatory lag
associated with new pipes and it sets an awful precedent.

Staff Analysis: PGS has proposed a new cost recovery mechanism to collect, on a more timely
basis, costs associated with extending supply mains to facilitate use of natural gas in new
residential subdivisions. Extending gas lines consists of two basic operations: the extension of
the supply main from the pipeline to a point close to the service location, and the installation of
distribution mains and service lines necessary to provide gas to end users. The costs for
distribution mains and service lines are collected through base rates, from developers, or through
a Main Extension Program surcharge on bills of end users. The costs of supply mains currently is
recovered only during a base rate proceeding.

The CRR “is designed to address, manage, and encourage the expansion of natural to new
[residential] developments that are not located near interstate pipelines or existing Company
supply mains.” (TR 467) In determining whether serving a new area is cost effective, PGS stated
that it evaluates several factors. PGS obtains information on potential load by meeting with
developers, reviewing land use maps and zoning criteria. The approximate time of build-out is
also important in determining the time frame over which PGS can expect to recover the costs of
extending facilities. (TR 469) One significant cost consideration is whether the potential end
users are located near an interstate pipeline or a PGS supply main. (TR 468) If not, PGS must
build a supply main to reach the area. PGS asserts that, unlike a distribution main and services, a
supply main produces no direct revenue, but without it, potential revenue-producing customers
cannot access natural gas. (TR 477)
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PGS maintains that economically extending natural gas facilities to more areas in Florida
accomplishes several goals. Witness Binswanger noted that natural gas is an extremely
important source of energy for Florida because it is environmentally friendly, efficient,
domestically produced, and more reliable during hurricanes. (TR 479) Witness Binswanger
further stated that expanding natural gas availability in the state is consistent with Executive
Order 07-127, and the Omnibus energy legislation contained in House Bill 7135. (TR 485) PGS
has identified over 25 areas in the state which it believes could be served by natural gas, if the
supply mains were in place. (TR 486) However, financial constraints discourage extension of
facilities because the recovery of those costs may be delayed over long periods due to build-out
of new developments, or until the Company’s next rate case. (EXH 8, BSP 2215-6)

The CRR would recover the revenue requitements® associated with supply mains
installed to reach one or more new developments. Recovery under the CRR would be limited to
installations of mains greater that four inches in diameter, or which are certified to operate at 60
pounds per square (psig) or greater, and which serve company distribution systems serving
primarily residential customers. (TR 487)

CRR factors would be filed with, and approved at the same time as, other cost recovery
factors each year. The costs would be allocated to rate classes consistent with the cost of service
methodology approved in PGS’ last rate case. Collection of the CRR for each project would
continue for five years, or until PGS’ next base rate case. The five year period is consistent with
how costs are recovered under the existing Main Extension Program (MEP) surcharge for
distribution facilities.

Parties’ Positions

OPC objects to the CRR because it believes expansion revenue should be sufficient to
pay for all of the facilities necessary to achieve new load. The new customers will be paying the
same rates as the old customers and that, in theory, should be sufficient to cover the cost of new
plant and operating expenses. (TR 619) The fact that Florida is not seeing the aggressive growth
of prior years, plus the fact that PGS has not been in for a general rate increase since 2002,
indicates that PGS is currently recovering such costs. OPC witness Schultz further stated that the
average capital cost under the rider for year 2005 through 2007 cited by PGS is $436,943, which
is not significant enough to justify a new clause. In addition, OPC noted that PGS has been
earning within its approved rate of return range for prior years in which PGS said it incurred
similar costs of supply mains. (TR 574-5)

OPC Witness Schultz noted several drawbacks to the CRR. He believes implementation
of this rider (and the GSR) constitutes single issue ratemaking without appropriate oversight.
(TR 620) He asserted that the more certain costs are subject to recovery through some form of
recovery mechanism, the less the Company is required to establish control over costs and the risk
of managing costs is reduced. (TR 621) He also maintained that the addition of two new clauses,
on top of the six existing cost recovery clauses, will create additional workload for staff and
Commission in what was designed to be a streamlined, expedited process. (TR 622) In addition,
Witness Schultz noted PGS has not included a reduction in ROE to recognize the reduction in

