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BEFORE THE FLORIDA PUBLIC SERVICE COMMISSION 

In re: Review of Fuel Procurement 1 
Hedging Practices of Florida’s. 1 
Investor-Owned Electric Utilities. 1 

UNDOCKETED 
FILED: June 18,2008 

TAMPA ELECTRIC COMPANY’S 
REOUEST FOR CONFIDENTIAL CLASSIFICATION 

Tampa Electric Company (“Tampa Electric” or “the company”), pursuant to Section 

366.093, Florida Statutes, and Rule 25-22.006, Florida Administrative Code, hereby requests 

confidential classification of the highlighted information contained on Bates stamp pages 20,23, 

24, 30 and 31 of the Staffs draft audit report dated June 2008 in the above matter, with the 

duration of that confidential classification to be a minimum of three years. In support of its 

request, Tampa Electric states as follows: 

1. Tampa Electric is submitting under separate cover a single confidential version of 

the Staffs draft audit report with confidential information highlighted in yellow and marked 

“CONFIDENTIAL“ in red on Bates stamp pages 20,23,24,30 and 31 of the Draft Audit Report. 

Subsection 366.093(1), Florida Statutes, provides that any records “found by the 

Commission to be propriety confidential business information shall be kept confidential and shall 

be exempt from s. 119.07(1) [requiring disclosure under the Public Records Act].” Proprietary 

confidential business information includes, but is not limited to “[i]nfonnation conceming . . . 

contractual data, the disclosure of which would impair the efforts of the public utility or its 

affiliates to contract for goods or services on favorable terms.” Subsection 366.093(3)(d), 

Florida Statutes. Proprietary confidential business information also includes “[ilnformation 

relating to competitive interests, the disclosure of which would impair the competitive business 
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of the provider of the information." Section 366.093(3)(e). The designated portions of the 

Staffs draft audit report fall within these statutory categories and, thus, constitute propriety 

confidential business information entitled to protection under Section 366.093, Florida Statutes, 

and Rule 25-22.006, Florida Administrative Code. 

3. Attached hereto as Exhibit "A" is a written justification for the requested 

confidential treatment of the highlighted portions of the Staffs draft audit report. 

4. Attached hereto as Exhibit "B" are two public versions of the Staffs draft audit 

report with the confidential information redacted. 

5.  The highlighted information contained in the Staffs draft audit report for which 

Confidential classification is sought is intended to be and is treated by Tampa Electric as private 

and has not been publicly disclosed. 

Requested Duration of Confidential Classification 

6. Tampa Electric requests that the confidential portions of the Staffs draft audit 

report be treated by the Commission as confidential proprietary business information for a 

minimum of three years. The draft report provides detailed hedging strategies and discloses 

details conceming counterparty relationships, many of which are of a continuing nature and 

which could be in place well beyond the standard 18 month period that confidential information 

is treated by the Commission as such. The various risk management strategy components build 

upon each other and disclosing components of the company's hedging strategy sooner than three 

years after it is submitted would arm would-be suppliers of goods and services, as well as 

competitors of Tampa Electric, with significant information regarding the company's risk 

management strategies. A minimum of three years is essential to prevent those entities in the 

fuel and purchased power markets from having access to information they could use to the 
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competitive disadvantage of Tampa Electric, which would increase the fuel and purchased power 

costs home by Tampa Electric's customers. A minimum of three years is also necessary to insure 

that Tampa Electric's counterparty relationships are not harmed and that potential new 

counterparty relationships are not compromised or discouraged. 

WHEREFORE, Tampa Electric Company respectfully requests that the highlighted 

information set forth on Bates stamp pages 20, 23, 24, 30 and 31 of the Staffs draft audit report 

dated June 2008 be accorded confidential classification for the reasons set forth above, 
-tL. 

DATED this &y of June 2008. 

Respectfully submitted, 

JAMES D. BEASLEY 
Ausley & McMullen 
Post Office Box 391 
Tallahassee, Florida 32302 
(850) 224-91 15 

ATTORNEYS FOR TAMPA ELECTRIC COMPANY 
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JUSTIFICATION FOR CONFIDENTIAL TREATMENT OF HIGHLIGHTED 
PORTIONS OF TAMPA ELECTRIC'S RESPONSES TO STAFF'S DRAFT 
AUDIT REPORT-OF FUEL PROCUREMENT HEDGING PRACTICES OF 

FLORIDA INVESTOR-OWNED ELECTRIC UTILITIES 

Bates Stamr, Confidential Information 
Page No. 

20 Yellow Highlighted Information 
23 Yellow Highlighted Information 
24 Yellow Highlighted Information 
30 Yellow Highlighted Information 
31 Yellow Highlighted Information 

Justification 

(1) The information in question discloses details regarding Tampa Electric's physical or 
financial hedging strategy in that it discloses a breakdown of actual or targeted natural gas 
purchases by percentage. Disclosing the highlighted information in the draft audit report 
would provide highly sensitive information to recipients regarding the manner and timing 
of Tampa Electric's entry into the fuel market. Knowledge of this information would 
allow others an opportunity for market manipulation through transactions made in 
anticipation of the company's natural gas purchasing priorities. Market manipulations 
based on knowledge of the highlighted information could significantly increase the price 
of natural gas purchased by Tampa Electric and paid for by its customers. Such 
disclosure would impair the efforts of Tampa Electric to contract for goods and services 
on favorable terms for the benefit of its customers. The Commission on a number of 
occasions has granted Tampa Electric's request for confidential classification of portions 
of the company's Risk Management Report consisting of the same type of information for 
which confidential classification is sought in the draft Staff audit report filed this date. 

