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I N  ATTENDANCE : 

DAVID FAIRLEY, Di rector ,  East Power 

Tradi ng , Enron. 

COCHRAN KEATING, FPSC Div is ion  o f  Legal Services. 

JOE JENKINS and BILL McNULTY, FPSC 

Div is ion  o f  Safety and E lec t r i c  R e l i a b i l i t y .  

MATT BRINKLEY, FPSC Div is ion  o f  Economic 

Regulation. 
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P R O C E E D I N G S  

MR. KEATING: I would like t o  welcome everyone this 
jfternoon t o  this undocketed staff workshop on the subject o f  

?isk management for fuel and wholesale energy transactions. I 

ielieve there i s  a s ign - in  sheet t h a t  will be going around the 
room, i f  you would sign your name i n ,  l e t  us know who i s  here 
today. 

This workshop was established t o  provide an 
Dpportunity for interested persons t o  make presentations t o  the 
:ommission staff and other interested persons concerning risk 
nanagement policies and procedures related t o  fuel and 

dholesale energy transactions. And I believe our notice for 
the workshop gave fair  warning t h a t  Commissioners may be 
present, as well, and we do have two Commissioners present a t  
thi s poin t  , Commi ssi oners Pal ecki and Deason. 

I am aware of only one party who i s  here t o  make a 
presentation today, and t h a t  is  Enron. 
i n  the room who has prepared a presentation, or would like t o  
make a presentation today, now would be a good time t o  le t  us 
know so t h a t  we cannot cut this off  too soon. Okay. 

I f  there is  anyone else 

We1 1 ,  seeing no one, I will turn things over t o  
Enron. And their presenter today i s  Mr. David Fairley, who i s  
the Director for East Power Trading for Enron. And the 
microphone i s  yours. 

MR. FAIRLEY: Thanks for the opportunity t o  be here. 

FLORIDA PUBLIC SERVICE COMMISSION 
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delcome, everyone, on behalf o f  myself and Enron. Di rector  o f  

Eas t  Power Trading tha t  sounds a l i t t l e  b i t  i n f l a ted .  What I 

r e a l l y  do i s  I ' m  a long-term marketer f o r  - -  long-term power 

marketer f o r  Enron. My region i s  p r imar i l y  i n  the southeast. 

I ' v e  spent a l o t  o f  time i n  F lo r ida  through the years. My 

f i r s t  few years out o f  col lege I worked f o r  a large gas 

u t i l i t y ,  engineering, rates,  regulatory, and marketing. So I 

got a good spr ink l ing  o f  the more important areas. 

And since tha t  t ime I ' v e  been on the unregulated side 

o f  the business, spent a l o t  o f  years doing gas t rad ing  and 

marketing. And over the past three years focused t o t a l l y  on 

power marketing and projects.  

The subject matter here i s  p r e t t y  broad. You could 

fashion a four-year col lege degree on t h i s  subject and s t i l l  

not know enough. But there i s  tremendous opportun t y  f o r  

companies t h a t  want t o  avai l  themselves o f  hedging and r i s k  

management products and techniques. What I d i d  i s  I t r i e d  t o  

focus on my own personal area, which i s  power marketing and 

power r i s k  management. And I wanted t o  spec i f i ca l l y  do tha t  

rather than focus so le ly  on fue ls .  

The issues are the same. You can t rans fer  these 

techniques from commodity t o  commodity t o  commodity. They are 

a1 1 the same. Many o f  the - - many companies w i l l  do 

agr icu l tu ra l  , energy, i n te res t  rates.  You can walk  around 

Enron and you can go t o  a d i f f e r e n t  f l o o r  and we have got 

FLORIDA PUBLIC SERVICE COMMISSION 
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t raders doing currency t rad ing  and in te res t  r a t e  t rad ing  j u s t  

t o  manage those posi t ions f o r  our company, and s i x  months l a t e r  

they may t ransfer  over t o  gas or  power t rading. Very 

t ransferable.  

But I wanted t o  focus on power because power r i s k  

management i s  not as l i q u i d  as fue ls .  

d i f f i c u l t  t o  do. You have t o  focus on some o f  the  issues more. 

And I thought i t  would be more appropriate, because, you know, 

we are not a group here o f  power traders or  gas traders who 

have been doing t h i s  f o r  years. We are going t o  t a l k  about 

fundamentals here. 

It i s  much more 

The f i r s t  t h ing  I wanted t o  do i s  k ind  o f  set  the 

tone. 

f l i p  over t o  the b r i g h t  yel low chart ,  i t ' s  about the  t h i r d  o r  

four th  page, recent i n f l u e n t i a l  events, the Ca l i f o rn ia  c r i s i s .  

dhat be t te r  subject. Everybody i s  an expert on t h i s .  

I guess everybody has got the presentation. I f  you w 11 

What I t r i e d  t o  do was take several items t h a t  we 

feel  contr ibuted t o  the s i t u a t i o n  i n  Ca l i fo rn ia .  You know, 

number one, demand increasing fas te r  than supply. And you can 

see over on the r i g h t ,  I picked two other areas. The New York 

ISO, which i s  somewhat o f  a v iab le  market. They do have an IS0 

i n  place, power i s  i n  traded, ru les  are i n  place. And i n  

Florida, which i s  more o f  a t r a d i t i o n a l  market. And, you know, 

i f  you go down t h i s  l i s t  o f  items, and I ' m  not  going t o  t r y  t o  

20 down and analyze each one o f  these items i n d i v i d u a l l y ,  but 

FLORIDA PUBLIC SERVICE COMMISSION 
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i f  you go down t h i s  l i s t  o f  items, there i s  a po in t  here t o  

nake. Ca l i fo rn ia ,  check-of f  on almost everything. And Number 

10 on the check-of f  may happen yet .  

that  d i rec t ion  w i th  transmission, perhaps generation i s  next. 

I n  New York, almost a dupl icate o f  Ca l i fo rn ia .  And 

It i s  c e r t a i n l y  moving i n  

Ahen you get down t o  some things l i k e  the l i q u i d  market, p r ice  

caps, those sor ts  o f  th ings,  i n  many ways ident ica l  t o  

:a1 i f o r n i  a,  and very serious problems i n  those markets. People 

i n  New York spend h a l f  t h e i r  time t r y i n g  t o  f igure  out how t o  

get around the ru les  so they can transact, and so they have 

created a very d is to r ted  market there. 

Now, i f  you would look over a t  the  F lo r ida  l i s t ,  you 

know, you have got a l o t  o f  boxes checked o f f  there. We have a 

l o t  o f  boxes checked o f f  there. And I rea l i ze  some people may 

read over t h i s  and may agree or  disagree w i th  some o f  these 

things. This i s  ra ther  subjective. But the  po in t  here i s  we 

and 

e 

have t o  ask i n  F lo r ida  how f a r  away from Ca l i fo rn ia  are we, 

th ink  about even more important how easy i t  would be. Peop 

are t a l k i n g  about change. The market i s  changing, a l l  the 

par t i c ipants  i n  the energy indust ry  are changing and t r y i n g  

learn  how t o  accommodate these changes i n  the  market. 

t o  

A few decisions are going t o  be made a t  the F lor ida 

Publ ic Service Commission i n  the next months and over a year o r  

two tha t  could eas i l y  move Flor ida more i n  the  d i rec t ion  o f  

C a l  i f o r n i a  despite what the IOUs may want t o  do or  not do, o r  

FLORIDA PUBLIC SERVICE COMMISSION 
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:ompanies l i k e  Enron, or  what have you. And I put t h i s  s l i d e  

i n  the f ron t  j u s t  t o  k ind o f  set the tone t h a t  there are  p r e t t y  

serious issues here. When you make - -  when you s t a r t  de lv ing 

i n to  t h i s  area o f  r i s k  management and hedging and doing things 

that a f fec t  p r i c ing  and changing the way t h a t  the u t i l i t i e s  do 

thei r business. 

Now, I want t o  t e l l  a l i t t l e  s tory .  My f i r s t  

3ersonal exposure t o  hedging. 

years I d i d  not appreciate what I even saw. This happened t o  

ne about 25 years ago. 

rhere was a purchasing agent and a serviceman who had sor t  o f  a 

lobby business on the side. They raised soybeans. And they 

3ach had about 40 acres, and t h i s  was k ind  o f  an 

afternoonlweekend type job, and they had made a l i t t l e  b i t  o f  

noney doing it. One day we were i n  the cof fee shop ta lk ing ,  

and they were discussing booking t h e i r  beans. And I asked a 

question, "What do you mean by booking your beans?" Because I 

vrJas th ink ing  about t rac to rs  and p lan t ing  and t h a t  sor t  o f  

thing. 

It happened and f o r  qu i te  a few 

I was working f o r  the gas company. 

What they d i d  i s  they went t o  the  co-op, t h i s  was 

before they ever planted a f i e l d ,  they went t o  the co-op and 

they presold t h e i r  beans. They would watch the  futures pr ices 

f o r  soybeans i n  the newspaper and when the  pr ices got t o  a 

leve l  they l i ked ,  they would go t o  the co-op and essent ia l l y  

s e l l  forward t h e i r  beans. 

FLORIDA PUBLIC SERVICE COMMISSION 
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And I thought ,  well , how smart. Everybody knows 
during the harvesting season, soybeans, cotton, any 

agricultural product, the prices come way off because the 
market is  flooded w i t h  the product. So they were doing 

something pretty smart. Well , then I asked some more 
questions. I said, "Now, w h a t  do you do i f  you have a crop 
failure? What i f  there is  a drought or something happens t o  
your 40 acres? You're going t o  owe the co-op a l o t  of beans." 
And they said, "Well , we have got  crop insurance. 
thought,  you know, federal crop insurance, I thought  t h a t  is  
pretty smart. 
anyth ing ,  they are covered. 

And I 

I f  there is  a hurricane, or a drought, or 

And, you know, they basically knew w h a t  i t  cost them 
t o  p l a n t  their crop; chemicals, fuel, repairs t o  their 
equipment, t h a t  sort of t h i n g .  They knew w h a t  i t  cost t o  
produce a bushel of soybeans. They presold those beans, they 
locked i n  their margin. They knew they were going t o  make 
money. And i t  was not  a pure science, i t  was not penny for 
penny on every bushel of beans, but  they had very good 

certainty t h a t  they were going t o  make a l o t  of money on those 
40 acres. 

Well , over time these people grew t o  the point  t h a t  
they had family members and neighbors and everybody else doing 

this. They had a good t h i n g  going, and they had a l o t  of f u n .  

I t  was hard work and they had a l o t  of f u n  doing i t .  B u t  they 

FLORIDA PUBLIC SERVICE COMMISSION 
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were hedging. That was 25 years ago. These are guys t h a t  

were - -  nei ther one o f  these gentlemen had col lege educations, 

they weren't  r e a l l y  educated. Like a said, a purchasing agent 

and a serviceman, ye t  they had f igured out how t o  hedge t h e i r  

soybean farming process. 

And, you know, the u t i l i t i e s  weren't  doing t h i s ,  the 

energy business wasn't doing it. And, o f  course, i t  took years 

l a t e r  before I real ized t h i s  was hedging. And i t  took 15 years 

l a t e r  before I real ized t h e i r  crop insurance was nothing but a 

deather hedge, and t h a t ' s  a l l  i t  was. And so, over the years I 

have of ten thought back t o  tha t  and I have t o l d  t h a t  s to ry  t o  

i l l u s t r a t e ,  you know, as much as we a l l  t h ink  we might know, 

there i s  a way t o  lock i n  p r o f i t s  and t o  protect  from the 

happen i n  any business. 

o f  the fundamental components t h a t  are very 

about i n  r i s k  management and hedging, i n  

t ' s  ca l led  hedging v o l a t i l i t y .  And I 

f o r  not having a PowerPoi n t  presentation. 

problems. So i f  you would j u s t  do the 

j isasters  t h a t  can 

A couple 

important t o  th ink  

th is  next sect ion 

3pol ogi ze t o  everyone 

le  had some l o g i s t i c a  

2xtra work and fo l low 

But i f  you \ 

101 a t i  1 i ty, there are 

along i n  the s l ides.  

ill go over t o  the page hedging 

two columns there, hedging and 

speculating. I know i t ' s  probably very c lear  t o  everybody 

:his room, but  I always t ry  t o  emphasize i t  anyway when t a  

i n  

k i  ng 

]bout the fundamentals o f  r i s k  management. There i s  s t i l l  a 

FLORIDA PUBLIC SERVICE COMMISSION 
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b i g  misconception i n  the energy marketplace about hedging and 

r i  sk management. Hedging i s not specul a t i  on. Hedging shoul d 

not be r i sky .  

o f f s e t t i n g  pos i t ion.  You w i l l  gain on one, you w i l l  lose on 

the other, but  i n  t o t a l  you cannot lose. You c a n ' t  lose the 

whole house. 

I f  a hedge i s  proper ly done, there i s  an 

It j u s t  can ' t  happen. 

Lots o f  people - - and, o f  course, i t  has been 

publ ic ized great ly,  you know, companies and municipals who have 

used der iva t ive  products and hedging techniques, and they have 

l o s t  a l o t  o f  money doing - -  u t i l i z i n g  those products. They 

were not hedging, they were speculating. They were t r y i n g  t o  

h i t  home runs. They thought i n t e r e s t  rates were going t o  go i n  

t h e i r  favor, they thought various things were going t o  happen 

i n  t h e i r  favor depending on what market they were p lay ing i n .  

And they took posi t ions,  they bought swaps, or  options, or  

various th ings and they l o s t  a l o t  o f  money. 

That was speculation and tha t  i s  no d i f f e r e n t  than 

any o f  us going down t o  one o f  the casinos and b e t t i n g  money. 

I f  you are lucky, i f  you have i t  f igured out, you are going t o  

make a l o t  o f  money. 

I n  my company, Enron, we are a b i g  company, a l o t  o f  

people th ink  we're g iant  speculators and tha t  Enron takes on 

huge r i sks .  We don ' t  r e a l l y  do tha t .  The vast ma jor i t y  o f  the 

p o r t f o l i o  o f  our energy business i s  f u l l y  hedged. 

only way t o  do i t . There i s  no way t h a t  we could guarantee our 

It i s  the 

FLORIDA PUBLIC SERVICE COMMISSION 
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stockholders 1 ong- term earnings stabi 1 i t y  i f we didn ' t hedge 
a l l  of these things. There i s  no way t h a t  we could do 

long-term deals w i t h  u t i l i t ies  a l l  over the country and 

guarantee them t h a t  we are going t o  be able t o  service the 
contracts w i t h o u t  having those deals hedged. 

B u t  moving t o  the slide, hedging versus speculating. 
Hedging, specific objective driven. You have a transaction, or 
you have a posi t ion,  a group of transactions i f  you are short 
power, you need t o  buy, you are long power because you are a 
generator and you are going t o  do some offsetting hedge t o  
achieve some particular objective. 

Speculating i s  purely profit driven. And i f  you 

d o n ' t  really need 500 megawatts and you go out and buy 500 

megawatts because you t h i n k  the market is  going t o  go up, maybe 
i t  w i l l ,  maybe i t  won't.  T h a t  i s  speculation. 
derivative product t o  a t t a i n  t h a t  same 500 megawatts of length, 
you are s t i l l  speculating. I t  i s  not physical power, so you 

are not going t o  have t o  sell the power, but  there will be a 
financial settlement. Hedging, I already mentioned, offset by 

a posit ion; i n  speculating there is  no offsetting position. 