* Revenue requirements are defined by PGS as the Company’s weighted average cost of capital, depreciation
expense, and ad valorem taxes, grossed up for federal and state income taxes
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risk of recovering capital costs between rate cases. Shareholder risk should be reduced because
of the automatic pass-through; therefore a similar reduction would need to be made in the
allowed rate of return to account for the reduced risk. (TR 621) OPC noted that Exhibit 92
demonstrates that PGS has been able to achieve a more favorable regulatory rating than every
other member of the proxy group - many of which have cost recovery clauses.

OPC also questions the Commission’s authority to create new clauses, such as the GSR
and CCR, to recover non-volatile, non-fuel, base rate costs. Other than statutorily-created
environmental cost recovery mechanisms in Florida, and a statutorily created rider in Missouri,
PGS has not cited any authority or precedent to support the adoption of such clauses. In
addition, OPC noted that other clauses are industry specific, not utility specific, and are almost
exclusively expense-related. Only after experience and familiarity have certain ad hoc capital
costs been allowed for clause recovery. (OPC BR 31) Staff has discussed this issue more
thoroughly in Issue 55.

FIGU took no position on the CRR in its prehearing statement because it did not believe
it would be subject to the CRR. It modified its position in its post hearing brief to oppose the
CRR. Although FIGU still does not think its members are affected by the CRR, it believes
adoption of such a clause is bad regulatory policy. (FIGU BR 9) FIGU argued that PGS
competes with it parent, Tampa Electric Company for revenues from new subdivisions. By
shifting the cost of expanding the PGS system from PGS to its existing customers, the revenue
loss experienced by PGS and its parent, TECO, is mitigated at the expense of PGS customers.
(FIGU BR 9) FIGU also noted that PGS’ arguments on regulatory lag are overstated.
Regulatory lag exists not only in recovery of capital expenditures, but also in recognition of
depreciation, which reduces rate base and thus costs to be recovered from customers. (FIGU BR
10)

Analysis

PGS currently has mechanisms in place to recover a portion of costs incurred as a result
of requests from customers seeking service. The costs of extending distribution facilities is
either recovered in base rates, or, if costs exceed estimated revenues, through a surcharge to the
customers directly benefitting from the extension. The MEP provides for the collection of costs
associated with dedicated residential and commercial infrastructure that exceed the amount
included in base rates.”* PGS maintains, however that these cost recovery mechanisms only
recover distribution lines to a specific customer or development. The proposed CRR is designed
to recover the cost of supply mains which may be extended to serve multiple developments
within a common geographical area. The CRR would only recover costs associated with mains
in excess of four inches in diameter or which are certified to operate at a maximum of sixty
pounds per square inch (psi). Further, the revenue for any one project would only be collected
for the first five years following installation. (EXH 8, BSP 63)

Absent the CRR, PGS does not directly collect the any of the cost of supply mains until
customers begin taking service. Witness Binswanger, in his direct testimony, said that PGS has
identified over 25 projects representing over 100,000 new customers which would require

** See Tariff Sheets 5.601 through 5.601-2 Mains and Service Extensions, and Tariff Sheets 7.101-7 through 7.101-
9, Main Extension Program
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extension of supply mains. (TR 486) PGS estimated that, had the CRR been available in 2008,
approximately $609,805 would have been eligible for collection under the CRR mechanism.
(EXH 8, BSP 66) Specifically, PGS cited two major projects, Ave Maria University and Town
Center (total cost $4.3 million), and Nocatee St. Johns County planned community ($420,000),
which did not go forward because of the costs. (EXH 8, BSP 67) However, OPC noted in its
brief that PGS filed a revised capital budget just prior to hearing, noting that Nocatee is shown as
a new 2009 development project. OPC said this revision casts doubts on the company’s
judgment relative to the extension of viable development, as well as demonstrating that the lack
of the CCR may not be the true reason the Nocatee development did not go forward as planned.
(OPC BR 35)