The information in question discloses details concerning the counterparties with which 
Tampa Electric has counterparty relationships including the identities of the 
counterparties and details regarding their credit rankings and credit limits. There are a 
number of present and potential counterparties with whom Tampa Electric may wish to 
deal in executing its hedging strategy. Disclosure of the identities of current 
counterparties, their credit ratings and credit limits would arm other potential 
counterparties with information conceming what Tampa Electric deems acceptable 
counterparty qualifications. All of these present and potential counterparties compete 
with each other for business and disclosure of the details concerning counterparties which 
whom Tampa Electric currently has relationships could adversely affect Tampa Electric's 
efforts to retain existing counterparty relationships andor negotiate new relationships. 
Disclosure of this type of information could lessen Tampa Electric's ability to negotiate 
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for goods and services on favorable terms and thereby increase costs to the company's 
customers. As such, the information in question is entitled to protection against public 
disclosure pursuant to Section 366.093, Florida Statutes, and the Commission's Rule 25- 
22.006, Florida Administrative Code. 
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1.0 Executive Summary 

At the request of the Florida Public Service Commission’s (th 
Economic Regulation, the Division of Competitive Markets and Enforcement co 
review of the fuel procurement hedging programs currently in plac 
owned generating electric utilities operating in Florida: 
(FP&L), Gulf Power Company (Gulf Power), Progress Energy Flo 
Electric Company (TEC). Each of these companies engage in hedging 
minimize risk and to manage price volatility associated with the proc 
generation. 

Florida Power & 

The primary objectives of this review were to: 

Document and assess 
hedging programs within each company. 

Document each company’s management phi1 

Determine if each company’s 
Resolution of Issues set forth in 
Order). 

Evaluate the hedging 
filed in the Fuel and P 

e fuel procurement 

compliance with the Proposed 
PSC-02-1484-FOF-E1 (Hedging 

each company’s Risk Management Plans 
st Recovery docket each year. 

f each company’s hedging programs. 

ed by other state commissions regarding electric utilities’ 

The scope of the review concentrated on the three main areas within each company’s 
ging program: 

+ Fuel procurement process + Hedging strategy 

Executive Summary 
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+ Risk performance 

Within these three areas, audit staff focused on examining the company’s procurement and 
hedging planning process along with the evaluation of the creditworthiness of financial 
relationships. A 0  

Audit staffs review was conducted from December 2007 to May 2008. 
compiled in this report was gathered via company responses 
interviews with key personnel, documents filed as part of the Co 
power cost recovery dockets, and various industry resources. 
includes company policies and procedures, organizational charts 
historical hedging transactions. Analysis of this information is 
three through six. 

Sp 

Since 2002, the Hedging Order has provided the state’s investor-owned 
the past five years, each 

rall commodity sector’s growing 

electric utilities formulate their fuel hedging 

acceptance and reliance on the futures’ 

Each company shares purchasing financial hedges for its fuel 
e extremes that can occur in the natural gas 

empting to become speculators in the market. 
procurement; that is, to redu 
and fuel oil markets. The 

hedging transactions 

fleets of the four utilities examined differ in fuel consumption and fuel 

a greater exposure to the negative effects of these markets. These utilities have 
r error if their hedging strategies are off-target. ATTACHMENT A details each 

fuel generation mix. Audit staff believes that each utility has appropriate tools and 
place to accurately forecast and implement its fuel procurement and generation needs. 
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Hedging Strategy 
Under the current Commission Hedging Order, each utility is allowed to hedge, in anon- 

speculative manner, up to 100 percent of its forecasted fuel procurement volume. The annual 

conservative, hedging only half of their fuel volume, while other utilities have hed 
majority of their fuel volume. If a utility hedges too little or too high of a percen 
hedging volume, it could negate the goal of price stability. Hedging too little wil 
portion of the market price to impact the company’s fuel prices. Hedging up to 1 
fuel forecast does the opposite by eliminating the diversifying impact create 
percentage of the market price to influence fuel costs. 

factors can cause these forecasts to exceed the actual consumptio 

fuel mix. Each company should strive towards achievin 
establishing a hedging target that maximizes its strate 
hedging strategies is found in ATTACHMEW B. 

Audit staff believes that the use of 

Intemational Swap and Derivativ 

these counterparties. They 
Overall, each utility has 
serves to limits expo 

ter agreement for its trading standard. The 

four Florida investor-owned generating utilities participates in this 
t approach to initiating and implementing its hedging strategy. Audit 
is more than one path to achieving a prudent hedging strategy, and 

companies do not represent inherently correct or incorrect approaches. 
ed some overall concems with the companies’ hedging 
f the Hedging Order. 

The Hedging Order requires that each utility annually provides a detailed Risk 
agement Plan that outlines the company’s approach to risk assessment and overall hedging 
egy. The Order requires that: 

Each investor-owned electric utility shall submit ... its risk management plan for 
fuel procurement. For purposes of this proposed resolution, each risk 

- -.-, 
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management plan shall address the following items set forth in Exhihit TFB-4 to 
this prefiled testimony ...in this docket: items 1 ,  2, 3 (to the extent possihle),4, 5, 
6 ,  7, 8, 9, 13, 14, and 15. The information provided as pait of each risk 
management plan should emphasize the utility's numerical assessment of an 
acceptable level of price risk for each type of fuel and for purchased power, the 
method used to determine the acceptable level of risk, identification of the 
mechanisms to mitigate risk above the acceptable level, and a valuation of 
risk in dollars, where possible. The information provided as part of each 
management plan shall include the quantities of fuel and purchased 

indicating the success of its risk management activiti 
objectives set forth in its risk management plan.' 