I f  you use a 

Hedging reduces vol a t i  1 i t y  exposure. The prices t h a t  
we a l l  hear about ,  the outrageous prices - -  and, aga in ,  this i s  
where power i s  a good example because power is  so much more 
volatile everywhere you go. Hedging can take the v o l a t i l i t y  

ou t  of the particular market, whether i t ' s  a transaction or a 
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3os i t ion t h a t  a company has or  a po r t i on  o f  a pos i t ion .  

Speculating however, i s  v o l a t i l i t y  dr iven. And i n  our company, 

Mhen we pe r iod i ca l l y  take posi t ions i n  our commodity business, 

Me are speculating. I f  we th ink  hot weather i s  going t o  cause 

x i c e s  t o  go up i n  an area, we may buy power a day ahead and 

2xpect t o  s e l l  i t  and make a p r o f i t .  That i s  a speculative 

pos i t ion and we do some o f  tha t .  

Hedging reduces 1 i kel i hood o f  1 arge 1 osses and gains. 

4nd, again, the next po in t ,  stable expenses. With speculation 

- -  and l a r g e l y  people w i l l  use r i s k  management techniques and 

products because l a r g e l y  they are f inanc ia l  and you don ' t  have 

the physical aspect t o  deal with. You do increase the 

l i ke l i hood  o f  large p r o f i t s ,  but you can have huge losses, too. 

And we have a l l  heard the s to r i es  about companies 

going out o f  business i n  the  energy business the  l a s t  few 

years, and marketing companies, t rad ing  companies, and 

u t i l i t i e s  tak ing huge earnings h i t s  because they speculated, 

they were not hedg 

t h e i r  c rys ta l  b a l l  

p red ic t  the market 

I f  you w 

c lear ing  pr ice .  I 

funct ioning v iab le 

ng. And they d i d  not  p red ic t ,  you know, 

d i d n ' t  work wel l  enough, and they d i d n ' t  

wel l  enough. 

11 f l i p  the s l i d e  over, PJM on-peak energy 

use t h i s  s l ide ,  the PJM power market, i t ' s  a 

market and a l o t  o f  people t a l k  about it. 

It i s  touted because i t  works. 

not per fect ,  there are l o t s  o f  problems w i t h  t h a t  market. And 

I t ' s  not  an easy market, i t ' s  
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i f  you t a l k  t o  someone who buys or sells  power i n  t h a t  market, 
you will hear lots of horror stories about w h a t  goes on i n  t h a t  
market. And you can see largely prices i n  PJM over this couple 
of year period are pretty stable, d i d n ' t  vary a l l  t h a t  much, 
b u t  you can a lso  see some tremendous spikes along there, June, 
July,  August of '99,  g i a n t  spikes up t o  $600. 

Now, w h a t  i s  not on this chart, b u t  I will te l l  you, 

yesterday PJM h i t  1 ,000  bucks, $1,000 a megawatt hour. And i t  

was only for, I t h i n k ,  one or two hours. Most of the other 
on-peak hours were i n  the hundreds of dollars, but  s t i l l  those 
are tremendous prices. And any company who desires t o  
speculate and try t o  make a l o t  of money, that 's  fine, they can 
do that. B u t  a company whose job is  a load-serving entity or 
has an obl iga t ion  t o  sell power t o  a load-serving entity, t h a t  
sort of th ing ,  the primary business is  t o  provide good so l id  

re1 i ab1 e power supply. 

I f  they took positions i n  t h a t  market knowing the hot 
weather was coming, maybe the prices would go t o  $1,000,  maybe 
they d o n ' t ,  bu t  i n  any case w i t h  hot weather, and i t  has been 
extended hot weather i n  the northeast, everybody knew t h a t  the 
prices were going t o  be volatile. And anybody who had an 
obl igat ion t o  serve, aga in ,  whether as a u t i l i t y  or serving a 
u t i l i t y  and pursued t h a t  business without being hedged, t h a t  i s  
fool hardy. 

And I can te l l  you there are some companies who lost 
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a l o t  o f  money i n  the last  two days i n  PJM. 
yesterday before I lef t  town t a l k i n g  t o  our traders who trade 
i n  t h a t  market, and I'm not going t o  mention any names, bu t  I 

was surprised there were a couple of names t h a t  were trading up 
there t h a t ,  you know, probably a t  the end of the quarter you 

are going t o  hear some earnings hits on a couple of ut i l i t ies  
and a couple of trading companies, trading houses, marketing 
companies, just because of a couple of days i n  PJM. Just t o  
p inpoin t  t h a t  one relatively small region. 
as viable as t h a t  you have got  a l o t  of risk and you have 
reason t o  hedge t h a t  risk. 

I spent some time 

So even i n  a market 

I f  you wil l  f l i p  t o  the next page, another quick 
example of vo la t i l i t y .  You have got  Treasury bonds, NASDAQ 

stock market, NYMEX Natural Gas, a l l  pretty stable and most 
people d o n ' t  t h i n k  o f  natural gas as being a l l  t h a t  stable, b u t  

relatively speaking i t  i s .  And then the green line there, the 
spot price of power i n  the California power exchange. I t  says 
peak weighted, t h a t  i s  just on peak. You can seen the 
vol a t i  1 i t y .  

Now, this chart does not chart prices, i t  i s  charting 
percent of vol a t i  1 i t y .  Outrageous vol a t i  1 i t y .  Huge spreads 
from min t o  max on pricing. And is  i t  any wonder t h a t  the 
ut i l i t ies  i n  California have had so many problems when they 
really cannot i n  their day-to-day business just go out and buy 

large quantities of power forward a t  fixed prices. They are a t  
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the  mercy o f  what i s  going on hour ly and d a i l y  i n  tha t  market 

and they j u s t  have t o  pay these pr ices.  

The next section, forward markets. And I hope j u s t  

these few examples i l l u s t r a t e  j u s t  how v o l a t i l e  the market can 

be. Fuels and natural gas are not as v o l a t i l e ,  but  they are 

v o l a t i l e .  And i n  the quant i t ies  t h a t  u t i l i t i e s  i n  F lo r ida  and 

around the country buy fuels,  t h a t  v o l a t i l i t y  can make a huge 

d i f ference i n  cost. Which eventual ly goes on t o  a l l  o f  us, the  

ratepayers. 

Forward markets. Probably the most important 

consideration, the most important t h ing  t h a t  everybody should 

have t h e i r  eye on no matter whether they are a hedger o r  not a 

hedger, a pub l i c  service commission o r  anything, i s  a forward 

market. That i s  the most important t oo l  t h a t  we a l l  have. You 

know, we hear i t  discussed and debated i n  the RTO discussions 

about t r y i n g  t o  set  the market model i n  such a way t h a t  we can 

have a v i  ab1 e forward market wi thout impediments, wi thout 

constraints. 

I would mention there was an a r t i c l e ,  and probably 

some o f  you saw it, i t  was i n  Baron's i n  the  l a s t  couple o f  

days, and i t  had t o  do w i th  po ten t ia l  e l e c t r i c i t y  supply g lu t  

i n  the country and the impact on u t i l i t i e s ,  e l e c t r i c  u t i l i t i e s  

and n o n - u t i l i t y  generators. And the  author several times 

through t h i s  a r t i c l e  mentioned forward markets. The reference 

la rge ly  was t h a t  the question o f  whether looking a t  forward 
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narkets, you know, we have a forward market i n  PJM, Flor ida,  

uhat have you. Everybody has somewhat o f  an idea o f  what 

i r i c e s  are going t o  be, but t h a t ' s  not a rea l  forward market 

that everybody agrees on. 

And the question was i s  i t  the r i g h t  decis ion t o  

3u i ld  a l l  the generation t h a t  i s  being b u i l t .  

the country, the forward market as i t  ex is ts ,  what pr ices f o r  

power are r e a l l y  t rad ing  a t  and fue l ,  natural gas f o r  t ha t  

natter,  they don ' t  r e a l l y  j u s t i f y  bu i ld ing  the plants.  Now, 

there are regions o f  the country t h a t  - -  exclude Ca l i fo rn ia ,  

but i f  you go t o  New York or  up i n  the northeast there i s  a l o t  

o f  areas up there w i th  a forward market and - - I mean, what 

prices are r e a l l y  t rad ing  a t  doesn't  r e a l l y  f u l l y  j u s t i f y  

bu i ld ing generation. But everybody knows they have got t o  

b u i l d  some generation i n  New York City and i n  la rge  par ts  o f  

New York. 

I n  many parts o f  

The other t h i n g  was i n  t h i s  a r t i c l e  i t  was p r e t t y  

c lear t h a t  the Wal l  Street analysts are looking a t  forward 

pr ices f o r  power and fue ls ,  but  p r imar i l y  natural gas, and they 

are judging a l l  o f  these generating companies, whether they are 

u t i l i t y  companies, IOUs, or  n o n - u t i l i t y  generators and judging 

them and making recommendations on whether t o  buy o r  s e l l  t h e i r  

stock. That i s  a huge input  i n  t h e i r  analysis. 

So we may choose t o  ignore the concept o f  forward 

markets, we may choose t o  do things tha t  impede forward markets 
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i n  a new RTO, or i n  the current market, or w h a t  have you. We 
nay choose t o  impose rules t h a t  d o n ' t  allow u t i l i t i es  t o  
participate i n  a forward market f u l l y  and, therefore, there is  
not a viable forward market, b u t  Wall Street is  going t o  do i t .  

3ther people, other segments of business i n  the country are 
going t o  use those forward markets t o  judge the electric 
industry. So i t  i s  important. 

F l ipp ing  the page over. Importance of forward 
markets and l iqu id i ty .  And I wish I had a better subject t h a n  
this t o  t a l k  on. This is  not the most exciting subject i n  the 
vJorld, especially a t  the fundamental level like this. B u t  

forward markets, i f  you have a good strong viable forward 
market t h a t  means you are going t o  have l iqu id i ty .  

means you can go out  and transact; buy, sell , and do hybrids 
of buys and sells  a t  wi l l .  Plenty of wi l l i ng  counterparties, 
not unrealistic price premiums for certain hybrid products. 

Liquidi ty  

Forward markets are good for a p lanning  tool and t h a t  
is  w h a t  the Baron's article was emphasizing, was the value of 

forward markets. The Wall Street analysts are using those 
forward markets whether we like i t  or not t o  value our 
ut i l i t ies .  

The next p o i n t ,  a requirement - -  a forward market i s  

a requirement t o  price more sophisticated hedging tools and i t  

i s  primarily t a l k i n g  about opt ions.  I f  you are working w i t h  

risk management products and techniques, you are going t o  be 
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using options. Physical power, physical gas,  transacting i n  

those two commodities, there i s  a fair amount of call options 
t h a t  are bought and sold. Some put  options.  You need a 
forward market. The f i r s t  bullet there, the underlying market, 
t h a t  is  the forward fixed price market. Time t o  expiration, 
well, that ' s  just the days le f t  i n  the month. Vola t i l i ty  and a 
strike price. Volatility, the more v o l a t i l i t y  you have, of 

course, the more premium you are going t o  have on a product. 
I f  you d o n ' t  have a viable fixed price market, a 

viable forward market, the options t h a t  trade - -  t h a t  are 
necessary t o  trade, t o  hedge, or t o  speculate, or just t o  go 

and buy power or gas,  there is  going t o  be perhaps an 
unrealistic premium i n  the price built i n .  

market has a measure of uncertainty or great uncertainty about 
i t  and, again,  i t ' s  simply how many trades are happening, how 
many deals are getting done. And i f  only the very basic deals 
are getting done t o  be able t o  trade power supply back and 

forth just t o  satisfy loads and get rid of excess, and t o  buy 

and sell gas and fuels t h a t  are just absolutely necessary, t h a t  
is  not enough t o  have a 1 i q u i d  viable forward market. You 
d o n ' t  have enough prices, you d o n ' t  have enough price 
transparency. 

I f  the forward 

And i f  you have a good viable forward market, i t ' s  
not a bad technique t o  use for measuring the success of 

ut i l i t ies  i n  their buying and selling of fuels and power. Now, 
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I will  mention here most u t i l i t i es  will - -  and this i s  a l l  
across  the country - -  they judge themselves and they a r e  judged 

based on the index. Buy gas f o r  the month below index, buy gas 
f o r  the day below index. I f  you can do t h a t ,  you have won. 

B u t  t h i n k  about i t  this way. I f  the hourly p r i c e s  

yesterday i n  PJM were $1,000,  and you bought $900 power, d i d  

you r e a l l y  do a good job f o r  the ratepayers? $900 power. 

you a r e  the ra tepayer ,  you say no. And probably i f  you a r e  
management of t h a t  u t i l i t y ,  you a r e  going t o  s a y  no p r i v a t e l y .  
B u t  beat ing index by a hundred bucks is  not  good enough, t h a t  
i s  not a good job.  So the rule of thumb t o  bea t  index just 
does not work i n  the v o l a t i l e  markets t h a t  we have today. 

I f  

F1 i ppi ng the page over ,  i ncreasi  ng 1 i qui d i  t y  reduces 
market v o l a t i l i t y .  Flor ida i s  a good example. I have been 
working i n  Flor ida f o r  y e a r s ,  and I know the power and the gas 
market, the fuels market extremely well i n  F lo r ida .  And this 
s ta tement ,  currently a 100 megawatt t r a n s a c t i o n  can move p r i c e s  
aga ins t  you. I f  you go out  and make one phone c a l l ,  buy 100 

megawatts and nobody knows about i t ,  you will probably get a 
price you a r e  s a t i s f  ed w i t h .  

I f  you bro d c a s t  very much t h a t  you a r e  looking f o r  
100 megawatts, p r i c e s  a r e  going t o  move a g a i n s t  you 
s i g n i f i c a n t l y .  And I r e a l i z e  s i g n i f i c a n t l y ,  t h a t  i s  kind of a 
subjective th ing  t o  say. And Flor ida i s  not  such a b ig  market 

t h a t  you have so many p laye r s  t h a t  there a r e  t h a t  many secrets. 
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I f  somebody is  out  buying much size a t  a l l ,  t h a t  market i s  
going t o  move against you. I f  you have more l i q u i d i t y  i n  the 
market, you won' t  have t h a t  situation. The v o l a t i l i t y  w o n ' t  
goes against  you simply because you are out there trying t o  
buy. 

And the b id  offer spreads will shrink. Frequently 

the prices t h a t  you see i n  the market for power - -  and this i s  
true for gas i n  a lot  of situations - -  the bid offer spread, 
the price t h a t  people are wil l ing t o  sell a t  or buy a t ,  those 
spreads are huge. Now, i n  our company's on-line trading 
system, we force our traders t o  keep very narrow bid offer 
spreads. And they lose a l o t  of money maintaining t h a t  
discipline a t  times, bu t  i t ' s  the only way t h a t  we can keep 
lots of trading going on i n  t h a t  on-line system. We force 
l iqu id i ty  in to  t h a t  on-line system, and i t  works and i t  i s  
manifested i n  more trades getting done. 