Staff’s primary concern is that PGS would be encouraged to extend facilities with only
speculative prospects of customers, if it could immediately recover the revenue requirements
associated with supply mains through a cost recovery clause. In discovery, OPC asked if
projects recoverable through the CRR would be subject to pre-approval by the Commission.
PGS’ response did not answer the question directly. Instead, it said that PGS would file a
petition requesting approval of the billing factors to be installed in the upcoming year,
According to PGS, “the Commission would have the opportunity to thoroughly review and audit
the company’s filings and make necessary adjustments.” (EXH 8, BSP 210) This implies that
the Commission could check the calculations, but that the utility would not specifically seek
Commission approval of the projects, per se. This lack of review of the prudence of the projects
gives staff pause in passing these costs on the ratepayers through a clause. It is also unclear
whether the Commission would have any opportunity for review and possible disallowance of
projects in future rate cases, once such projects were included for cost recovery through the
clause.

Staff does not take issue with the benefits associated with the use of natural gas cited by
witness Binswanger. (TR 479) Nor does staff disagree that expansion of natural gas availability
may be consistent with state efforts to reduce green house gas emissions. (TR 485) However,
staff believes that too few safeguards have been included to ensure that supply main extensions
recovered through the CRR are viable, revenue producing assets. Staff agrees with OPC’s
assessment that expansion of facilities should be cost effective at current rates. Extension of
supply mains under the CRR does not require that there be any actual customers asking for gas
service. Facilities may be extended to make gas available to encourage developers to install gas
facilities in new developments in the future. PGS argued that developers will not even consider
natural gas, if no supply main is in place.

If the expected pay back period for a project is not sufficient for PGS to commit its
internal funds, staff questions whether it is prudent to commit ratepayer funds to such projects.
If PGS can recover the revenue requirements associated with any such investment, it has little
incentive to either minimize costs, or ensure that the expansion is prudent and will generate
revenue in a reasonable time frame. If there are no upfront costs to PGS for extending facilities
where there are currently no customers, it might also encourage PGS to extend supply main
facilities simply to claim territory for future growth, without reasonable expectations of revenue
producing customers in the shorter term. The ability to claim territory by extending service
mains without concern for concurrent revenue may create more territorial disputes, and
disadvantage utilities which do not have the ability to immediately pass on such costs. The
ability to avoid the upfront costs (and delay) of installing supply mains to serve a development
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makes it more attractive for developers to seek service from PGS over an adjacent utility, who
does not have the ability to pass on such costs on an annual basis, even when other costs may
indicate a different choice.

Staff also agrees with OPC and FIGU that approval of the CCR may be imprudent
regulatory policy. The purpose for all existing cost recovery clauses is to allow utilities to
recover costs which are volatile and which are outside the control of the utility. Decisions on
when and where to expand facilities are completely under the control of the utility. Utility’s
management, not ratepayers should bear the cost and responsibility for decision on expansion of
the utility.  Staff also agrees with OPC that the Commission should move cautiously in
approving collection of capital costs outside a rate case. OPC notes that the Legislature has
already seen fit to explicitly address other areas where capital costs have been approved for
recovery outside a rate case. If expansion of gas infrastructure is necessary or desirable to meet
state goals as noted by witness Binswanger, it may be more appropriate for PGS to seck
legislative approval first. (TR 485-6)

Conclusion

Staff recommends the Commission deny PGS request to establish a CRR for three main
reasons: (1) PGS may have the incentive to imprudently expand facilities because it does not
have to pay for them from internal funds; (2) the cost for, and decision to install, supply mains
are neither volatile nor outside the utility’s control; and (3) allowing recovery of selected capital
expenses oulside a rate case sets a dangerous regulatory precedent which removes risk from
stockholders at the expense of ratepayers.
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Issue 56: What is the appropriate effective date for PGS's revised rates and charges?