While each company has provided annual plans, s not believe these 
plans have met the requirements or spirit of the Commi 
period. There have been varying degrees of comp mpanies providing greater 
detail than others. However, deficiencies wer stance. The intent of the 
Risk Management Plan is to provide t 
accurately and independently assess the 
Without a detailed, robust plan, Co 

criteria should be included 
ATTACHMENT C. 

ndered from assessing the overall 

py of the plan requirements is included as 

company provides to the Commission its annual 
Risk Committee establishes its annual goal, and this 

at criteria should be included in the Risk Management Plans. 
should include the detailed information as required by the 
of Economic Regulation staff with information to assist 

The Division of Economic 

hedging volume goal 

e prudence of each company's program. 

, audit staff believes that the use of financial hedges for fuel purchases provides a 

er a non-speculative format. There are areas for improvement, which are outlined 

expected. Hedging commodities involve the risk of higher prices at the expense of attempting to 

I P 5 ,  ProposedResolution of Issues. Florida Public Service Commission Order No. PSC-02-1484-FOF-E1 

- a >~ 
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reduce price volatility. For each company, there is an acceptable level of risk tolerance between 
the two. Each utility must continue to gauge its customers’ tolerance of the cost associated with 
hedging versus the benefits of reduced fuel cost volatility and any resulting rate increases. 

Chapters three through six contain audit stafFs detailed analysis of each compan 
hedging process. Audit staffs specific opinion for each company is included below. 

1.4.1 Florida Power & Light 

1.4.2 Gulf Power Company 

1.4.3 Progress Energy Florida 

1.4.4 Tampa Electric Company 
Audit staff believes that Tampa Electric has developed 

The company has achieved its goal of decreasing volatility of 
purchases during 2003 through 2007. The company’s hedging 
consistent and are non-speculative. \ 

Tampa Electric Company’s hedging go 

I 

hedges up to the maximum establi&&iJ 
averaging the impacts of marketpp; 

chases have been 

supply reliability while 
minimizing fuel price volatility. The com by implementing a non- 
speculative financial hedging strategy fo ses. Tampa Electric employs a 
layered hedging strategy that allows its e purchased up to 24 months out 
from settlement. During the 24 month any will continue to purchase financial 

ows the company to be more effective at 

Audit staff notes the 

+ Thecompany 

ions from its review of the Tampa Electric: 

edures provide appropriately detailed and clear 
and expectations surrounding the company’s 

ot incurred any fees associated with purchases of financial 

tric’s Intemal Audit division has placed adequate focus and resources 

e hedging relationship between Tampa Electric and its affiliate Peoples Gas 
System should be monitored to ensure neither company’s customers are 
disadvantaged by this relationship. 

+ Audit staff believes that TEC’s front, middle, and back office organizational 
structure is adequate and provides the company with the appropriate separation of 

Executive Summary :i 
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duties necessary to prevent variances from the approved trading procedures. Each 
independent office has detailed procedures outlining its responsibilities. 

There are two points which audit staff does not believe the Risk Management 
Plans have met the requirements of the Hedging Order: 

Verify that the utility’s corporate risk policy clearly delineates individ 
and group transaction limits and authorizations for all fuel procure 
activities. 

its strategy. 

. 
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2.0 Background and Perspective 
As part of the Commission's Fuel Cost Recovery filings, electric utilities are required to 

file with the Commission the estimated costs for fuel procurement for the upcoming year 

submitted when intra-year corrections to factors are necessary to ensure that the fac 
become substantially out of line with actual costs. 

the time was that price volatility would continue for the foresee 
borne out with additional natural gas price spikes in 2003 and 200 

Commission to look for ways to protect consume 
of the Commission, the utilities and interested 

el prices. At the direction 
er to initiate a fuel price 

The Commission's olicy, which reflects the 2002 settlement, is 

EI, Review of Investor 

established a fr 
rred to as the Proposed Resolution of Issues. It 

r the Commission and the parties to follow with respect 

ifies that the incremental operating and maintenance expenses associated with establishing a 
ging program are also recoverable through the fuel clause. 

~ ~ ~ 
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Hedging fuel procurement is not intended to reduce the overall fuel costs of an el 
utility, but rather to level prices over time by mitigating the impact of price volatility. 
hedging strategies, the common denominator is the desire to establish, in advance, an a 
known price rather than experience the rise or fall in price that occurs over time. 

of a contract for some or all of a commodity that will be bought or s 

on. Hedging is an activity 

anticipation that market movements can b 

commercial interest in the commodities 

Following issuance of the ging Order in 2002, each of the four utilities 
s of managing price volatility in the fuel it 

oday, each IOU hedges a majority of its natural purchases to generate elec 
gas and/or residual oil p 

cia1 hedge is a standardized process initiated either in accordance 
ps and Derivatives Association, Inc. (ISDA) or directly through a 

. However, the prices of contracts for any particular delivery month often 
day-to-day depending on numerous developments that influence market 

related commodities, such as natural gas and residual oil, factors such as 
ons, OPEC pricing policies, and a multitude of technical factors can cause the 

ere are two types of hedging contracts, which are distinguished by the way they are 
ed: either directly with a financial exchange or through an over-the-counter financial partner. 

financial exchanges. 