Let's f l i p  over. Drivers of a forward market. And 

I'm not going t o  t ry  t o  go in to  a l l  of this i n  detail because 
i t  is  pretty dry. Expectations and uncertainty, w h a t  might 

weather be doing, generation, transmission, fuel cost, these 
are the sorts of things t h a t  happen. And there is  a brief 
example there of a generator who wants t o  sell forward, b u t  he 
i s  not sure i f  his u n i t  i s  going t o  run or i f  he can get fuel. 
He is going t o  charge a l i t t l e  b i t  of a premium t o  maybe the 
generic forward market because he i s  t a k i n g  a b i t  of a risk 
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there t o  sell forward. 
And looking back on indexes i s  not an appropriate way 

of judging w h a t  t h a t  generator did. T h a t  generator should 
charge a b i t  of a premium because of the risk t h a t  he is  t a k i n g  

on. 
Forward market distortions. I t h i n k  this is  pretty 

important, and this is  where a t  the regulatory level i t  i s  
pretty important t o  be careful w h a t  happens. In New York they 
have a 60-day rule. Essentially on those days when the market 
is  not capacity short, extremely hot days or a significant u n i t  
outage is  going on, a generator is  not a1 owed t o  sell a t  a 
price higher t h a n  his previous 60 days of prices. I t  i s  more 
complicated t h a n  wha t  I'm describing, but  essentially i t  i s  a 
price cap. 

Now, you know, my personal point  of view, i t ' s  not 
fa i r ,  t h a t  i s  not a fair  constraint t o  pu t  on a generator, a 
restraint t o  pu t  on a generator. 
pay a higher price, the generator s t i l l  can't sell a t  the 
higher price. Well, w h a t  happens is  everybody i n  t h a t  market 
t h a t  is  affected by t h a t  rule spends an awful l o t  of time 
trying t o  figure out  ways t o  get around t h a t  rule so t h a t  they 
can operate, make the money t h a t  they are supposed t o  make. 

California price caps, we have a l l  heard a l o t  of 

I f  the market i s  wil l ing t o  

that. Very controversial. B u t  ultimately you p u t  yourself i n  

the shoes of the generator, would you want  t o  have price caps? 
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I f  you are s e l l i n g  a vehic le t o  your neighbor, do you want a 

r u l e  out there tha t  says you can only  s e l l  t h a t  car f o r  h a l f  

the p r i ce  you paid f o r  i t  o r i g i n a l l y ?  That would seem so 

un fa i r ,  but  i t ' s  the same th ing.  I f  the vehic le i s  worth more, 

you should be able t o  s e l l  f o r  more. 

Now, debating the issues o f  whether p r i c e  caps are 

moral, o r  reasonable, or  not, t h a t  i s  r e a l l y  f o r  a d i f f e r e n t  

time and place. But the f a c t  o f  the matter i s  p r i c e  caps 

severely e f f e c t  forward markets. They severely e f f e c t  

l i q u i d i t y .  And a l l  o f  these constraints on l i q u i d i t y  and 

markets manifest themselves i n  making i t  more d i f f i c u l t  t o  

hedge what you are doing. And i f  you are unhedged, more 

v o l a t i l i t y  i s  created a r t i f i c i a l l y  t h a t  u l t i m a t e l y  i s  going t o  

cause higher pr ices.  

Any p r i ce  control  mechanism, especia l ly  complicated 

p r i ce  control  mechanisms, you c a n ' t  def ine value and i t  scares 

people there. There are times t h a t  Enron, as sophist icated as 

we th ink  we are, we w i l l  j u s t  back away from c e r t a i n  markets 

because the ru les  o r  the constraints are such t h a t  we j u s t  

don ' t  know i f  we can go i n t o  t h a t  market and p lay  and make any 

money and provide r e l i a b l e  service, which i s  as important t o  us 

as making money. And so we j u s t  back away and we disappear 

from a market. And a t  times people ask us, we l l ,  why a ren ' t  

you act ive i n  t h i s  market or  t h a t  market, and t h a t ' s  why. 

i t  i s  not a v iab le  market, and we can ' t  perform r e l i a b l y  and 

I f  
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nake money we won't be there. 

Developing a r i s k  management program, i f  you w i l l  

F l i p  over a couple o f  pages. You know, i f  you decide you want 

to have a r i s k  management program, and you have crossed t h a t  

i u rd le  and you have convinced yourse l f  t ha t  t h i s  i s  the  th ing  

to do, there i s  value there i n  the case o f  the power business, 

i t i l i t y  business, o r  i n  fue ls ,  there i s  benef i t  f o r  ratepayers, 

you then have t o  determine what are your object ives.  Do you 

jus t  want t o  reduce fuel  pr ices;  do you want t o  t r y  t o  make 

jure tha t  you have as much low-pr iced power as possible, you 

l o n ' t  g ive any o f  t ha t  up, but  you insu la te  your company from 

Jeaks, put yoursel f  i n  a s i t ua t i on  where you are never paying 

the $1,000 PJM type prices. You want t o  determine your 

)b j e c t  i ves . 
I n  Houston, my e l e c t r i c  u t i l i t y  i s  Re l ian t  Houston 

I signed up f o r  the  - igh t  and Power, and I hedge w i th  HL&P. 

level-pay program, so I pay the  same p r i ce  every month. 

nean, tha t  i s  a hedge. It doesn't  help me on pr ice ,  bu t  i t  

sure does help me on my cash f low. It i s  a hedge, and i t  i s  

nade avai lable.  Now, there i s  no way t h a t  the  u t i l i t y  i n  the  

x r r e n t  environment can get down t o  my leve l  as a homeowner and 

give me any control  over the  pr ices I ' m  paying. I f  they would, 

I would form a strategy and go about f i gu r ing  out how t o  avoid 

the high summer peak i n  pr ices.  

I 

A whole l i s t  o f  th ings here. You have got t o  prove 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

24 

rudency i n  a r i s k  management program both t o  management and t o  

;he Commi ssi  on. The t h i  r d  b u l l  e t  here, captur i  ng ex i  s t i n g  

2mbedded o p t i o n a l i t y  i n  a contract t o  maximize value. That 

vord embedded i s  misspelled. 

teeps coming back misspelled. 

I have corrected t h a t  and i t  

I guess t h i s  t h i n g  i s  haunted. 

You can use ce r ta in  r i s k  management techniques t o  

2xtract value from e x i s t i n g  - -  embedded value from ex i s t i ng  

3osit ions tha t  every u t i l i t y  has. An example, a dual fuel  

Dower p lant .  The f a c t  t h a t  t h a t  power p lan t  can switch fue ls  

a t  w i l l ,  mechanically switch fue ls ,  i f  you go t o  a der ivat ives 

research guy and t e l l  them you have got a 1,000-megawatt power 

plant t ha t  you can switch from Number 6 o i l  t o  gas a t  w i l l ,  

they go crazy. There i s  huge value i n  tha t .  

But t ha t  capab i l i t y  i s  needed by u t i l i t i e s  t o  provide 

r e l i a b l e  service. The object ive there i s  not t o  make money out 

o f  the fuel  sw i tchab i l i t y ,  i t  i s  t o  provide r e l i a b i l i t y ,  and 

yet w i th  cer ta in  r i s k  management techniques you can ext ract  a 

l o t  o f  t ha t  value. And I wish we had the time and a white 

board so I could draw some o f  these things on the board. They 

are p r e t t y  i nte res t i  ng . 
The four th  po in t  there, secure energy requirements a L  

be t te r  than index. Again, you want t o  beat index, but every 

time you make a decision simply t o  beat index, you a re  doing it 

a t  the expense o f  a f i x e d  p r i ce  project ion.  You are subjecting 

yoursel f  t o  tha t  example I used o f  paying $900 f o r  power i n  a 
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$1,000 market. You bea t  index, b u t  d id  you r e a l l y  do a good 
job  f o r  your company. And I'm not going t o  go through a l l  of 
these, but  these a r e  - -  these a r e  gene ra l ly  a l i s t  of th ings  

t h a t  accrue t o  a company when managing a risk management 
program and they a r e  cons idera t ions  t h a t  have t o  be covered. 

Fl ipping over .  Quant i fy .  These a r e  the th ings  - -  i f  

you a r e  going t o  put  a risk management program t o g e t h e r ,  a few 
things t h a t  you r e a l l y  have got  t o  do. You have go t  t o  
quan t i fy  your exposure, look a t  your load ,  look a t  your 
genera t ion ,  look a t  your c o n t r a c t s .  What a r e  the 
c h a r a c t e r i s t i c s ,  how firm a r e  they, nonfirm, t h a t  s o r t  of 
t h ing .  I s  this p r i c e  exposure pass- through or i s  i t  not? In 
most cases  w i t h  the u t i l i t i e s  i t  i s  pass- through.  And then the 
p o l i t i c a l  risk th re sho ld ,  wh ich  is  a fancy way of saying 
prudency ques t ions .  

And the worst case  i s  t o  do nothing. For a person a t  
a u t i l i t y  t o  r e a l i z e  t h a t  even though there a r e  t h i n g s  they 

might do t o  improve a p r i c i n g  s i t u a t i o n ,  and we t a l k e d  a l i t t l e  

b i t  about this before  the meeting s t a r t e d ,  the dec is ion  
genera l ly  i s  d o n ' t  do i t .  There is  no mandate t o  do i t .  No 
one i s  asking you t o  do i t .  

And on hedging, you know, there i s  always a winn ing  

side and a l o s i n g  side on a hedge. Not between p a r t i c i p a n t s ,  
but  on a hedge. 

the o ther  i s  going t o  l o s e  money, b u t  t h a t ' s  okay because 
I f  you sell NYMEX and buy physical gas ,  one o r  
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overa l l  you d i d n ' t  lose a large amount o f  money, you j u s t  l o s t  

a s l i c e .  But i t  can be viewed t h a t  t h a t  loss on a hedge was a 

bad thing. 

And i n  a u t i l i t y  i f  the  audi tors come i n  and review 

what was done there and i t  was deemed tha t ,  we l l ,  i f  you hadn't 

done t h a t  hedge a t  a l l  t h a t  money would not have been l o s t ,  

maybe i n  t o t a l  not a l o t  o f  money, but  on the hedge i t  looked 

l i k e  a l o t  o f  money, and i t  could appear t o  be a very r i s k y  

th ing  t o  have done. It looks bad and serious questions could 

be asked. 

So what happens? The u t i l i t y  i s  not going t o  take 

t h i s  r i sk .  "hey shouldn't  take t h a t  r i sk .  And years ago when 

I worked f o r  a u t i l i t y  and I was a fue l  buyer, I wouldn't  do 

it, e i ther .  There were things t h a t  I knew I could do t h a t  nine 

times out o f  ten were going t o  be b i g  wins f o r  the u t i l i t y ,  f o r  

the fuel  p o r t f o l i o  and f o r  the ratepayers, but I cou ldn ' t  do 

it. And I would go s i t  down and t a l k  t o  my boss and we would 

analyze the s i t ua t i on ,  and general ly we would decide not  t o  do 

a l o t  o f  the th ings t h a t  were avai lab le.  Even back, you know, 

15 or  20 years ago, much less what i s  avai lable these days. 

The next b u l l  e t ,  assessing management' s r i  sk 

tolerance - - 
CHAIRMAN DEASON: Excuse me, may I i n t e r r u p t  f o r  j u s t  

a second? 

MR. FAIRLEY: Yes, s i r .  
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COMMISSIONER DEASON: That last point, I understand 
exactly what you are saying, and I guess my question is in your 
opinion what do we, as regulators, do to encourage utilities to 
prudently go after opportunities that are reasonably there 
without them feeling like they are going to be unduly harmed if 
they make a mistake, when as you indicated on average there are 
going to be net benefits derived? Have you had any - -  have 
other states addressed this, do you have any experience as to 
how - -  or any thoughts as to how regulation should be 
implemented to provide the correct structure and incentive for 
companies to aggressively manage their portfolio? 

MR. FAIRLEY: That's a great question. I think the 
most straightforward thing to do would be to give each utility 
the opportunity to develop a risk management policy which 
essentially would be a picket fence around what they can do. 
Trading limits. The exact same risk management policy that any 
company who is performing a sizeable r.isk management function 
ought to have internally anyway. Develop that risk management 
policy, bring it in front of the Commission and get it blessed. 
Basically a set of rules that protect from getting too far out 
of bounds. We have that inside Enron. 

And I guess the best way that I could explain it i s  

that, you know, we have a lot of traders at Enron, power and 
gas traders. And with a trader - -  and it's no different at a 
utility, but in essence, you know, with what they are doing, 
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buying and selling gas, power, w h a t  have you, b u t  a t  Enron we 
are not a load-serving entity, so we are buying and selling the 
commodities strictly t o  make money or t o  do things t h a t  we need 
t o  do t o  sat isfy our long-term contracts and obl igat ions.  

You never want t o  pu t  a trader i n  a tentative 
situation. I f  you pu t  a trader i n  a s i t u a t i o n  where they are 
going t o  get second-guessed, where there is  going t o  be a l o t  

of armchair quarterbacking going on, they are not going t o  do 

deals. What you can do is  encourage them, incentivize them t o  
aggressively pursue transactions, b u t  you also p u t  the picket 
fence around them so t h a t  i f  they do make a bad decision on a 
trade or a series of trades they cannot lose very much money. 
So you have basically given the trader a parachute, a safety 
net, and i t  i s  very effective. 

And I t h i n k  t h a t  would be my answer t o  your question, 
t o  have a u t i l i t y  develop a risk management and t rad ing  policy, 
t o  bring i t  forth, get i t  approved, and then i t ' s  up t o  the 
management of the company t o  make sure t h a t  the employees 
follow the policy. I f  i t  i s  too restr ctive, not much gets 
accomplished. If i t  i s  too broad, you s t i l l  d o n ' t  give the 
safety net t o  the ind iv idua l  employees who have t o  carry ou 
the business of buying and selling power and fuels and such. 

Is the goal o f  doing t h a t  t o  COMMISSIONER DEASON: 

minimize the impacts of price fluctuations so t h a t  you have a 
relatively stable price, or i s  the benefit actually lowering 
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what otherwise would be the fuel cost level, lowering on a 
1 ong- term basis overall fuel costs? 

MR. FAIRLEY: Both  of those, and the third would be 
extracting embedded value i n  assets t h a t  exist. Contracts, 
generation, w h a t  have you. So there are really three 
objectives t h a t  can be achieved. Probably the f i r s t  and most 
fundamental i s  just lower prices i f  you can. 

The second and maybe the more important is  provide 
the insurance you need t o  avoid run-ups i n  prices. And then 
the third, extracting embedded value, t h a t  could be tremendous. 
And, of course, all of t h a t  value can be plowed back t o  the 
ratepayers or spl i t  somehow between ratepayers and 

shareholders. 
Let the company - -  I t h i n k  there should always be an 

incentive for the company t o  t ry  t o  do a better job  t h a n  they 
are doing. And I t h i n k  the ut i l i t ies  do a great job. B u t  
there are th ings  t h a t  u t i l i t ies  everywhere - -  and I spent a l o t  

o f  years i n  a u t i l i t y ,  and I know there are a l o t  of t h i n g s  

t h a t  u t i l i t ies  could potentially do t h a t  could improve the lot  
of the ratepayer. 