Approved Stipulation: The revised rates and charges should become effective for meter
readings on or after 30 days following the date of the Commission vote approving the rates and
charges which, under the current schedule, would mean for meter readings taken on or after June
18, 2009.
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Issue 57: Should any of the $2,380,000 interim rate increase granted by Order No. PSC-08-
0696-PCO-GU be refunded to the ratepayers?

Recommendation: No. The proper refund amount should be calculated by using the same data
used to establish final rates, excluding rate case expense and other items not in effect during the
interim period. This revised revenue requirement for the interim collection period should be
compared to the amount of interim revenues granted. Based on this calculation, no refund is
required. Further, upon issuance of the Consummating Order in this docket, the corporate
undertaking should be released. (Kaproth, Slemkewicz)

Position of the Parties

PGS: No.
OPC: No position at this time.
FIGU: No position.

Staff Analysis: By Order No. PSC-08-0696-PCO-GU, issued October 20, 2008, the
Commission authorized the collection of interim rates, subject to refund, pursuant to Section
366.071, F.S. The approved interim revenue requirement was $171,383,000, which represents
an increase of $2,380,000 or 1.54 percent. The interim collection period is November 2008
through June 2009.

According to Section 366.071, F.S., any refund should be calculated to reduce the rate of
return of the utility during the pendency of the proceeding to the same level within the range of
the newly authorized rate of return. Adjustments made in the rate case test period that do not
relate to the period interim rates are in effect should be removed. Rate case expense is an
example of an adjustment which is recovered only after final rates are established.

In this proceeding, the test period for establishment of interim is the 12-month period
ending April 30, 2008. PGS’ approved interim rates did not include any provisions for pro forma
or projected operating expenses or plant. The interim increase was designed to allow recovery of
actual interest costs, and the lower limit of the last authorized range for return on equity.

To establish the proper refund amount, staff has calculated a revised interim revenue
requirement utilizing the same data used to establish final rates for the 2009 projected test year.
Items, such as rate case expense and the storm damage accrual, were excluded because these
items are prospective in nature and did not occur during the interim collection period. Using the
principles discussed above, because the $171,383,000 revenue requirement, granted in Order No.
PSC-08-0696-PCO-GU, for the April 2008 interim test year is less than the revenue requirement
for the interim collection period of $190,176,226, staff recommends that no refund is required.
Further, upon issuance of the Consummating Order in this docket, the corporate undertaking
should be released.
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Issue 58: Should PGS be required to file, within 90 days after the date of the final order in this
docket, a description of all entries or adjustments to its annual report, earnings surveillance

reports, and books and records which will be required as a result of the Commission’s findings in
this docket?

Approved Stipulation: Yes. PGS should be required to file, within 90 days after the date of the
final order in this docket, a description of all entries or adjustments to its annual report, rate of
return reports, and books and records which will be required as a result of the Commission’s
findings in this rate case. (FIGU does not affirmatively stipulate this issue but takes no position
on the issue.)

Issue 59: Should this docket be closed?

Approved Stipulation: Yes. This docket should be closed after the Commission has issued its
final order and the time for filing an appeal has expired.
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Company As Filed

Commeon Equity

Long-term Debt

Short-term Debt

Preferred Stock

Customer Deposits
Deferred Income Taxes

Tax Credits - Zero Cost

Tax Credits - Weighted Cost
Total

Equity Ratio

Staff Adjusted

Common Equity

Long-term Debt

Short-term Debt

Preferred Stock

Customer Deposits

Deferred Income Taxes

Tax Credits - Zerc Cost

Tax Credits - Weighted Cost
Total
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Interest Synchronization
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Long-term Debt
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Cost Rate Change
Short-term Debt