Background and Perspective i r  
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Exchange market transactions, commonly called futuves transactions, can be initiated by 
soliciting open market bids and offers from all interested parties on the exchange floor. The 
pnces are based on the amount that speculators and investors are willing to pay for various 

commodity futures exchange. Activity on the NYMEX trading floors and its electro 

The process of trading futures through exchange markets can 
comes from unknown future prices. However, manual trading di 
can create burdensome margin requirements for utilities and c 
negatively impacting the market once the utility’s purchase inten 

As an altemative to manual trading, hedging 
a financial institution outside of the exchange. Inves 
serve as the contracting party when completing 
These organizations are commonly referred to a 

etween a utility and 
er securities dealers can 

TC) derivative transactions. 

Master Agreement provides an extended 
guarantee that a trade nally negotiated. Utilities may have multiple 
financial counterparty r eek the best hedging opportunity at any point in 

re date is called the delivery date or final settlement date. The parties to 

+ Call and Put options 
Collars 

. .  
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2.4.1 Physical Hedge 
A physical hedge is a contract between two parties to buy or sell a commodity (e.g., 

natural gas) at a pre-agreed hture point in time. For example, a utility will secure a fixed price 
for a quantity of natural gas and agree to pay that price directly to a supplier for receipt of th 
natural gas at a future date. The natural gas itself is to be delivered upon the specified del 

commodity. 

$10 per MMBtu. The supplier must deliver the gas to the utility 
a loss of $3 per MMl3tu. In other words, a large differential can 

the utility. 

2.4.2 Financial Swap 
A financial swap is a contractual ag ating (market or spot) price is 

swap is initiated directly with 
waps are not exercised to take receipt 

swap is a futures transaction where 
swap transactions will offset a separate 

an OTC counterparty. Unlike physical 

e components: a contract with a physical 
. This is shown in Exhibit 1. First, the 

s a contract with its financial counterparty to secure a fixed- 
of MMBtu. This is shown in Exhibit 2. At the time of settlement, 

e counterparty the agreed-upon fixed price, and the counterparty agrees 
ent NYMEX market price. 

plete the swap, the utility will merge these two separate deals to complete the 

’ ?  
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Contract for Physical Supply of Fuel 
Physical Supply 
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2.4.3 Call and Put Options 
Similar to swaps, options also take the form of a financial contract that is intended to 

offset a physical gas purchase. However, the purchaser of an Option contract is not obligated to 
buy the underlying contract if it does not hit a target price. The purchaser pays a premium a 
inception for this benefit. Like swaps, options provide price protection against an adverse 
move. Additionally, as 
on the opposite side of 
of either a call or put, 
a premium to enter 
can lose is the option premium. Premiums are typically a percentage of the total 
can vary depending on market conditions. 

A call option gives 
futures contract at a specific price anytime during the life of 
buyer executes the option, 
wants the price of the underlying instrument to rise in the futur 
will not, or is willing to gi 
paid. The seller, or writer, 
higher than the contract price, the purchaser will ini 
lower than the contract price, the purchaser will sim 

ever, if the market price is 

A put option gives the buyer the ri 
at a specific price anytime during the 
price of the underlying instrument wi 
will fall. Like a call option, the 
if the market price is belo 
market price is higher than the 

e seller does not believe the price 
ects the premium. At the time of settlement, 

put will not be transacted by the purchaser. 

protection since owners of options are not obligated to 
s must be concerned about the option premiums. A 

gy that involves the combination of a ut and call option. A 

a lower price. This trade gets its name because the position is 

ing a put option at one strike price ? . .  whle simultaneously 

between two prices. Depending on the agreed-upon premiums,the cost to 
be “costless” or offsetting, or there could be a premium differential. 

ple, assume natural gas is currently trading at $7 per MMBtu in June 2008. A 
er expects that the price of natural gas will decrease within a year. However, the 
r also remembers the natural gas price spikes in 2003 and 2005. As a result, the 
es to institute a collar trade. To collar this position for one year out, the utility trader 

s a May 2009 call at $5 per MMBtu with a $1 premium. The trader simultaneously sells a 
for $3 per MMBtu with a $1 premium. Since the premiums of both options are the same 

The fixed price at which the owner of an option can purchase (in the case of a call) or sell (in the case of a put) the 
underlying commodity is known as the strikeprice or exerciseprice. ,. 
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price, the net cost of this initial trade is $0 to the utility trader. The trader now knows that no 
matter what happens to natural gas prices, the utility, upon settlement, will pay between $3 to $5 
per MMBtu of natural gas. That is the call creates a cap of $5 if the market is trading higher in 
May and the put creates a floor of $3 if trading is lower. 

Margins are good-faith deposits required of both buyers and sellers to e 
of contract obligations. Margins are det 
at a percentage (e.g., 2 to 5 percent) of the value of the commodity re 
contract. The initial margin requirement is the amount required to be 
initiate a trade. Thereafter, the amount required to be kept in collat 
is the maintenance margin. Trading directly with a commodity 
requires the establishment of margin reserves. 