COMMISSIONER DEASON: I f  a u t i l i ty  were t o  come 
forward w i t h  a plan and we reviewed i t  and we indicated t h a t  i t  

looks like a reasonable approach t h a t  we t h i n k  t h a t  there are 
benefits t o  be derived, and there has t o  be a period of time 
t h a t  you implement i t  and get some experience from i t ,  not 
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engaged i n  Monday morning quarterbacking, but 1 e t  th ings 

operate, a t  what period o f  t i m e  do we look back and see i f  the 

program has been successful ? I m not t a l  k ing  about ind iv idual  s 

trades and whether i t  was a good deal or  bad deal, I ' m  j u s t  

t a l k i n g  about over the long-term, what per iod o f  time should we 

l e t  things - -  l e t  the market operate. And when do we go back 

and look t o  determine i f  i t  has been a reasonable plan and i f  

inle need t o  make changes t o  it? And how do we judge i t  t o  see 

i f  i t  has been successful? 

MR. FAIRLEY: Judging i t  i s  easy. Has value been 

provided or not. And t h a t  value i s  r e a l l y  manifested i n  two 

Nays, savings or  p r o f i t s ,  extracted value. How long? That 's a 

tough question. 

maybe a f t e r  s i x  months, but not a deep look. You're always 

going t o  audi t  any program l i k e  t h i s  probably monthly or  

quarter ly,  but a cursory look a t  s i x  months and a serious look 

a t  a year. Because t o  in tegrate a r i s k  management program i n t o  

a u t i l i t y ' s  business, i t ' s  a b i g  business, i t ' s  a complicated 

business and i t  i s  going t o  take some time. 

I t h i n k  the f i r s t  real  look a t  a program, 

And i t  could be a bank who wanted t o  expand t h e i r  

r i s k  management program. 

implement the program and become p r o f i c i e n t  w i t h i n  the program. 

Because everybody i s  going t o  be ten ta t i ve  a t  f i r s t  because 

everybody wants t o  do the  r i g h t  th ing.  Nobody wants t o  do the 

wrong thing. So people are going t o  be cautious and ten ta t i ve  

It would take some time t o  f u l l y  
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a t  f i r s t .  And once the individuals begin t o  feel their way i n  

and learn how t o  apply some of the techniques i n  their everyday 
business, more and more can be done. 

COMMISSIONER PALECKI: In a period as short as six 
months or a year, wouldn ' t  i t  be purely a matter of luck as t o  
whether you see savings or no t ,  and aren't we t a l k i n g  then 
about speculation rather t h a n  hedging? 

MS. FAIRLEY: I t h i n k  there i s  always an element o f  

luck i n  anyth ing  you do and especially i n  something like this ,  
which i s  relatively new, a new paradigm i n  a long-lived 
traditional business. I t ' s  not speculation, I would not say 

that. 
uncovered positions are not allowed, there i s  no speculation 
there. Am I answering your question? Okay. 

I f  the program i s  set up i n  such a way t h a t  large 

There should not be - -  and that 's  why I kind of 

opened this t h i n g  up t a l k i n g  a l i t t l e  b i t  about comparing 
hedging versus specul a t ion .  
i t ' s  not necessary t o  use risk management tools  t o  speculate t o  
make money t o  benefit the ratepayer. T h a t  i s  not necessary. 
There are a l o t  of - -  there are many, many things t h a t  can be 
done. Some speculation may be allowed and maybe should be 
encouraged, b u t  t h a t  should be a small part of i t .  

I t  ' s not necessary t o  specul ate, 

As i t  i s  a t  Enron. Enron i s  a trading company. I t ' s  
a huge company and i t ' s  heart and soul is  a trading company, 
and yet, like I had said earlier, the vast majority of the 
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business tha t  we have on our books i s  hedged and i t  w i l l  always 

be hedged. It has t o  be, because there i s  too much v o l a t i l i t y .  

Enron i s  moving - - Enron trades as much gas on a d a i l y  basis as 

the whole country phys ica l l y  moves. There i s  no way t h a t  you 

could speculate on t h a t  t o t a l  quant i ty  and control  it. You are 

e i ther  going t o  make g iant  do l la rs  o r  lose g ian t  do l la rs ,  and 

t h a t  i s  not f a i r  t o  shareholders and i t  should never happen i n  

a company i n  t h i s  country. So you have t o  hedge 99 percent or  

the vast ma jor i t y  o f  your business. 

And t h a t ' s  where the p o l i c y  i s  so important, and 

where management has t o  see tha t  the po l i cy  i s  car r ied  out. 

recent ly  d i d  a t ransact ion w i th  a sma l l  - -  r e l a t i v e l y  small 

municipal u t i l i t y  where we were opt imizing some o f  t h e i r  

assets. They are a load-serving e n t i t y ,  they have t h e i r  own 

generation and we put  a very sma l l  r i s k  management po l i cy ,  

t rad ing  and r i s k  management po l i cy  - - although we struck the  

word t rad ing t o  s a t i s f y  the c i t y  commission - -  small, b r i e f ,  

about a f ive-page r i s k  management p o l i c y  i n  the  back o f  the  

contract. The c i t y  saw no need f o r  t ha t .  They said, "We t rus t  

you guys. You know, you are going t o  make recommendations and 

we are going t o  g ive you a thumbs up and a thumbs down on 

everything t h a t  you recommend, but we t r u s t  you. We t h i n k  i t  

w i l l  be okay." And we said, "No, we want t h i s  p o l i c y  i n  there. 

We want i t  very c lear  t o  anybody involved, o r  anyone who may 

question t h i s  t ransact ion,  or  may look i n t o  t h i s  t ransact ion,  

I 
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de want  people t o  see t h a t  certain limits on hourly power, 
daily power, w h a t  have you, will be adhered to ."  

And we said even beyond t h a t ,  i f  we come up w i t h  a 
trade t h a t  clearly the policy says you are going t o  have t o  go 

to  your general manager or perhaps t o  your commission before 
t h a t  particular trade or t h a t  particular transaction could be 
conducted, we wan t  t h a t  rule set out there so t h a t  everybody 
vJho is  involved w i t h  this contract knows t h a t  is  something t h a t  
i s  serious i n  i t s  consideration. And i f  such a transaction 
comes forth, we want i t  very clear t o  everyone involved t h a t  
Enron is  not going t o  make the decision, and we d o n ' t  want  our 
contact a t  this u t i l i t y  making the decision, and we d o n ' t  want 
the general manager making the decision, we want  the city 
commission making the decision. 

And after we went through the philosophy a l i t t l e  
b i t ,  they said, you know, this is  really good. T h i s  i s  a good 

discipline, and we may not do a l o t  of these longer duration or 
more complex transactions, b u t  a t  least i f  we do everybody sees 
the rules t h a t  Enron expects t o  live by i n  getting such a 
transaction approved. Was i t  a waste of time? I t  took a l o t  

o f ,  you know, legal work t o  get t h a t  risk management trading 
policy written so i t  was satisfactory t o  both sides, and 

understandable, and a l l  of t h a t .  
And probably, you know, two and a half  years from now 

when the transaction i s  over, 90 percent of w h a t  i s  written i n  
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tha t  po l i cy  w i l l  never be u t i l i z e d .  But when we do encounter 

those par t i cu la r  transactions t h a t  Enron bel ieves are 

benef ic ia l  f o r  tha t  u t i l i t y ,  we w i l l  have a r u l e  i n  place t o  

cover tha t  s i tua t ion  and there won't be a debate - -  there may 

be a debate, but there won't be a debate over who should 

approve o r  what have you. We' l l  expect i n  some cases the c i t y  

commission t o  bless the transaction. That i s  f o r  everybody's 

protect ion.  

You know, as a dealmaker, i n  some ways I kind o f  l i k e  

i t  t h a t  i t  i s  wide open. 

a f te r  doing t h i s  f o r  years, you don ' t  want tha t .  You want your 

dealmakers t o  know they are protected so they can be as 

aggressive as they need t o  be o r  want t o  be, but ye t  they know 

dhat t h e i r  l i m i t s  are. 

I can do what I want. But r e a l l y  

COMMISSIONER DEASON: One f o l  1 owup question. Even 

d i t h i n  the confines o f  t h i s  p icke t  fence as you ind ica te  which 

gives some comfort both t o  the  u t i l i t y  and t o  the regulators,  

should there be some type o f  an incent ive mechanism f o r  a 

A t i l i t y  t o  aggressively pursue opportuni t ies w i th in  the  

zonfines o f  t ha t ,  or  do we j u s t  put  t ha t  po l i cy  i n  place and 

leave i t  t o  them t o  pursue opportuni t ies w i th in  t h a t  without - -  
and I guess my question i s  should there be an incent ive,  and i f  

there i s ,  how do you s t ruc tu re  the  incent ive so t h a t  i t  i s  

appropriate both f o r  the r i s k  t h a t  i s  being taken on and t o  

i ro tec t  ratepayers i n  the long-term? 
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MR. FAIRLEY: Should there be an incent ive? I th ink  

that i s  a simple answer, yes, there should be an incent ive.  

b i d e  from the technical aspect, i t ' s  human nature i f  the 

A t i l i t y  management knows tha t  doing t h i s  extra work and e f f o r t  

:an benef i t  the ratepayers and the company, i t ' s  going t o  work 

l e t t e r ,  i t ' s  going t o  work be t te r .  Someone does a good job  

iere,  they get reviewed a t  the end o f  year, they get a ra ise,  

they are motivated. 

So, yes, I th ink  there should be an incent ive.  

I t ' s  human nature and i t ' s  basic business. 

How t o  s t ructure the incentive, t h a t  i s  an extremely 

d i f f i c u l t  question t o  answer. I th ink  examples work well  

sometimes. I n  t h i s  t ransact ion w i th  t h i s  small municipal 

u t i l i t y ,  the way we d i d  the system there i s  t h a t  whether Enron 

f igures out ways t o  save t h i s  u t i l i t y  money or  t o  do things t o  

make p r o f i t s ,  we have a 60/40 s p l i t  o f  the value. 

doesn't f igure  out a way t o  make a do l l a r ,  Enron makes no money 

on tha t  transaction. 

l o t  o f  money on the transaction, Enron i s  going t o  get 40 

percent o f  t h a t  transaction. 

I f  Enron 

I f  Enron f igure  goes out a way t o  make a 

And the proof i s  i n  the pudding. 

May, which i s  the f i r s t  month o f  t h i s  t ransact ion,  and I w i l l  

probably say too much - -  and t h i s  i s  not i n  F lor ida,  so I don ' t  

th ink  anybody here probably would guess who I ' m  t a l k i n g  

about - -  but i n  the f i r s t  month o f  t h i s  t ransact ion,  the  month 

o f  May, the average load f o r  t h i s  u t i l i t y  was 38 megawatts. 

I n  the month o f  
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That i s  t i n y .  They saved almost $500,000 i n  the month o f  May. 

You know, they had t h e i r  way o f  doing business t r a d i t i o n a l l y .  

It was not - -  
COMMISSIONER DEASON: Now, how do you determine t h a t  

savings? What do you compare? And i s  i t  something t h a t  can 

r e a d i l y  be agreed upon and i s  obvious t h a t  t h a t  indeed was the 

savings from t h a t  per iod o f  time? 

MR. FAIRLEY: It was a ca lcu la t ion ,  and i t  was based 

on the  way t h a t  they had been doing business. 

CHAIRMAN JACOBS: Did you make an assumption t h a t  

they would have had t o  buy on the spot market o r  they would 

have had t o  buy i n  some other t ransact ion and used t h a t  as a 

guiding p r i ce  t o  determine the savings? 

MR. FAIRLEY: That i s  p a r t i a l l y  what we d id .  I n  the  

past they ran t h e i r  generation most o f  the  t ime, very seldom 

bought power on the market. And as a b i g  power marketer and 

fee l  l i k e  we r e a l l y  have our f inger  on the  pulse o f  the market, 

and they were very comfortable t h a t  we could always buy power 

i n  the  market and d e l i v e r  i t  t o  them r e l i a b l y .  They l e t  us do 

tha t .  So a l o t  o f  the  savings came from not  running generation 

and buying power i n  the market. 

Now, a l o t  o f  u t i l i t i e s  would say, we l l ,  we do t h a t  

already. But there were many nuances about how we went about 

doing t h a t .  Buying several days a t  a t ime, buying a few hours 

a t  a t ime. Many, many subt le t ies  t h a t  r e a l l y  extracted the 
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bigger value, not just turning off  generation. And there were 
times when we d i d  both. We bought forward and ran the 
generation and sold, so they made a profit selling the 
generation and they were saving money on the power purchases. 

T h a t ' s  just an example. I t h i n k  you really have t o  
look a t  the ind iv idua l  u t i l i t y  w h a t  their makeup i s ,  generation 
and load,  how they are doing their business, and look a t  a few 
ways t o  structure incentives. I t ' s  not t h a t  difficult. I t ' s  
not t h a t  difficult fundamentally. 
the monthly calculation of w h a t  you are doing. 

I t  can get complicated i n  

Let's see. I want t o  skip over a l i t t l e  b i t .  There 
is  a page here under developing a risk management program t h a t  
has blue arrows. This page, i f  you could f l i p  over t o  t h a t .  
This i s  one t h a t  you may go back t o  later and t h i n k  about. And 

the point  here i s  t h a t  there are certain things t h a t  you can do 

t h a t  are relatively inexpensive t o  do, but  yet leave the 
highest possible risk w i t h  the u t i l i t y ,  or marketing company, 
or whoever may be using risk management. 

Over t o  the right side of the page there are more 
complex and more expensive techniques t o  be utilized, bu t  which 
deliver the lowest possible risk a t  the end o f  the day for the 
u t i l i t y .  Ultimately how much risk do you want t o  remove from 
the u t i l i t y ,  how much protection do you want  t o  give the 
ratepayers. And i f  there is  an incentive involved, you know, 
how much opportunity do you want t o  give the shareholders t o  
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lake some money. 

Over t o  the l e f t ,  j u s t  blocks o f  energy. Things you 

:an do. Hedging blocks o f  energy. Just hedging on-peak power 

i s  a good technique. It doesn't do anything f o r  the peaks and 

i t  doesn't do anything f o r  a l l  the periphery things t h a t  can go 

in. 

And moving across you j u s t  gradual ly develop the 

:omplexity, shaping, what have you. And, again, a l o t  o f  the 

:hings tha t  I wanted t o  impart here are p r e t t y  fundamental, but 

:he idea i s  t o  give you some perceptions t o  th ink  about i n  

looking a t  a r i s k  management program and how you go about. 

I f  you w i  11 now f l  i p  the page over, developing an 

2xecution strategy. I f  anybody else has any questions, please 

;peak up. 

iver t h i s  presentation, f rankly.  

I would rather be answering questions than going 

A couple o f  things tha t  you have t o  do i f  you are 

j c t u a l l y  going t o  execute a strategy. You have got t o  ident  f y  

vhat are the d i f f i c u l t i e s  or the impediments. F lor ida i s  not a 

i e ry  l i q u i d  market f o r  power. Everybody knows tha t ,  so i f  you 

we going t o  t r y  t o  execute a r i s k  management strategy you have 

j o t  t o  keep t h a t  i n  mind. You c a n ' t  expect miracles. You 

:an7 expect the k ind o f  t ransact ion f low or  resu l ts  f o r  power 

i n  Flor ida,  o r  f o r  t h a t  matter even gas i n  F lor ida as you 

Zould, say, f o r  gas i n  Louisiana. Gas i n  Louisiana, not power. 