Tax Credits - Weighted Caost

TOTAL

PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU

13-MONTH AVERAGE CAPITAL STRUCTURE

DECEMBER 2009 TEST YEAR
(% Cost Weighted
Amount Ratio Rate Cosl
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44

Adjusted per Company

Staff Adjustments:
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Depreciation
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Directors and Officers Liability Ins.
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PEOPLES GAS SYSTEM SCHEDULE 3
DOCKET NO. 080318-GU
NET OPERATING INCOME
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[} 0 0 o] 0 0 4} ¢} 0
0 0 0 0 0 (847,389) 0 (847,389) 847,389
1] 0 8] 0 0 0 0 o 0
0 0 0 0 0 0 0 o 0
0 0 0 ¢} ¢} 0 0 o] 0
Q Q 0 C o 0 0 o 0
0 0 4] 0 ¢} 1} 0 o 0
0 0 0 0 o 0 0 ¢ 0
0 0 0 [} 1} 0 4] 0 4]
aQ 0 0 0 c Q 0 u] Q
0 0 0 0 c 0 0 0 0
s} 0 0 [} 0 Q 0 Q 4}
Q 0 0 0 0 4] 0 0 0
0 0 o] o} [} 4] [¢] 0 Q0
0 0 0 0 0 0 c 0 0
0 0 0 0 o} 0 0 0 0
o] 0 o 0 0 0 0 0 0
o] 0 0 0 0 54,057 [¢) 54,057 {54,057}
1,500,000 0 (484,176) {113,640} 7,500 (494) 0 (590,81 01 2,090,810
171,406,126 0 72,124 723 43,691,083 10,831,433 9,203,691 (430.3212' 135,370,619 36,035,507
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SCHEDULE 4
PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU
DECEMBER 2009 PROJECTED TEST YEAR
NET OPERATING INCOME MULTIPLIER
(%)
Line (%) Staff
No. As Filed Adjusted
1 Revenue Requirement 100.0000 100.0000
2 Gross Receipts Tax 0.0000 0.0000
3 Regulatory Assessment Fee (0.5000) (0.5000)
4 Bad Debt Rate (0.4511) (0.4511)
5 Net Before Income Taxes 99.0489 99.0489
6 Income Taxes (Line 5 x 38.576%) _ (38.2081) (38.2081)
7 Revenue Expansion Factor 60.8408 60.8410

8 Net Operating Income Multiplier
(100%/Line 7) 1.6436 1.6436
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Line
No.

PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU

DECEMBER 2009 PROJECTED TEST YEAR
REVENUE REQUIREMENTS CALCULATION

Rate Base

Overall Rate of Retﬁrn

Required Net Operating Income (1)x(2)
Achieved Net Operating Income

Net Operating Income Deficiency (3)-(4)
Net Operating Income Multiplier

Operating Revenue Increase (5)x(6)

- 101 -

SCHEDULE 5
Staff

As Filed Adjusted
$563,599,436 $560,844,757
8.88% 8.50%
50,060,255 47,671,804
33,944,697 36,035,507
16,115,558 11,636,298
1.64360 1.64360
$26,488,091 $19,125,419
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SCHEDULE §
PEOPLES GAS SYSTEM
DOCKET NO. 080318-GU
DECEMBER 2008 PROJECTED TEST YEAR
REVENUE REQUIREMENTS CALCULATION
Line Staff
No. As Filed Adjusted
1. Rate Base $563,599,436 $560,844,757
2. Qverall Rate of Return 8.88% 8.50%
3. Required Net Operating Income (1)x(2) 50,060,255 47,671,804
4. Achieved Net Operating Income 33,944,697 36,035,507
5. Net Operating Income Deficiency (3)-(4) 16,115,558 11,636,298
6. Net Operating Income Multiplier 1.64360 1.64360
7. Operating Revenue Increase (5)x(6) $26,488,091 $19,125,419
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