Typically, a transaction initiated between a uti does not require a 
margin deposit. When the utility establi 
evaluate the credit stability of the financial count 
assign a transaction credit limit with 
evaluation on the utility, and a bilateral 
be modified if there is a change in either 
can establish lines of credit to supplemen 

hed. These credit limits may 

During the life of th , changes in market value must also be properly 
cia1 accounting purposes. In June 1998, the 

(FASB) issued Statement of Financial Accounting 
erivative Instruments and Hedging Activities. FAS 

rules that standardize the accounting for all 
all derivatives are to be mark-to-market and 

as separate assets or liabilities at fair value. Mark-to-market 

Financial Account 

ment price versus the current market price. 

actment of the Sarbanes-Oxley Act in 2002 by the U.S. Congress marked major 
the regulation of financial practice and corporate govemance. The Act contains 11 
ctions, ranging from additional Corporate Board responsibilities to criminal penalties 

Furthermore, the Act incorporated formal procedures to inaccurate financial reporting. 
ngthen organizational reporting relationship lines and accountability among other functions. 

Each utility included in this review has implemented intemal controls and evaluation 
systems to facilitate compliance with the Sarbanes-Oxley Act. One intemal control implemented 

Background and Perspective 



is the establishment of a three-tier organizational structure: separate front, middle, and back 
offices. Each office is designed to provide oversight of the other. Thefront office is responsible 
for executing hedging transactions. The middle office ensures data integrity of the transactions 
as well as assessing credit worthiness of counterparties. The back office is the financial rep0 
entity for the utility and regulates the accounting functions (receivables/payables) to en 
all hedging transactions are recorded in compliance with accounting standards (i.e., FAS 

Background and Perspective 
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6.0 Tampa Electric Company 

What types of fuel does the company purchase for its generation fleet? 

Tampa Electric Company’s generation fleet is comprised of a combinati 
natural gas, and fuel oil units. In 2007, approximately 55 percent of its fuel c 
coal, 45 percent natural gas, and 1 percent oil. 

For its natural gas physical supply portfolio, Tampa Electric 
combination of long-term, base-load contracts, take-or-release mo 
purchases. In 2007, Tampa Electric secured approximately 
base-load contracts, percent through take-or-release contra 

How does the company structure its Fuel 

Tampa Electric Company’s fuel are handled within its Fuel 
Management Division. This division is 

+ Gas Supply and Who1 

+ Wholesale M 

The division is responsible ansactions for both Tampa Electric Company and 

rchasing goal is to minimize supply risk to ensure the reliability of electric 

ulated and non-regulated entities? 

The Fuel Management division is only responsible for TECO Energy’s regulated 
companies. This includes both Tampa Electric Company and Peoples Gas Systems, Inc. The 

4 *  Tampa Electric Company 
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division is responsible for both the financial and physical purchasing of fuel for both entities. 
While both companies, Tampa Electric and Peoples Gas, are regulated by the Commission, each 
is regulated under different industry-specific cost-recovery rules. Tampa Electric is regulated as 
an investor-owned electric utility and Peoples Gas as an investor-owned local gas distribution 
company. Currently, the staff of the Fuel Management division transact business for 
entities and allocate their work distribution accordingly. 

What is the company’s current and historical managem 
strategy toward fuel procurement hedging activities? 

Tampa Electric views its fuel procurement hedging pro 

customers at a reasonable price. 

by implementing an executive 
ludes the installation of controls 

ning a minimum forward hedge 
atabases and reports to monitor activity, and volume percentage by mo 

maintaining separation of d 

Does the com 

g program is supported by detailed policies and procedures that 
ing practices, and restrictions for the Tampa Electric staff 

xecution of hedging transactions. The following practices and procedures 
accurate processing of hedging transactions: 

0 Energy Risk Management Policy 

CO Energy’s Risk Management Policy applies to TECO Energy, Inc. and to all of its 
sidiaxies. The objective of the Energy RiskMunugement PoZicy is to establish guidelines for 
iting, monitoring, and controlling the financial risks related to energy commodity 

transactions. Within this context, the objective of risk management and intemal control is to 
assure that TECO Energy’s trading transaction activities do not expose the company to 
unacceptable losses. The Energy Risk Management Policy is approved by the Board of 

~ ~ 
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Directors. It requires the approval of the Risk Authorizing Committee for all of Tampa 
Electric’s derivative transactions. Specific procedures featured in the Energy Risk Management 
Policy address organizational responsibilities, data management, deal transactions and 
validations, and the methodology to evaluate, measure, mitigate, and report credit risk. 

The purpose of the company’s Wholesale Marketing and Fuels Policies and Procedures 
is to provide management direction for assessing long and short-term capacity and energy 
markets. Included in the procedures are the company’s fuel procurement strategy, process 
descriptions for forecasting fuel and transportation requirements, and contract administration. 

Audit staff believes that these policies and procedures provide appropriately detail and 
provide a clear understanding of the responsibilities and expectations surrounding the company’s 
hedging progam. Management policies appear to be consistent with the expectations of TECO 
Energy’s Board of Directors and TECO Energy’s overall tolerance of risk. Audit staff believes 
that Tampa Electric’s policies and procedures that support the company’s hedging program 
efficiently track, monitor, and evaluate the company’s hedging strategies. 

What are the types of financial instruments used by the company? 

Since 2004, Tampa Electric has used over-the-counter swaps to initiate hedging 
transactions. Tampa Electric chose swaps because these transactions do not require margin calls 
or a premium. The number of financial hedges executed is driven directly by the forecasted 
quantity of natural gas expected to be consumed. Each year this quantity is forecasted as part of 
the projected fuel and purchase power cost recovery clause filing. EXHIBIT 36 shows Tampa 
Electric’s reliance on swaps during the review period. The chart also shows the number of 
settled transactions. 

I Total Number of Settled Transactions 1 247 I 359 I 280 I 180 I 
Exhibit 36 Source: Data Request 2.3 

What are the company’s targets and threshold limits for its financial hedging 
program? 