And then the other th ing,  you know, you a r e  
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i d e n t i f y i n g  weaknesses i n  the market when you look a t  

impediment and d i f f i c u l t i e s .  You also have t o  look f o r  the 

strengths and you have t o  focus on the strengths, the strong 

points  i n  a market, and make sure t h a t  you are tak ing advantage 

o f  a l l  o f  those. 

This next page, i d e n t i f y i n g  market d i f f i c u l t i e s  t h a t  

must be considered. I11 i q u i d i t y .  Fundamental s t u f f ,  cannot 

execute large size because you moved the market. Sometimes you 

can ' t  even deal without moving the market. I n  some s i tua t ions  

ce r ta in  f inanc ia l  products are not even avai lable and not 

a c t i v e l y  traded. 

Two points,  index postings are not r e l i a b l e  ye t  f o r  

most o f  the F lor ida power market. They are ge t t i ng  there, but 

they are not there yet .  And there i s  no basis market y e t  a t  

a l l .  

The f i r s t  t h ing  we have got t o  have - -  
COMMISSIONER DEASON: What do you mean by basis 

market? 

MR. FAIRLEY: Basis? 

COMMISSIONER DEASON: Uh- huh. 

MR. FAIRLEY: Basis. I f  you look a t  the index, any 

index f o r  power, say, i n  Georgia, and on the  same day or the  

same hour look a t  an index f o r  power i n  F lor ida,  you are going 

t o  see a spread. 

expensive, a b i t  more expensive. There are reasons f o r  t h a t .  

I n  most cases power i n  F lo r ida  i s  more 
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That i s  basis. That i s  one form o f  basis. 

I n  natural gas, those kinds o f  spreads are ac t ive ly  

traded. When I used t o  be a gas t rader ,  I d i d  many, many 

transactions t rad ing  basis. And w i th  basis I d i d n ' t  r e a l l y  

care whether pr ices went high or  low, I was s t r i c t l y  looking a t  

the spread between d i f f e r e n t  locat ions t h a t  people needed t o  be 

concerned about. Gas i n  Louisiana versus gas i n  the  northeast, 

t ha t  i s  k ind o f  a gross example, but eventual ly we have got t o  

get t o  a po in t  t ha t  we have a good v iab le basis market, because 

hedging p r i ce  i s  one thing, the basis also comes i n t o  play, 

however. 

The next b u l l  e t  there, market d i  f f i cul  t i e s  , 1 acks 

F lor ida Pub1 i c  Service Commission and management c lear  signals. 

I put tha t  i n  there, and I don ' t  want t o  incense anyone, but 

there i s  not  - - you know, there i s  not a mandate, there i s  not 

a set  o f  ru les  out there t h a t  a u t i l i t y  can operate under t o  go 

and u t i l i z e  - -  broadly u t i l i z e  r i s k  management techniques. And 

tha t  i s  important, t ha t  i s  very important. 

And t h a t ' s  why even though the Publ ic Service 

Commission i s  not  a hedger and you don ' t  t rade power and gas, 

your involvement i n  the process i s  c r i t i c a l l y  important. There 

are other par ts  o f  the country where there are u t i l i t i e s  tha t  

aggressively use r i s k  management techniques on fue ls  because 

they are allowed to .  They don ' t  do anything on power because 

the commission has never allowed them t o  do so. And i t  i s  
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amazing the huge dif ferences. I have seen u t i  

probably the best example I ever saw was a u t i  

41 

i t i e s  - -  
i t y  i n  New York 

during a winter period when gas was t rad ing around $4 and 

something, they paid 60 cents f o r  t h e i r  gas one winter.  They 

hedged t h e i r  basis, they hedged t h e i r  f i xed  pr ices,  and 

u l t ima te l y  the f a l l o u t  from t h a t  i s  when they wrote t h e i r  

checks a t  the end o f  the month they were paying 60 cents. And 

t h i s  was under a long-term contract w i th  Enron. We made our 

same p r o f i t  on the transaction, ye t  they only paid 60 cents f o r  

gas i n  a $4 market. That i s  p r e t t y  remarkable. That i s  an 

extreme example. 

COMMISSIONER PALECKI: The Commission i s  going t o  be 

determining prudence o f  a hedging plan. What are the factors  

the Commission should look towards t o  determine whether we have 

a prudent or  imprudent plan? 

MR. FAIRLEY: We1 1 , f i r s t ,  speculation versus 

hedging. How much o f  a pos i t ion  can be taken t h a t  i s  not a 

purely hedged posi t ion.  A f te r  a l l ,  a load-serving e n t i t y  

cannot p red ic t  what t h e i r  customers are going t o  use i n  any 

given hour or day o r  what have you. You can get p r e t t y  close 

nost o f  the time. U t i l i t i e s  are very good a t  t ha t ,  but never 

perfect. So there i s  an element o f  speculation there when you 

w e  t r y i n g  t o  p red ic t  what the load i s  going t o  be and you are 

t r y ing  t o  operate from tha t .  That i s  p r e t t y  tough without 

l y  s i t t i n g  down and lay ing  out some things. actua 
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COMMISSIONER PALECKI: Well, the reason I ask i s  t h a t  

none o f  us, as Commissioners, have the expert ise i n  hedging, 

f o r  example, t ha t  you have. Would we need t o  b r i ng  i n  an 

outside consultant every t ime we had a prudence review t o  work 

f o r  the Commission t o  advise us as t o  the prudence o f  a 

u t i  1 i ty '  s p l  an? 

MS. FAIRLEY: And you are asking about the plan, not 

the resu l t s  o f  the plan, but s t a r t  w i th  j u s t  the plan? 

COMMISSIONER PALECKI: I th ink  e a r l i e r  i n  the s l ides,  

I thought I had seen a s l i d e  tha t  said t h a t  the Commission 

should do a prudency review a t  the outset. 

MR. FAIRLEY: Right. 

COMMISSIONER PALECKI: And t h a t  i s  before the plan 

becomes e f fec t i ve ,  I would assume. 

MR. FAIRLEY: I th ink  the Commission would possibly 

have t o  b r ing  i n  a consultant t o  review a plan. 

the small u t i l i t y  t h a t  I talked about, they brought i n  a 

consultant t o  look a t  the r i s k  management and t rad ing p o l i c y  

t h a t  we developed. 

p o l i c y  was developed more so t o  protect  Enron than t o  protect  

I n  the case o f  

I mean, we a l l  knew i n  t h a t  case t h a t  t h a t  

They d i d n ' t  even care i f  we the customer. They t rus ted  us. 

had the po l i cy  or  not.  

We had i t  and we f e l t  

and we f e l t  l i k e  we needed i t  t o  

t was the prudent th ing  t o  do, 

protect  ourselves. But they 

brought a consultant i n  t o  review the plan, and the consultant 
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l i k e d  i t  and thought i t  was very f a i r .  

have t o  b r ing  i n  a consultant t o  look a t  the plans on the f ron t  

end. And then per iod ica l l y  when reviewing the  resu l t s  o f  

the - -  i f  you are reviewing the resu l ts  o f  a r i s k  management 

program, performance i s  going t o  be p r e t t y  c lear ,  because i t  i s  

do l la rs  and cents. That i s  going t o  be p r e t t y  cut  and dr ied.  

So I th ink  you would 

I f  you want t o  get deeper i n t o  the  t ransact ional  

nature o f  what happened, how many pos i t ions,  how many hedge 

pos i t ions performed i n  cer ta in  ways, you would probably want t o  

have a consultant involved i n  tha t  process. It won't take very 

long. It won't take years, i t  won't take very long f o r  s t a f f  

members t o  understand the programs and t o  be able t o  view the 

programs, what i s  happening under the programs and la rge ly  be 

able t o  make p r e t t y  reasonable judgments o f  whether the  po l i cy  

was followed o r  not and how e f fec t i ve  i t  was. 

COMMISSIONER PALECKI : We1 1 , t h i s  Commission' s pol i c y  

i s  general ly against what we c a l l  micromanagement o f  our 

u t i l i t i e s .  How do we avoid the p i t f a l l  o f  f i nd ing  ourselves 

ge t t ing  a l i t t l e  b i t  too much involved i n  the  hedging plans? 

MR. FAIRLEY: I don ' t  th ink  you r e a l l y  need to .  The 

resu l ts  w i l l  speak f o r  themselves. I f  the  proper incent ive 

program i s  i n  place, the u t i l i t y  w i l l  probably aggressively 

pursue the plan. 

probably less - -  I would th ink  less ac t ive  and more cautious 

about what they do. 

I f  there i s  no incent ive there, they w i l l  be 

I f  the resu l ts  are good, I don ' t  th ink  you 
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have t o  go very deep i n t o  a l l  the transactions tha t  took place. 

I f  there are problems, j u s t  i n  anything t h a t  any audi tor  i s  

look ing a t  you would want t o  go deeper and f i gu re  out what was 

the problem and f i x  the problem so t h a t  i t  doesn't happen 

again. 

COMMISSIONER PALECKI: What type o f  incent ive 

mechanisms have you seen? Have you seen any i n  other states? 

MR. FAIRLEY: I am r e a l l y  not  equipped t o  answer t h a t  

question. 

CHAIRMAN JACOBS: I have heard t h a t  Ca l i f o rn ia  has 

one f o r  fuels,  bu t  I ' m  not sure. 

MR. FAIRLEY: You know, I see those things, I hear 

about them, bu t  I don ' t  r e a l l y  get very involved i n  them as a 

dealmaker. There are not t h a t  many - -  where I come i n t o  

contact w i th  incent ive programs 1 i ke t h a t  are where somebody 

wants t o  buy gas, buy power, what have you, bu t  they want t o  do 

some customizing o f  the t ransact ion so t h a t  i t  s a t i s f i e s  the  

incent ive program o r  doesn't v i o l a t e  some po l i cy .  And I see 

those. We could do some research f o r  you and come up w i th  some 

background on tha t ,  bu t  I ' m  probably not  the  best person t o  t r y  

t o  answer t h a t  question. 

COMMISSIONER PALECKI : We1 1 , general 1 y are we t a l  k i ng  

about types o f  sharing mechanisms where any savings would be 

shared between the  stockholders o f  the  company and the 

ratepayers, something along tha t?  
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MR. FAIRLEY: Yes, some s p l i t  i n  t h a t  regard. Some 

percentage d i v i s ion  o f  the value between the company and the 

ratepayers versus the t r a d i t i o n a l  method o f  moving a l l  the 

value back t o  the ratepayers. 

L e t ' s  see. I ' m  going t o  sk ip  over a few more pages. 

MR. BRINKLEY: I would l i k e  t o  ask a question before 

you sk ip  over. When you mentioned some o f  the complications 

w i th  i l l i q u i d i t y ,  you d i d n ' t  speci fy which commodities o r  what 

time frames you're t a l k i n g  about, and a t  the bottom you say 

hedging w i th  gas i s  more l i q u i d .  I ' m  in terested t o  know how 

many months out could an average t o  large-s ized u t i l i t y  hedge a 

good por t ion  o f  i t s  natural gas needs before they move from 

being a p r i ce  taker t o  a p r i ce  maker? I n  other words, when do 

they move the market? 

MR. FAIRLEY: And your question - -  
MR. BRINKLEY: I am assuming tha t  i f  they are j u s t  

purchasing i n  near term, l i k e  a one month out futures contract ,  

the market, even i f  tha t  they are not going t o  be able t o  move 

they are large. But s i x  months, 12 months 

where they are going t o  move it. 

MR. FAIRLEY: Right. Physical 01 

MR. BRINKLEY : F i  nanci a1 . 

out there 

f i nanci a 

MR. FAIRLEY: Financial .  I don ' t  t h i n k  - -  
no u t i l i t i e s  i n  F lor ida t h a t  could do so much f inanc 

i s  a po in t  

? 

there are 

a1 1 y using 

generic or general techniques t h a t  they would move the market. 
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The natural  gas market i s  so b ig  now w i t h  the  funds involved, 

i t ' s  a m u l t i - b i l l i o n  d o l l a r  market. I suppose given the r i g h t  

set o f  circumstances, s ize,  durat ion o f  term, on ce r ta in  days, 

the day before a hol iday i f  a u t i l i t y  t r i e d  t o  put  on a huge 

pos i t i on  they would move the market. But t h a t  would be a 

foolhardy t h i n g  t o  do. 

MR. BRINKLEY: I have another question whi le  I ' m  

here. Do you have any idea over the  long-term, a t  l eas t  ten 

years out, has there been a premium paid or  earned f o r  those 

tha t  are purchasing energy, f inanc ia l  hedged products? And i f  

so, do you know how much i n  a percentage basis. 

MR. FAIRLEY: I don ' t  qu i te  fo l low the  question. 

MR. BRINKLEY: I ' m  not  sure i f  I worded t h a t  

cor rec t ly ,  bu t  i f  you are looking a t  someone who j u s t  runs 

along ten  years s o l i d  and they are j u s t  buying a t  the spot 

monthly f o r  t h e i r  consumption versus someone who i s  hedging out 

12 months a t  a t ime on a r o l l i n g  monthly basis, what i s  the 

p r i ce  d i f f e r e n t i a l  between the average pr ice? 

MR. FAIRLEY: I cou ldn ' t  g ive you a dol 

but I would say i t  i s  

MR. BRINKLE 

more? 

MR. FAIRLEY 

We are on the  other s 

very s ign i f i can t .  

: Pos i t i ve  o r  negative, wh 

a r  amount, 

ch one costs 

Not hedgi ng , def i n i  t e l  y not hedgi ng . 
de o f  too many transactions where we see 

people hedging a por t ion  o f  t h e i r  pos i t ions and not hedging 
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another, maybe a larger  por t ion.  And we see the balance and i t  

makes a huge dif ference. 

MR. BRINKLEY: Thank you. 

MR. McNULTY: I have a question along those same 

l i n e s .  Considering the market f o r  natural gas i n  the middle o f  

2000, the summer o f  2000, would you say t h a t  there was a 

compel 1 i n g  argument t o  hedge an appreci ab1 e amount o r  

percentage o f  your natural gas p o r t f o l i o  a t  t h a t  t ime knowing 

vhat the supply and demand and the d i f f e r e n t  character is t ics  o f  

the market were? 

MR. FAIRLEY: Are you looking a t  a po in t  i n  t ime 

p r i o r  t o  the run-up i n  pr ices? 

MR. McNULTY: Right. I mean, a t  t h a t  po in t  i t  may 

have even r i sen  a b i t ,  but  there were s t i l l  ce r ta in  market 

conditions t h a t  maybe would have argued t h a t  a higher 

percentage o f  your p o r t f o l i o  f o r  natural gas should have been 

hedged rather than spot market based. 

MR. FAIRLEY: Yes, they should have hedged. Most 

3eople you t a l k  t o  on a day-to-day basis i n  the regulated and 

mregulated side o f  the energy business were aware o f  a l l  the 

gas- f i red generation coming on l i n e ,  were aware o f  the 

increasing d i f f i c u l t y  o f  buying gas i n  ce r ta in  locat ions.  And 

1 w i l l  g ive the spec i f i c  example. A l o t  o f  gas t h a t  i s  used i n  

the State o f  F lor ida comes from Mobile Bay i n t o  F lo r ida  Gas 

rransmi ss i  on. 
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Everybody, every dealmaker f o r  every u t i l i t y  and 

n o n - u t i l i t y  who was buying gas recognized f o r  many months the 

gradual increase i n  d i f f i c u l t y  t o  f i n d  gas and t o  not pay a 

premium f o r  the gas. Mobile Bay, you have got gas going t o  

Florida, you have gas going v i a  two d i f f e r e n t  pipes t o  the 

northeast, and there are a l o t  o f  competing markets f o r  t h a t  

gas. 

And i n  basis, i n  the basis market you could buy gas 

fo r  a long time a t  a p r e t t y  serious discount t o  Henry Hub 

(phonetic) or NYMEX i n  Mobile Bay. Over t ime t h a t  basis 

discount began t o  go away. Gas buyers rea l i zed  there was a 

problem there. You know, why was there a problem? It was 

clear there were too many people t r y i n g  t o  buy too much gas a t  

that  loca t ion  and d r i v i n g  the pr ices up. P re t t y  simple supply 

and demand, so i t  was easy t o  see. 

And i n  the  case o f  companies t h a t  don ' t  hedge, are 

not allowed t o  hedge, o r  simply, you know, bury t h e i r  heads i n  

the sand, they were a t  the mercy o f  t h a t  market. 

MR. McNULTY: And another question I would have i s  

you have ta lked a l i t t l e  b i t  about p icket  fence t h a t  you could 

draw around a u t i l i t y  t o  say, you know, we want you :o engage 

i n  hedging t o  some extent, but we want t o  l i m i t  the exposure. 

I ' m  t r y i n g  t o  th ink  o f  an example o f  how you would l i m i t  t h a t  

exposure. One p o s s i b i l i t y  would be t o  say t h a t  you w i l l  hedge 

no more than X percent o f  your natural gas expenditures, or  
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budget tha t  you have f o r  a pa r t i cu la r  year, and t h a t  when you 

do hedge you w i l l  hedge a t  market index and t h a t  so r t  o f  th ing.  

Do you th ink  t h a t  those a re  acceptable sor ts  o f  ways 

o f  drawing the p icke t  fence, and do you have other ideas f o r  

how t h a t  might be done? 

MR. FAIRLEY: Well, f i r s t ,  a p o l i c y  l i k e  t h i s  needs 

t o  be t a i l o r e d  t o  the ind iv idual  u t i l i t y  and i t s  p o r t f o l i o  from 

i t s  load-serving side, and i t s  generation side, and i t s  

contractual obl igat ions.  The p icke t  fence, and I l i k e  t o  put  

i t  t h a t  way i n  t a l k i n g  about t h i s ,  everybody understands a 

p icket  fence. You can get around it, you can get over it, but  

you shouldn't .  You should s tay  ins ide  the  p icke t  fence. 

The idea there i s  t o  have a p o l i c y  t h a t  the s t a f f  can 

work w i t h i n  and be comfortable t h a t  they have a set  o f  ru les  t o  

operate w i t h i n  t o  carry  out the program. 

much - -  i t ' s  not intended t o  be a set  o f  handcuffs, i t  i s  

intended t o  be more o f  a parachute o r  a safety  net. It i s  not  

intended - -  one o f  the th ings you said was l i m i t  the amount o f  

hedging. 

because hedging a cer ta in  por t ion  o f  a gas p o r t f o l i o ,  there are 

a l o t  o f  ways t o  hedge a gas p o r t f o l i o .  Some hedge techniques 

you might on ly  want t o  use a smal l  amount. Others you may want 

t o  hedge the whole p o r t f o l i o .  

I t ' s  not  there so 

I don ' t  know t h a t  I would put i t  qu i te  t h a t  way, 

And the  reason I say t h a t  i s  some hedge techniques 

might take away the a b i l i t y  t o  gain when the market drops i f  
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you are a buyer. You can hedge yourse l f  out o f  the a b i l i t y  t o  

take advantage o f  lower pr ices w i th  some techniques. Other 

techniques leave t h a t  opportunity there f o r  you. So, you know, 

i f  you th ink  about i t  t h a t  way, do you want t o  l i m i t  a 

technique tha t  allows you t o  take advantage o f  lower pr ices i f  

you are a gas buyer? Well, probably not. Do you want t o  1 i m i t  

the amount o f  hedging i f  a pa r t i cu la r  technique takes away the 

opportunity f o r  lower pr ices? You probably do. But a t  the  end 

o f  the day e i ther  technique i s  going t o  remove the chance t h a t  

pr ices may run up a l o t  and put the u t i l i t y  i n  a pos i t ion  they 

are paying much higher pr ices f o r  f ue l .  

So I guess t o  answer your question spec i f i ca l l y ,  I 

don ' t  know tha t  you would want t o  necessari ly put a r u l e  i n  

place about hedging a cer ta in  por t ion.  Probably a good th ing  

would be t o  look a t  some r i s k  management and t rad ing  po l i c i es  

and get a feel  f o r  how these ru les  are wr i t t en  and what they 

r e a l l y  do. I s  t h a t  - -  
MR. McNULTY: That 's good. Thank you. 

MR. FAIRLEY: Okay. 

COMMISSIONER PALECKI: It i s  my understanding t h a t  i n  

Ca l i fo rn ia  t h a t  when both fuel  and power pr ices were a t  a peak, 

t ha t  several long-term contracts were entered i n t o  by the  

Ca l i fo rn ia  u t i l i t i e s  i n  an attempt t o  hedge against fu r ther  

p r ice  increases. Since tha t  t ime the fue l  cost as wel l  as 

power pr ices have gone down and we have a s i t ua t i on  where they 
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have - -  you could say they have bought high and they are 

s e l l i n g  low. Would you say tha t  was not a prudent transaction? 

It appears tha t  they had good in ten t .  A f te r  the f a c t  

i t ' s  easy t o  be a Monday morning quarterback and say t h a t  was 

imprudent. It turns out i t  was a stupid decis ion because o f  

what has happened over time. But how as Commissioners can we 

judge prudence i n  tha t  s i t ua t i on  when no one can pred ic t  the 

market? 

MR. FAIRLEY: Well, f i r s t ,  I don ' t  want t o  render any 

opinion whatsoever about what they d i d  i n  Ca l i f o rn ia  i n  terms 

o f  buying long-term power i n  the s i t ua t i on  and the  way they 

have been whipsawed w i th  pr ices.  That i s  a very h o t l y  debated 

matter. That act ion was taken outside o f  any po l i cy ,  any 

framework. A t  the time maybe i t  was prudent, maybe i t  was the 

prudent decision. Maybe i t  was a good decision, maybe i t  

wasn ' t . 
I th ink  you can make good arguments both ways. I 

could make good arguments both ways. 

management p o l i c y  i n  place ahead o f  t ime and the u t i l i t i e s  were 

operating under t h a t  po l i cy ,  and they would have been allowed 

to  hedge purchases and sales and perhaps even incent iv ized, 

that s i t u a t i o n  never would have ar isen unless the p o l i c y  were 

violated. 

I f  there had been a r i s k  

And I ' m  not sure i f  I ' m  answering your question 

f u l l y ,  and I ' m  not t r y i n g  t o  avoid your question, but t h a t  i s  
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rJhy you have got t o  have a po l i cy ,  a program i n  place. The 

rules,  the p icket  fence t h a t  are designed by the  u t i l i t y  f o r  

t h e i r  s i t ua t i on  t o  be able t o  use too ls  i n  the marketplace t o  

reduce vol a t i  1 i t y  and ex t rac t  V a l  ue. 

COMMISSIONER PALECKI: Could you say t h a t  those 

long-term contracts were an attempt a t  speculation, t h a t  they 

Aeren't  t r u l y  a hedging mechanism a t  a l l ?  

MR. FAIRLEY: I w i l l  answer i t  both ways. It was a 

hedge i n  the  fac t  tha t  they needed t o  buy power. And there 

were c r e d i t  issues, i t  was becoming increasingly d i f f i c u l t  f o r  

people i n  Ca l i fo rn ia  t o  buy power because o f  the  c r e d i t  issues, 

the p r i ce  debate, p r ice  caps, a l l  those sor ts  o f  th ings were 

problematic. 

So, i n  order t o  simply buy s u f f i c i e n t  physical power 

t o  cover t h e i r  requirements as load serving e n t i t i e s ,  you could 

probably make an argument t h a t  i t  was a hedge from the  

standpoint t h a t  they were i n  the  middle o f  a d isaster  and 

everything had gone wrong. Was i t  a hedge? It was not .  It 

was probably the only th ing  they could do. You know, i t  d i d n ' t  

hedge any pr ices,  necessarily. That 's r e a l l y  - -  i t ' s  tough. 

I ' m  sure i f  I had one o f  our lawyers standing here he 

would t e l l  me not t o  answer any o f  these questions about 

C a l  i fo rn i  a, because people are so energized i n  C a l  i fo rn i  a over 

a l l  o f  t h i s .  But, you know, i n  looking ahead and not wanting a 

s i t ua t i on  l i k e  tha t  t o  develop i n  F lor ida - -  and I don ' t  th ink  
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we are anywhere near t h a t  Florida, but  anything could happen - - 
we d o n ' t  have a l l  the things i n  Florida t h a t  the ut i l i t ies  had 

i n  California t o  deal with. B u t  a l o t  of the things t h a t  
happened i n  California t h a t  caused gas prices t o  run up and 

power prices t o  run up, the actions t h a t  were taken were 
specul a t i  ve. 

For example, not f i l l i n g  storage, gas storage prior 
t o  the winter. I mean, many people i n  the gas business, gas 
side of the business were amazed t h a t  storage levels were so 
low i n  the west. And, you know, back i n  my u t i l i t y  days, there 
is  no way t h a t  we would ever go in to  a winter w i t h o u t  f i l l i n g  

storage. 
As a young staffer, i f  I had ever brought up i n  a 

meeting, gol ly ,  prices are high, maybe we shouldn ' t  f i l l  

storage, I would have been thrown out  of the room. The storage 
is  there t o  provide reliability, not t o  consider prices a t  a l l .  

They d i d n ' t  f i l l  storage. And this i s  widely publicized, but  

t h a t  was speculative. Three or four mild winters i n  a row and 

company after company had the bright idea t h a t ,  you know, we 
probably d o n ' t  need t o  spend a l l  this money and buy a l l  this 
expensive gas because we are not using i t .  We are having 

trouble getting the gas out  of storage a t  the end of the winter 
season. So l e t ' s  d o n ' t  p u t  as much gas i n  storage. Well, t h a t  
was a bad decision. T h a t  was a really bad decision. I t ' s  like 
only buying homeowners insurance for ha l f  the value of your 
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iome. And probably h a l f  the people i n  t h i s  room cut corners on 

;hat, and everybody considers i t  a t  some time. But i f  you - -  
md maybe i n  a smal l  percentage i t ' s  okay. But, you know, i f  

!ou l i v e  i n  a $150,000 house and you only insure f o r  $75,000 

ialue, we l l ,  have you done a good job there? Wa i t  u n t i l  there 

i s  a d isaster and you w i l l  have your answer. And, o f  course, 

fo rn ia ,  and tha t  not 

the run up i n  gas pr ices 

decision. It was not a 

lad a colder than normal winter i n  Cal  

f i l l i n g  storage contr ibuted grea t ly  t o  

in  Ca l i fo rn ia .  That was a speculat ive 

ledge. 

COMMISSIONER PALECKI : Thank you. 

MR. FAIRLEY: Someone mentioned the b u l l e t  here about 

iedging w i t h  gas, which i s  more - -  much more l i q u i d  than power. 

[here are some things t h a t  you can do i n  ce r ta in  types o f  

:ransactions tha t  you can get beyond i l l i q u i d i t y  i n  power and 

nove your r i s k  over t o  gas so t h a t  you are ac tua l l y  hedging 

v i th  gas, and I mentioned tha t .  As a consideration, i f  you are 

:hinking about power and the i l l i q u i d i t y  o f  power, there are 

Jays around it. 

L e t ' s  go over t o  the sect ion what the PSC can do. 

[ t ' s  p r e t t y  c lear from a l l  the th ings t h a t  I have been saying 

:hat we need more l i q u i d i t y  i n  the F lo r ida  market i n  power, i n  

gas, i n  everything. And the bigger players i n  the market are 

:he u t i l i t i e s .  And i f  the u t i l i t i e s  had the blessing o f  the 

:ommi ss i  on t o  enter i nto r i  sk management programs, more broad, 
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more act ive r i s k  management programs, more transact ions would 

take place, hence more l i q u i d i t y .  I n  the development o f  the 

RTOs, we a l l  need t o  t r y  t o  make sure t h a t  we don ' t  

accidental ly o r  i n t e n t i o n a l l y  create impediments t o  1 i q u i d i t y  

i n  the market. And, again, you are going t o  hear i t  over and 

over, a t  least  from Enron, not t o  impede forward markets w i th  

RTO structures. That i s  very important. 

CHAIRMAN JACOBS: What would be the aspects o f  an RTO 

tha t  would impede forward market? 

MR. FAIRLEY: I n  the market - -  I ' m  probably not the 

best person t o  answer t h a t  because I ' m  not  an RTO expert,  but  

i n  the market design and they way p r i c i n g  i s  handled, l e t  me 

give an example, probably the best th ing.  

something happening i n  the market and as a marketer I want t o  

s e l l  i n t o  tha t  market, maybe I ' m  going t o  t u r n  on a generator, 

i t ' s  going t o  cost so much money, i t ' s  going t o  cost some more 

money t o  buy transmission t o  get over i n t o  PJM. And so I know 

what my landed cost i s ,  and I bel ieve t h a t  market due t o  the 

hot weather i s  going t o  be very high and I stand t o  make a good 

p r o f i t .  Well, t ha t  sounds r e a l l y  nice, but i n  PJM you don ' t  

know the pr ice  t h a t  you have sold your power a t  u n t i l  the next 

hour. 

I n  PJM, i f  I see 

CHAIRMAN JACOBS: That 's because o f  the cap, r i g h t ?  

MR. FAIRLEY: Well, t h a t ' s  j u s t  t iming and the way 

they pr ice  tha t  market. And there are s i tua t ions  where you 
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w i l l  put together your s a l e  and you w i l l  schedule your power i n  

and you w i  11 bel ieve you are going t o  make some good money on 

you, you tha t  trade. Next hour when the pr ices are revealed t o  

have l o s t  money. 

And t h a t  i s  a - -  t ha t  market can be qu i te  vo 

and pr ices can go from the hundreds down t o  below $100 

a t i l e  

very 

quickly. I n  an hour occasionally. And I have seen our own 

real t ime desk get hu r t  on some o f  those transactions. That i s  

a structure t h a t  i s  not  necessari ly needed f o r  t h a t  market t o  

function. 

cer ta in ty  what h i s  p r ice ,  h i s  sales p r i c e  was going t o  be. 