The volume of natural gas Tampa Electric hedges falls between preset minimum and 
maximum percentages of the expected natural gas consumption level. Hedging targets are 
established to account for the fluctuations in natural gas usage because of weather, unit 

2 2  
Tampa Electric Company 



performance, market dynamics, and other factors that may impact the company’s original natural 
gas forecasts. 

Tampa Electric’s hedging strategy is to use a sliding scale approach as shown in 
EXHIBIT 37. The hedging percentage targets represent the minimum and maximum tole 
levels for Tampa Electric’s hedging portfolio. Similar to the other utilities in this revie 
Tampa Electric’s policy not to hedge more fuel than forecasted to meet customer dem 

Tampa Electric’s natural gas hedges are layered 
cumulative volume of natural gas hedges should increas 
For example, assume Tampa Electric traders are ini 
forecasted requirements. Within seven to 
Tampa Electric’s traders should have acc 

in the exhibit, the 
burn month approaches. 

offset July 2008 natural gas 

hedging contract must settle and offset 

The company uses s 
options. Tampa Elec 
ProphetX, and ICE 

ws the company to negotiate putchase prices with its 

c states that it does not engage in speculative hedging strategies aimed at 

of duties to control speculative trading. 

Audit staff does not believe that the company’s hedging strategy includes any speculative 
activities. Its overall hedging forecast and the actual hedges to burn ratios are in line with the 
company’s overall strategy. Audit staff believes the company has the necessary controls in place 
to limit potential speculative activity 
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What volume of each fuel type has been hedged for the period 2003-2007? 

Tampa Electric’s hedging strategy is to implement financial transactions for - of 
its forecast fuel consumption. The maximum hedging percentage target represents the maximum 
tolerance levels that Tampa Electric’s hedging portfolio is not expected to exceed. 

EXHIBIT 38 details Tampa Electric’s annual percentage of natural gas hedged in 
relation to the company’s forecasted burn volumes for each year 2003 through 2007. For 2003, 
the exhibit shows 21 percent of Tampa Electric’s fuel demands being hedged. During this year, 
Tampa Electric’s hedging program was not fully implemented and Tampa Electric customers 
experienced a midcourse correction as a result. However, during the remaining years, Tampa 
Electnc has increased the percent of financial hedges initiated under its rogram. Even with this 
increase, Tampa Electric has maintained the boundaries of the d h e d g i n g  target. 

Percent of Natural Gas Hedged to Forecasted Burn 
Tampa Electric Company 

2003-2007 

10 

04 
2003 2004 2005 2006 2007 

Year 

Exhibit 38 Source: Data Request 2.3 

EXHIBIT 39 shows the monthly and annual percentage of fuel hedged by Tampa 
Electric in relation to the total fuel bum for each year 2003 through 2007. Hedges may exceed 
the percentage targets when actual fuel burns are significantly lower than the fuel projections. 
Factors that influence the variance between forecasted and actual bum include weather, 
unplanned unit maintenance requirements, and unit outages. Additionally, Tampa Electric does 
not attempt to sell hedged positions prior to settlement to adjust for actual fuel burns in relation 
to forecasted burns. 

i 1 
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Audit staff believes that the yearly averages of fuel hedged against forecast and actual 
burn demonstrate that the company provides enough flexibility within its strategy to allow for 
fluctuations in its fuel consumption. As shown in the exhibit, the highest yearly average 
percentage of fuel hedged in relation to total fuel burned did not exceed 76 percent. 

ted with the fuel procurement hedging 

ly initiated financial swaps through its approved financial 
e, the company does not incur any direct transaction costs for 

ced hedging gains of $8.4 million in 2004 and $53.2 
f $54.4 in 2006 and $59.7 million in 2007. For the 
ss of approximately $55.1 million. EXHIBIT 40 

ging gains and losses for the period 2003 through 2007. 

y’s hedging program is shown in EXHIBIT 41. 
f natural gas purchased by Tampa Electric and the 
ment price. As shown, for 2003 through 2006, the 

y’s hedging settlements were consistently stable while the market experienced several 
s in price. Also, the hedging settlements were less than the corresponding market prices. 

As an example, in 2005, Tampa Electric paid an average $ 9.09 per MMBtu for natural gas, yet 
its corresponding hedging prices averaged $6.03 per MMBtu. In early 2007, the company did 
experience a rise in its hedging costs, but overall, its hedging costs minimized the spikes that 
occurred within its natural gas prices during the review period. 

Tampa Electric Company 
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Annual Hedging Gains and Losses 
Tampa Electric Company 

2003-2007 

2003 2004 2005 2006 2007 Cumulative 

Exhibit 40 Source: Interviews 

Monthly Average Price of Natural Gas Purchases 
Tampa Electric Company 

2003-2007 
$20.00 

$18.00 

$16.00 
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$4.00 

$2.00 

Month 
~. -- . .~ .- 

Natural Gas Average Price  - 
.- - . . 
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Exhibit 41 Source: DR3.1 

Audit staff requested for TEC to provide any perceived transaction costs associated with 
financial derivatives. In response TEC stated it does not pay transaction fees or commissions 
when initiating or settling a swap transaction with counterparties. Additionally, like the other 
utilities in this review, TEC utilizes multiple financial counterparties to negotiate the best 
possible strike price when executing hedging transactions. Furthermore, TEC does not believe 
the price differential within the bid-ask range equates to transaction costs. 