It would be be t te r  i f  a s e l l e r  knew w i t h  more 

CHAIRMAN JACOBS: Thank you. 

MR. JENKINS: I s n ' t  t h a t  problem w i t h  PJM because 

they used f inanc ia l  transmission r i g h t s  as opposed t o  physical 

transmission r i g h t s .  

MR. FAIRLEY: I can ' t  r e a l l y  answer t h a t  question. I 

deal p r imar i l y  i n  the  southeast. And so the  PJM example i s  one 

that came t o  mind. And I used t h a t  because there was a l o t  o f  

cliscussion about i t  on our t rad ing  f l o o r  yesterday when the  

Drices ran up and came back down suddenly l a t e r  i n  the day, and 

the discussion about how much r i s k  there was performing those 

i o u r l y  transactions. 

Those are pure ly  speculative because we never knew 

fo r  sure what we were going t o  be s e l l i n g  our power fo r .  And 

3s f o r  your question, I don ' t  know exac t ly  why they developed 
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t h a t  component o f  the market the way they d id .  I wish I knew. 

MR. JENKINS: On a re la ted  question, do you know o f  

any other commodity other than e l e c t r i c i t y  where they use 

c lear ing pr ices where everybody gets the c lear ing p r i c e  no 

matter what they do? 

MR. FAIRLEY: Yes. I f  I had some time t o  t h i n k  about 

it, I could probably come up w i t h  a l o t  o f  examples. But, f o r  

example, on the NYMEX, NYMEX natural  gas, there are s i tua t ions  

where - - we l l ,  t ha t  i s  not the  precise example t h a t  you are 

t a l  k ing about. 

MR. JENKINS: See, I th ink  t h a t  i s  the problem w i t h  

Cal i f o r n i  a. 

MR. FAIRLEY: Now, t h a t  i s  - -  you have asked another 

question I c a n ' t  give you a ready answer f o r .  That i s  p r e t t y  

unusual, though, where you b i d  i n ,  as they c a l l  it, and you 

don ' t  r e a l l y  know what your p r i c e  i s .  The reason I said NYMEX 

natural gas, there are - - you can buy and s e l l  NYMEX fu tures a t  

times a t  the  market, and you take whatever p r i ce  i s  there. But 

i t  i s  not prec ise ly  what you were asking about, b idding i n  a t  a 

ce r ta in  p r ice .  And you're going t o  get whatever p r i ce  the  

market provides. I can ' t  t h i n k  o f  another example o f  t h a t .  

MR. JENKINS: See, I have seen natural gas auctions 

l i v e  r ght i n  t h i s  bu i l d ing  where you not on ly  see the c lear ing  

pr ice ,  you know who the bidder i s ,  and i t  changes every two 

seconds. And I have never seen t h a t  i n  the e l e c t r i c  market 
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anywhere. And I th ink  t h a t  i s  the r e a l  problem w i t h  t h i s  

e l e c t r i c  type o f  deregulation t h a t  they are t r y i n g  t o  form. 

And no one seems t o  be aware o f  it, as best I can t e l l .  

MR. FAIRLEY: Well, we are aware o f  it. And l i k e  I 

mentioned, j u s t  l i k e  yesterday i n  PJM, when I heard the  pr ices 

ge t t i ng  p r e t t y  w i l d  i n  PJM, I went over and nosed around w i th  

the t raders,  because I s i t  very near them, and I was curious t o  

hear what was going on. 

It i s  a r i s k y  proposi t ion.  I t h i n k  i t ' s  probably 

pa r t  o f  the reason t h a t  some companies l o s t  a l o t  money i n  PJM 

the l a s t  couple o f  days, because they thought they had i t  

f igured out. They d i d n ' t  qu i te  have enough - -  maybe t h a t  next 

piece o f  information they d i d n ' t  have and they b i d  i n  a t  a 

p r i ce  and they l o s t .  

MR. JENKINS: Okay. Thank you. 

CHAIRMAN JACOBS: You ind icate - -  I ' m  sorry.  

MR. FAIRLEY: No, go ahead. 

CHAIRMAN JACOBS: You have a po in t  about loca t ion  o f  

I have heard on several occasions t h a t  loca t ion  o f  

p r i c i n g  can have a detrimental e f f e c t  p a r t i c u l a r l y  t o  

independ-nt producers. How do you view tha t?  

MR. FAIRLEY: Well, t h a t ' s  t rue,  bu t  t h a t  i s  not - - 
t ha t  i s  not  the f a u l t  o f  the  p r i c i n g  technique. 

generator i s  i n  a loca t ion  where l oca t i ona l l y  the  value f o r  the 

power i s  low, t h a t  i s  the r i s k  o f  doing business. He e i the r  

I f  the  

p r i  c i  ng . 
marginal 
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chose the wrong loca t ion  or  he chose the r i g h t  loca t ion  a t  the 

time, but  over a period o f  time the market l oca t i ona l l y  moved 

against him. 

COMMISSIONER DEASON: Excuse me j u s t  a second. You 

have made reference several times t o  what has recent ly  happened 

i n  PJM and the fac t  t ha t  spot - -  there have been spikes as high 

as $1,000, and you make reference t o  people t h a t  have l o s t  

money. Who has l o s t  money i n  tha t  market? 

MR. FAIRLEY: For sure some t rad ing  companies. 

COMMISSIONER DEASON : Trading companies . I mean, i f 

you are a generator, I don ' t  see how anybody i s  going t o  lose 

noney i f  pr ices are - - I mean, you're t a l  k ing  about people t h a t  

th ink t h a t  t ha t  p r ice  i s  going t o  continue and they go ahead 

and make a t ransact ion and then i t  spikes back down, or  explain 

to  me how the dynamics work when pr ices are t h a t  high? 

MR. FAIRLEY: I f  I thought I could s e l l  $500 power, 

and I bought $300 power, scheduled i t  i n ,  and i t  turned out my 

3r ice was 200, instead o f  making a $200 p r o f i t  - -  
COMMISSIONER DEASON: You're t a l  k ing  about people 

that are - -  not actual generators, people t h a t  look a t  t ha t  

i i g h  pr ice ,  see an opportuni ty t o  make money, and they ac tua l l y  

:ontract t o  buy power a t  a cer ta in  amount and th ink  they are 

io ing  t o  s e l l  i t  an hour l a t e r  a t  a higher amount and ac tua l l y  

the pr ice  i s  lower? 

MR. FAIRLEY: Right. That i s  k ind  o f  the gross 
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example where large do l l a rs  a generator can lose when they 

th ink  they can s e l l  power a t  a p r i ce  and they go buy fue l ,  run 

t h e i r  generation, move t h a t  generation through transmission 

over t o  PJM, and the power p r i c e  turns out t o  not be high 

enough a f t e r  the f a c t  t o  support t h e i r  costs. Now, t h a t  i s  

where a generator could lose. 

As f a r  as u t i l i t i e s  ins ide  o f  PJM, I would not say 

one way o r  the other what they have done because I j u s t  d o n ' t  

have t h a t  information how they d i d  or  d i d  not do over the l a s t  

few days. That 's a way a generator o r  a t rad ing  company o r  f o r  

t ha t  matter a u t i 1  i t y  - - 
COMMISSIONER DEASON: But f o r  a generator t o  lose 

money they are going t o  have t o  be paying a l o t  f o r  fue l  and a 

l o t  f o r  transmission t o  get i t  there. Even i f  i t ' s  900 and i t  

f a l l s  t o  450, i n  h a l f  - -  
MR. FAIRLEY: Oh, yeah. He i s  not  going t o  lose i n  

t h a t  scenario. The generator wouldn't lose i n  t h a t  scenario. 

CHAIRMAN JACOBS: But 

po in t ,  though, because I ' m  sure 

midwest t h a t  was a major r i s k .  

consequence o f  the market vol a t  

t h a t  br ings up an i n te res t i ng  

you are aware i n  1998 i n  the  

Well, ac tua l l y  a major 

l i t y ,  was t h a t  some o f  those 

marketers defaulted. A t  l e a s t  one, one major one defaulted. 

I f  we were t o  be looking a t  a load serving e n t i t y  

t h a t  i s  buying from such a marketer, how do they insu la te  

themselves from tha t?  I assume they w i l l  do due d i l igence t o  
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enter transactions w i th  these marketers. 

MS. FAIRLEY : Credi t  pol i cies , c r e d i t  reviews , 

f inanc ia l  reviews o f  counterparties. And, very frankly, t o  my 

knowledge the u t i l i t i e s  i n  F lor ida do a very good job  i n  t h i s  

regard. 

the eastern interconnect t h a t  are not as jud ic ious as the 

u t i l i t i e s  i n  F lo r ida  are i n  terms o f  c r e d i t  reviews and t h a t  

so r t  o f  th ing.  

I know o f  u t i l i t i e s  i n  other par ts  o f  the  south and 

But the defaul ts  t h a t  happened i n  the  midwest, 

cardinal ru les o f  the c r e d i t  process were v io la ted.  And i n  

most - - nobody who entered i n t o  those p a r t i c u l a r  transactions 

t h a t  you are ta lk ing  about should have ever entered those 

transactions. Because the s ize and the exposure, the  po ten t ia l  

exposure t o  loss  under those transactions was too  great f o r  the 

counterparty they were deal ing  wi th .  

CHAIRMAN JACOBS: Thank you. 

MR. FAIRLEY: I ' m  not  going t o  go through a l l  o f  t h i s  

presentation. The l a s t  several s l ides  have t o  do w i t h  ce r ta in  

techniques. Swaps, caps, co l l a rs ,  and I did  no t  in tend t o  go 

through those, they are p r e t t y  lengthy. The way t h a t  I wanted 

t o  summarize, and i t  i s  the l a s t  page before you get  i n t o  the  

section ca l led  swap, c a l l s ,  and co l l a rs ,  i s  what can the  PSC 

do. 

The PSC can encourage u t i l i t i e s  t o  hedge, and based 

on your question, Commissioner, ask the u t i l i t i e s  t o  develop 
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business and br ing  

ook out f o r  anything 

that i s  happening on your watch t h a t  a f fec ts  l i q u i d i t y  i n  the 

narket, and anything tha t  can be done t o  increase l i q u i d i t y  i s  

jood. And then locat ional  p r i c i n g  i s  a f i n e r  po in t  o f  

l i q u i d i t y  and forward markets, but  encourage those two. And 

that r e a l l y  br ings me t o  the end o f  what I had t o  say. 

Again, I wanted t o  cover a few o f  these fundamental 

areas o f  consideration when you are th ink ing  about looking a t  a 

r i s k  management program. And, again, I wanted t o  use power as 

the example because power i s  somewhat immature as a market. 

You know, w i th  the examples o f  no basis market and indexes not 

as pure as you would l i k e  and as pure as you can f i n d  i n  

commodi t i es . 
And t h a t  so r t  o f  br ings me t o  the end. I f  anyone has 

ons about the pages i n  the back, swaps, c a l l s ,  co l l a rs ,  

sorts o f  things, I w i l l  be glad t o  spend time t a l k i n g  

those. But my in ten t i on  was not t o  have a hedging 

technique session here, more t o  cover the broader questions. 

COMMISSIONER DEASON: Let me ask you t h i s  question. 

Given the l i m i t a t i o n s  o f  the e l e c t r i c  power market i n  F lor ida,  

one o f  the primary ones being t h a t  i t  i s  fa i r l y  i l l i q u i d ,  I 

th ink  you characterized i t  tha t  way. 

MR. FAIRLEY: Right. 

COMMISSIONER DEASON: Do you th ink  tha t  we should 
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concentrate on t r y i n g  t o  put together some type o f  a hedging 

program/incentive p r imar i l y  on the fuel  side f o r  our load 

serving e n t i t i e s  cur ren t ly  as opposed t o  t r y i n g  t o  go the 

fur ther  step o f  inc lud ing power generation, o r  do you have any 

thoughts on that? 

MR. FAIRLEY: I would pursue both. But on the fuel  

side, the market i s  so much more l i q u i d  tha t  there are many 

more products a v a i  1 ab1 e. And appl y i  ng hedgi ng techniques w i  1 1 

be easier, w i l l  be more e f fec t i ve ,  and w i l l  be less c o s t l y  t o  

imp1 ement . 
COMMISSIONER DEASON: But the experience gained i n  

the fuel  side could then be transferred over t o  the energy side 

once a more diverse, more l i q u i d  market develops. Does t h a t  

make sense? 

MR. FAIRLEY: It does. But, again, I would - -  you 

know, my honest answer i s  I would do both. You c a n ' t  do a l o t  

due t o  the i l l i q u i d i t y .  But everything tha t  happens t o  al low 

the market t o  become more developed, t o  become more l i q u i d ,  and 

i f  g iv ing  the blessing t o  use more r i s k  management techniques 

3n the power side helps l i q u i d i t y  there, t ha t  i s  a se l f - se rv ing  

thing. 

But I t h ink  your analysis o f  using fue l s  as a f i r s t  

step before ge t t ing  t o  power, t h a t ' s  not a bad approach. 

ny point  o f  view, anything t h a t  can be done t o  increase 

l i q u i d i t y  i n  any market I know i s  going t o  be b e t t e r  f o r  t h a t  

From 
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narket. I t ' s  going t o  al low more transactions t o  take place, 

l e t t e r  transactions, easier transactions, and t h a t  i s  a good 

thing f o r  everybody. So I would always - -  and I t h i n k  Enron 

voul d a1 ways advocate any approach t h a t  i ncreases 1 i qui d i  t y  

quicker and fas te r .  

COMMISSIONER DEASON: Okay. And l e t  me ask another 

question. What would you say t o  the  statement t h a t  i n  F lo r ida  

i u r  u t i l i t i e s  are already required t o  obtain the  l eas t - cos t  

generation, whether self-generate or  buying on the  market. And 

given t h a t  t h a t  i s  a current requirement and t h a t  our u t i l i t i e s  

seem t o  be doing a good job i n  doing tha t ,  what added benef i ts  

Zould be derived from what you are proposing? O r  the statement 

that there a ren ' t  t ha t  many more benef i ts  t h a t  could be 

jerived, how would you respond t o  tha t?  

MR. FAIRLEY: It always comes back t o  t h i s  question, 

A i l i t i e s  i n  F lo r ida  and most places have the  mandate you 

jescribed, leas t -cos t ,  the leas t -cos t  approach. And I th ink  

the u t i l i t i e s  i n  F lo r ida  do a good job  w i t h  t h a t .  But a t  the 

i o i n t  o f  making t h a t  decision, on every t ransact ion there i s  a 

i o ten t i a l  t o  be questioned on prudency. And so i f  the l eas t  

Zost approach i s  t o  beat index, beat the market a t  the t ime the 

transaction i s  done, and you simply do t h a t ,  you have done what 

you - -  the u t i l i t y  i s  doing what they have been asked t o  do. 

4nd w i t h i n  t h a t  framework, they are doing a good job. 

COMMISSIONER DEASON: But you are saying there i s  
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another level  we can take it? 

MR. FAIRLEY: There i s  another l eve l .  There i s  more 

blood t o  squeeze out o f  the tu rn ip .  

easy, but i f  the u t i l i t y  instead o f  buying power hourly f o r  

tomorrow t o  f i l l  a por t ion  o f  t h e i r  load, i f  they went ahead 

and bought the whole day, and they thought tha t  i s  r i g h t  

decision and i t  turned out t h a t  they should have bought hourly, 

especial ly i f  they have been doing i t  the other way f o r  

sometime anyway, somebody i s  going t o  ask the question, why d i d  

you do tha t .  And tha t  i s  j u s t  hourly and d a i l y .  Those are 

ninimal do l lars .  

I t ' s  hard work, i t ' s  not 

And i f  you go beyond t o  a larger  s ize or  longer 

durations, you know, you would put a u t i l i t y  i n  - -  i f  you ever 

dent t o  a u t i l i t y  and asked the question why d i d  you not buy 

Dower, why d i d  you not buy 500 megawatts f o r  a year, when 

looking back you could have done tha t  cheaper than what you d i d  

30, beating index, we l l ,  t h a t  i s  un fa i r .  And t h a t  would never 

dork. That would have been a speculative pos i t ion  t o  take. 

And i f  the market had gone the other way and t h a t  

luge quant i ty  o f  power over t h a t  long duration turned out t o  be 

3 bad deal, probably i t  would be a l o t  o f  g r i e f  over the  

3ecision t o  do tha t .  And t h a t  i s  why simply viewing the  

3pproach o f  taking a l eas t - cos t  strategy t o  generating and 

iuying fuels and power, hence beating the market or  beating 

index, t ha t  i s  a good technique only t o  a degree, but there i s  
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much more you can do beyond that. 
And, aga in ,  i f  you are proficiently applying risk 

management techniques, you are also going t o  be able t o  extract 
value from assets t h a t  are embedded and trapped now. For 
example, I used the fuel switchability i n  power plants. I mean 
t h a t  switchability can be sold and a t  certain times can be 
quite valuable. So you have the reliability of the fuel 
switchable p l a n t  plus  the value of t h a t  spread option t o  be 
der i ved . 

COMMISSIONER DEASON: I f  we engage i n  some type of 

incentive plan which rewards superior performance, how do we go 

about judging whether the performance has indeed been superior 
or whether t h a t  same level would have been accomplished under 
just the traditional mechanism of management which i s  currently 
being employed by our ut i l i t ies?  

MR. FAIRLEY: Well, I t h i n k  i f  the incentive is  based 
on some percentage o f  value derived, then t h a t  i s  a very fair  
approach. B u t  I t h i n k  looking deeper i n t o  your question, you 

know, d i d  the u t i l i t y  do as much as they could do, t h a t  i s  
armchair quarterbacking. And I d o n ' t  know, you know, i f  you 

are - - a simpler way of looking a t  i t ,  i f  you have a gas trader 
sitting there and the gas trader has done a number of trades 
and made money on a particular arbitrage i n  the market during 
the morning, i f  you go t o  t h a t  trader and say, well, why d i d n ' t  

you do twice as much? Well, maybe the trader d id  a l l  they 
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:auld. Maybe they d id  as many trades as they could possibly 

io. Maybe they exhausted counterparties w i th  which they could 

jo the trade. But t r y i n g  t o  armchair quarterback leve l  o f  

ierformance i s  j u s t  about impossible. 

COMMISSIONER DEASON: But you have got t o  have a 

iasel ine.  You know, i f  there i s  going t o  be - - you have 

nentioned sharing. I f  there are savings achieved, and you 

nentioned 60/40 or  whatever the s p l i t  i s ,  you have got t o  

letermine what the baseline i s ,  what the savings were and then 

low you are going t o  s p l i t  t ha t .  I s  t h a t  read i l y  apparent? 

MR. FAIRLEY: Oh, yes. I f  you are going t o  have an 

incentive program, you are going t o  have t o  have - -  
COMMISSIONER DEASON: You have t o  def ine what the  

iase l ine i s .  

MR. FAIRLEY: Right. Not j u s t  one, mu l t ip le  

baselines f o r  d i f f e r e n t  areas o f  the  business i n  order t o  

determine what value was derived. 

COMMISSIONER DEASON: Should the  mechani sm a1 so, t o  

the extent t h a t  the baseline i s  exceeded i n  the  sense there  are 

savings and there are - -  t ha t  s p l i t ,  should there also be when 

the baseline i s  not achieved and there i s  actual losses, would 

tha t  s p l i t  s t i l l  be 60 percent t o  the  stockholder, 40 percent, 

o r  v ice versa, whatever, 40 percent t o  the  stockholder, 60 

percent t o  the  ratepayer? 

MR. FAIRLEY: I th ink  t h a t  depends on how - -  t h a t  
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would s t r i c t l y  depend on how the p o l i c y  were developed. And 

when I say - - when I ' m  t a l  k ing about a basel ine, I ' m  not  

necessarily t a l k i n g  about a power p r i c e  tha t  the u t i l i t y  would 

be, you know, X do l l a rs  per megawatt hour f o r  power f o r  the  

year. That i s  a d i f f e r e n t  so r t  o f  a baseline. 

COMMISSIONER DEASON: You ' r e  t a l  k ing about a basel i ne 

t h a t  can be derived from market ind icators ,  what i s  happening 

i n  the market general ly? 

MR. FAIRLEY: Right. Improvements on the  market. 

COMMISSIONER DEASON: Thank you. 

MR. FAIRLEY: I s  t h a t  it? 

COMMISSIONER PALECKI: I have one more question. 

What can the Commission do t o  encourage locat ional  p r i c ing?  

MR. FAIRLEY: As issues come before the Commission 

and d i f f e r e n t  forms o f  p r i c ing ,  inc lud ing locat ional  p r i c i n g  

are looked a t  by the Commission, a t  t h a t  po in t  I t h i n k  the  

Commission could support anything t h a t  provides freedom f o r  

p r i c i n g  i n  the market t o  operate. And the Commission would 

strongly question anyone who i s  advocating something t h a t  

impedes any p r i c i n g  mechanism, an open p r i c i n g  mechanism. 

COMMISSIONER PALECKI: So would going t o  a market 

structure n a t u r a l l y  promote locat ional  p r ic ing? 

MR. FAIRLEY: Oh, yes, I t h i n k  so. And genera l ly  

speaking, an open market s t ructure,  something t h a t  i s  very 

open. But, again, as issues come before, questions come before 
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the Commission, t h a t  i s  where the Commission can sway one way 

or the other. And arguments can be made t h a t  are logical 
arguments t o  support impediments t o  the market, impediments t o  
forward markets, impediments t o  certain types of pricing 
mechanism, locational pricing i s  one. 

And locational pricing, t h a t  can mean a number of 

different things also, and I'm just saying generally how most 
people would t h i n k  of locational pricing. B u t  I can't - -  I 

can't t h i n k  of a better way t o  say i t  t h a n  I t h i n k  the 
Commission should just always try t o  advocate more open pricing 
forward markets any time an issue comes before the Commission. 
And strongly question anyone who is  advocating something t o  the 
contrary, some impediment t o  the market. 

COMMISSIONER PALECKI : So i n  a regul ated environment 
requiring our ut i l i t ies  t o  engage i n  integrated resource 
planning which takes i n t o  consideration transmission costs 
would also be encouraging locational pricing, would i t  not? 

MR. FAIRLEY: Yes, I t h i n k  so. 
COMMISSIONER PALECKI: As long as every factor 

involved i n  getting the electron t o  the customer i s  considered 
i n  the integrated 1 east - cost pl anni ng? 

MR. FAIRLEY: Right .  T h a t ' s  a good point .  I agree 
w i t h  t h a t .  

COMMISSIONER PALECKI : Thank you. 

MR. BRINKLEY: I have one other question. This i s  
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ge t t ing  back t o  when we were t a l k i n g  about incent ive plans and 

you said tha t ,  you know, you would s p l i t  the value t h a t  i s  

created 60/40, and we examined looking a t  gains and losses on 

the hedge and s p l i t t i n g  tha t .  But i t  seems t o  me there i s  - -  
that  t ha t  i s  problematic, because the producer o f  a f ue l ,  he i s  

also hedging. And according t o  you e a r l i e r  you sa id t h a t  i n  

the long run the purchaser o f  the fue l  i s  ge t t ing  a lower p r i ce  

than index, which would say t h a t  the producer i s  ge t t i ng  less 

than index because i t ' s  a zero sum gain. 

But t o  him he has value i n  hedging and he i s  doing i t  

on h i s  own and nobody i s  t w i s t i n g  h i s  arm, and y e t  he i s  los ing  

money on the f inanc ia l  contract  t h a t  hedges h i s  needs t o  s e l l  

h i s  fue l .  Year- in and year-out he i s  los ing  some small sum and 

yet he i s  s t i l l  creat ing value f o r  himself.  What i s  t h a t  value 

and how do we measure tha t?  

MR. FAIRLEY: Well, f i r s t ,  I would say i n  the  example 

you are g iv ing  i f  there are only  two par t ies  involved i n  the  

transaction, a fuel  buyer and a fuel  se l l e r  and there are no 

other par t ies  involved whatsoever, and the trade i s  made and 

u l t imate ly  i t  i s  discovered t h a t  the  pr ice  i s  below index, the 

buyer has done a good job, the  s e l l e r  would probably be viewed 

as not doing as good a job  as perhaps he could have done 

because he sold below index. 

But i f  the buyer and the s e l l e r  transacted f o r  t h e i r  

f ue l ,  but  they are employing techniques, perhaps f inanc ia l  
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techniques completely outside - - hedging techniques completely 

outside o f  the spec i f i c  d i r e c t  fuel  transaction, they could 

both derive tremendous value whi le t h e i r  underlying t ransact ion 

could go e i the r  way, e i t he r  one could be above o r  below index. 

For example, a fue l  s e l l e r  might buy a f l o o r  f o r  h i s  

p r ice ,  a f inanc ia l  product t h a t  provides a f l o o r  so t h a t  any 

time the index p r i ce  goes below - -  any time the  pr ice ,  any time 

the index p r i ce  goes below the s t r i k e  p r i c e  o f  h i s  f l o o r  he i s  

going t o  be compensated. So net a t  the end o f  the  day maybe 

the s e l l e r  s e l l s  h i s  gas f o r  10 or  15 cents under index, but  he 

i s  going t o  be compensated v i a  h i s  f l o o r  p r i ce .  So he i s  s t i l l  

s e l l  i n g  a t  index o r  maybe even above index depending on what 

the payout on h i s  f l o o r  p r i c e  was. Am I answering your 

question? 

MR. BRINKLEY: Well, i t  seems t o  me t h a t  when you say 

t h a t  there i s  value created, i t  i s  not s t r  c t l y  i n  the 

di f ference between the  index p r i ce  and the p r i c e  t h a t  you pay 

having hedged. And I don ' t  know how t o  measure it. You know, 

j u s t  t a l k i n g  o f f  the top  o f  my head, one way you would know the 

value o f  wealth created i n  something i s  i f  you could f i n d  a 

market and s e l l  t h a t  t o  people. 

We are i n  a regulated market and I d o n ' t  know how we 

do tha t .  But i n  an unregulated market your customer f i nds  

value i n  knowing what he i s  going t o  have t o  pay ahead o f  t ime 

and they may shop and go t o  you and you can - - i t ' s  s o r t  o f  a 
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backwards way o f  doing i t , but you have an ind ica t ion  as i s  

s t a b i l i z i n g  the p r i ce  o f  something worth something t o  your 

customer i f  they can shop around. 

I ' m  not sure how we measure the value t h a t  i s  created 

because we don ' t  have a way o f  asking our customer, the 

u l t imate ratepayer customer, i s  i t  worth i t  t o  you t o  know, you 

know, knowing what your fue l  - - I mean, your e l e c t r i c i t y  p r i c e  

i s  going t o  be next year or  the year a f t e r  t ha t .  

The only  way we can do i t  i s  j u s t  t o  look a t  the 

p r i c e  paid f o r  fuel  versus the index, and t h a t  i s  not qu i te  the  

whole p ic tu re ,  but  I don ' t  know how t o  f i n d  the other p a r t  o f  

the p ic tu re .  

MR. FAIRLEY: I see what you ' re  ge t t i ng  a t .  I 

t h ink  - -  I guess i t  - -  I don ' t  t h ink  t h a t  you can very eas i l y ,  

and maybe i t ' s  not possible a t  a l l  t o  go a l l  the way t o  the 

ratepayer leve l  t o  determine the value. You have t o  go - -  I 
th ink  you have t o  go back t o  the wholesale s ide o f  the 

business, the purchasing o f  f ue l ,  the fue ls  department, what 

they do, buying and s e l l i n g  fue ls  a t  d i f f e r e n t  times, and I 

th ink  you have t o  apply your measures there. 

And you j u s t  have t o  l i v e  w i t h  the  assumption t h a t  i f  

fuel  cost through savings, o r  monetizing assets, or  what have 

you can be reduced f i v e  percent i n  a year, t h a t  t h a t  f i v e  

percent i s  going t o  accrue t o  the ratepayer unless there i s  

some s p l i t  t o  the shareholder. And you j u s t  assume the 
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ratepayer i s  going t o  gain by t h a t  f i v e  percent and l e t  i t  go 

a t  t ha t .  

not been done, but I have never heard o f  anybody t r y i n g  t o  go 

a l l  the way t o  the ratepayer leve l  t o  determine - -  I know 

ins ide  o f  a u t i l i t y ,  on the other hand, there are decisions 

t h a t  are made where a u t i l  i t y  - - and when I worked a t  a u t i l  i t y  

I d i d  t h i s ,  where the  company would look a t  the  impact o f  

cer ta in  decisions and determine what would be the  bene f i t  t o  

the ratepayer t o  execute some pa r t i cu la r  act ion. 

I never heard anybody r e a l l y  - - I won't say i t  has 

And I know when I worked i n  ra tes and was doing some 

marketing work, there are times when ce r ta in  fue l  purchases 

were looked a t  and we calculated the value t o  each ind iv idua l  

ratepayer, and when we went before our Commission t o  propose 

cer ta in  actions, t h a t  was one o f  the th ings t h a t  we showed was 

i f  we do t h i s .  O f  course, I ' m  ta lk ing about s p e c i f i c  la rge  

transactions, we would show the bene f i t  t o  the ratepayer. We 

would do the analysis and demonstrate, but  t h a t  was a l l  ahead 

o f  time, not necessari ly t r y i n g  t o  determine incent ives a f t e r  

the fac t  o r  anything l i k e  tha t .  

COMMISSIONER DEASON: Thank you. S t a f f ,  any f i n a l  - -  
MR. KEATING: I f  there a r e n ' t  any other questions, we 

thank you very much, Mr. Fa i r ley ,  f o r  spending your t ime here 

t h i  s afternoon. 

MR. FAIRLEY: I hope i t  has been he lp fu l .  

COMMISSIONER DEASON: It has. We appreciate you 
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sing here. 

MR. KEATING: I guess we have - -  I don ' t  see anybody 

mping  up t o  the mike. I was going t o  give one f i n a l  l a s t  

a l l  f o r  anybody who wants t o  make a presentation. But I asked 

a r l i e r  and d i d n ' t  see anybody, and I see the same people i n  

he room. So w i t h  tha t  I th ink  we can adjourn the s t a f f  

orkshop, and t h a t  w i l l  be it. 

(The workshop concluded a t  3:44 p.m.) 
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