*-*.* 
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As part of the Commission’s Hedging Order, Tampa Electric recovered incremental 
hedging operating and maintenance costs through the Commission’s Fuel Cost Recovery docket 
through 2006. Exhibit 42 shows Tampa Electric’s annual operating and maintenance costs for 
the company’s hedging program for each year 2003 through 2006. On average, the operating and 
maintenance costs represent less than one-third of one percent of the company’s system 
generation annual fuel costs. 

ng program has been 
successful, and what are the benefits 

Due to the significant number of et price variances since 1999, and the 
odities, Tampa Electric believes, as 
helped reduce peak-and-valley price 

ogram has met its goal of reducing fuel price 

increased concem about the avail 

fluctuations. The compan 
volatility for its customers. 
which would not have been 

the inception of financial hedging, Tampa Electric has 

ber of counterpmties, enhanced natural gas procurement 
pipeline and receipt point diversification, and extended the time 

company employ adequate management oversight and controls of 
rocurement hedging program to ensure prudent operations? 

The TECO Energy Board of Directors is responsible for approving the company’s Risk 
Management policies and its overall tolerance for risk. TECO Energy also has a Risk Advisory 
Committee, appointed by the Chief Executive Officer, which is responsible for developing the 
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company’s risk policies. 
Directors. 

The committee reports to the Audit Committee of the Board of 

The Risk Advisory Committee reviews the company’s Risk Management policy and 
recommends any changes to the Board. This Committee establishes guidelines for the risk 
management group and establishes the credit underwriting and credit exposure standards. This 
group reviews and approves the transacting strategy and the counterparty credit and threshold 
limits for Tampa Electric Company’s hedging program. The committee meets at least monthly 
and is chaired by the CFO of TECO Energy. The director of the Independent Risk Oversight 
group works with the Risk Advisory Committee on all relevant risk-related events. 

How does the company segregate responsibilities between its front, middle, 
and back office divisions? 

Tampa Electric operates using a three-layer structure to ensure adequate separation of 
duties and oversight. The company implemented in 2004 its fkont, middle, and back office 
organizational structure for its financial hedging functions. This structure establishes a 
mechanism for the company to independently monitor and review the financial transactions 
initiated by the Fuel Management division staff. 

The front office staff is responsible for initiating and executing the financial hedging 
transactions. This office staff uses an approved set of guidelines and procedures when initiating 
a financial hedging transaction. The traders must initiate transactions in accordance with the 
Risk Oversight Committee’s approved strategy, All transactions must be documented and 
recorded by the trader for independent verification and confirmation. 

The Risk Oversight group, commonly referred to as the middle office, is an independent 
group whose Director reports to the Treasurer of TECO Energy. The middle office is charged 
with verifying all daily trading transaction completed by the fkont office. This group monitors 
the compliance with the company’s Energy Risk Policy. Its staff negotiates the acceptable terms 
for each financial counterparty relationship and monitors and verifies internal daily transactions. 
Also, middle office staff monitors and evaluates the counterparty’s credit limits and ensures that 
the intemal thresholds are maintained. 

The TECO Energy Settlements group, commonly referred to as the back office, is 
responsible for the accounting transactions for the financial hedges, coal, natural gas, oil, 
propane and transportation costs of the company. The back office verifies that the volume of 
receivables and deliverables balances, including the financial derivatives of each hedging 
transaction. This group processes each transaction invoice and verifies the accuracy of each 
transaction. 

Audit staff believes that TEC’s front, middle, and back office organizational structure is 
adequate and provides the company with the appropriate separation of duties necessary to 
prevent variances from the approved trading procedures. Each of the independent offices has 
detailed procedures that outline its responsibilities. 

c 
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Does the company have an adequate fuel procurement Risk Management 
Plan? 

Tampa Electric Company has annually filed its Risk Management Plan as prescribe 
the Hedging Order. The company has not made any significant changes to its plans sub 
during the period 2003-2007. The Order specifies that each plan address elements o 

that each utility expects to hedge through physical and financial hedging, to the 
forecasts are made.”’ 

TEC’s plan addresses the majority of the eleven elements 
Components of a Utility’s Fuel Procurement Risk Management Plan 

its plan. The company does adequately describe the corporate o 
Tampa Electric also does include the annual quantities of fuel 
financial hedges. For 2007, this amount is consistent with th 
strategy presented to audit staff during this review. 

There are two requirements which audit sta 
met the requirements of the Hedging Order. These 

e the company’s plans have 

+ Verify that the utility’s c 
and group transactions li ons for all fuel procurement 

+ Verify that the nt policies and procedures to implement 

The risk plans make 
that adequate proces 

nts, but do not contain the detail necessary to verify 

to evaluate its process going forward. 

mpany evaluate and select the counterparties with which it 
1 hedging transactions? 

risk evaluation and to evaluate the potential counterparty’s credit stability. If the 

ps and Derivatives Association agreement and activates the relationship. 

P 5, TFB-4. Florida Public Service Commission Order No. PSC-02-1484-FOF-EI. 3 
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Both the financial hedging transactions for Tampa Electric Company and Peoples Gas 
Systems are purchased under the Tampa Electric Company ISDA relationship. Tampa Electric 
management states that Peoples Gas Systems, Inc. does not have a stand-alone credit rating; 
therefore, it must conduct transactions under the umbrella Tampa Electric Company. Tampa 
Electric management states that Peoples Gas System is a division of Tampa Electric Company 
that is also an incorporated entity within the State of Florida. Typically, when the Fuel 
Management division initiates a hedging transaction with a counterparty, a portion will be 
allocated to Tampa Electric and a portion to Peoples Gas System, Inc. On average, Tampa 
Electric underwrites the majority of each transaction. 

Tampa Electric management states that since both entities are regulated by the 
Commission, the Peoples Gas transactions being purchased under the Tampa Electric Company 
name should not cause concem. The allocation of transactions is monitored and evaluated to 
ensure that all costs incurred are accurately allocated to the correct company. Because of this 
unique arrangement, audit staff believes that the Commission should monitor this arrangement to 
ensure that neither customer-base is directly or indirectly disadvantaged by this relationship. 

Exhibit 43 Source: Data Request 2.2 

Currently, Tampa Electric has 23 counterparty relationships. EXHIBIT 43 lists each 
counterparty, its S&P and Moody’s credit rating, and its intemal Tampa Electric credit limit. 

r +  
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Along with its financial counterparty relationships, Tampa Electric has a dual relationship with 
eight counterparties in which the company initiates both financial hedging transactions and also 
contracts for physical supply of natural gas. The counterparties with dual relationships are: 

In 2006 and 2007, Tampa Electric initiated both financial and 
counterparties. In 2005 the company initiated both with five 
counterparties. 

Does the company conduct audits of its 
hedging instruments? 

rement program and 

and a five-year planned review cycle 

s. The audit included all of the TECO 
e minor findings related to how the company 

anagement states it has addressed all of the was documenting accounti 
findings listed in the r 
2003 through 2006 0th banes-Oxley based reviews. 

that the company’s Intemal Audit division has placed 
onitoring its hedging process. Continued focus on this area is 

t changes should the company make to its hedging program? 

believes that Tampa Electric has developed an effective hedging program. 

and are non-speculative. 

Tampa Electric Company’s hedging goal is to maintain supply reliability while 
minimizing fuel price volatility. The company has achieved this goal by implementing a non- 
speculative financial hedging strategy for its natural gas purchases. Tampa Electric employs a 
layered hedging strategy that allows its financial hedges to be purchased up to 24 months out 
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from settlement. During the 24 month period, the company will continue to purchase financial 
hedges up to the maximum established target. This allows the company to be more effective at 
averaging the impacts of market costs over time. 

Audit staff notes the following positions from its review of the Tampa Electric: 

+ The company’s policies and procedures provide appropriately detailed and clear 
understanding of the responsibilities and expectations surrounding the company’s 
hedging program. 

+ The company has not incurred any fees associated with purchases of financial 
swaps from its counterparties. 

+ Tampa Electric’s Intemal Audit division has placed adequate focus and resources 
on monitoring its hedging process. 

+ The hedging relationship between Tampa Electric and its affiliate Peoples Gas 
System should be monitored to ensure neither company’s customers are 
disadvantaged by this relationship. 

+ Audit staff believes that TEC’s front, middle, and back office organizational 
structure is adequate and provides the company with the appropriate separation of 
duties necessary to prevent variances from the approved trading procedures. Each 
independent office has detailed procedures outlining its responsibilities. 

+ There are two points which audit staff does not believe the Risk Management 
Plans have met the requirements of the Hedging Order: 

c Verify that the utility’s corporate risk policy clearly delineates individual 
and group transaction limits and authorizations for all fuel procurement 
activities. 

F Verify that the utility has sufficient policies and procedures to implement 
its strategy. 
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ATTACHh4ENT A 



ATTACHMENT C 

DOCKET NO. 011605-E1 
ORDER NO. PSC-02-1484-FOF-FI 

EXHIBIT TFB-4 

COMPONENTS OF A UTILITY’S FUEL PROCUREMENT RISK MAN 
PLAN 

When a utility files its fuel procurement risk management plan 
plan should include information regarding the following components: 

1. 
2. 
3. 

4. 
5.  

6. 
7. 

8. 
9. 
10. 

11. 

12. 

13. 
14. 

15. 

Identify overall quantitative and qualitative risk managem 
Identify minimum quantity of fuel to be hedged; 
Identify and quantify each risk, general and specific, that 
its fuel procurement; A 

encounter with 

Describe the utility’s oversight of its fuel procure 
Verify that the utility provides its fuel pr 
unavoidable oversight: 
Describe the utility’s corporate risk 
Verify that the utility’s corporat 
transaction limits and authorizat 

Verify that the utility h 
Indicate the number 
risk management o 

ties with independent and 

urement activities; 

procedures to implement its strategy: 
o are responsible for fulfilling the utility’s 

number and type of personnel who can fulfill its risk 

d specific risk associated 

ystem for fuel procurement activities; 
ng system consistently and comprehensively identifies, 

monitors all forms of risk associated with fuel procurement activities; and 
hedging techniques that 

for developing the 
e effectively the hedging 



ATTACHMENT D 

Audit staff collected data from other state utility commissions to gather a 
how other utilities’ hedging programs are regulated throughout the country. Audit 
to obtain limited information on the practices of other states, but determined 
programs vary throughout the country. Approaches range from required p 
utility’s hedging program to establishing the percentage of recoverable cost fro 
on total fuel volumes. 

all hedging gains and losses through its annual fuel dock 

The Georgia Public Service Commission mented a change to its 
hedging rules that establishes a similar process for 
must submit its hedging strategy to the 

e Georgia plan requires a volume-cost 
e subjectivity that can arise in the hedging 

process. 

Two other sou 
Both states allow the fuel procurement. Each state allows up to 75 percent 
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