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DIRECT TESTIMONY OF TODD F.  BOHRMANN 

Would you please s t a t e  your name and business address. Q 
A My name i s  Todd F.  Bohrmann; 2540 Shumard Oak Boulevard, Tallahassee, 

F l o r i d a ,  32399-0850. 

Q By whom are you employed and i n  what capacity? 

A I am employed by the  F lo r i da  Pub l ic  Service Commission as an Economic 

Analyst  for the  Bureau o f  E l e c t r i c  R e l i a b i l i t y ,  D i v i s i o n  o f  Economic 

Regul a t  i on. 

Q Please g i ve  a b r i e f  d e s c r i p t i o n  o f  your educational background and 

pro fess iona l  experience. 

A I was graduated from t h e  U n i v e r s i t y  o f  Central F lo r i da  i n  1989 w i t h  a 

Bachelor o f  A r t s  degree i n  Economics. I earned a Master o f  Business 

Admin is t ra t ion  degree from t h e  U n i v e r s i t y  o f  Central F lo r i da  i n  1992. 

I was employed by the  F l o r i d a  Department o f  Environmental Pro tec t ion  as  

an economist f rom November 1992 through May 1994. I began employment w i t h  t h e  

F l o r i d a  Pub l ic  Service Commission as a Regulatory Analyst i n  May 1994. I was 

promoted t o  my cur ren t  p o s i t i o n  i n  Apr i l  2001. 

Q What are your present r e s p o n s i b i l i t i e s  w i t h  t h e  Commission? 

A I prov ide  techn ica l  support and advice t o  t h e  Commission f o r  docketed 

and undocketed matters concerning e l e c t r i c  u t i l i t i e s  i n  F lo r i da .  Among my 

r e s p o n s i b i l i t i e s ,  I am the  lead techn ica l  ana lys t  f o r  t h e  Commission’s f u e l  

and purchased power cos t  recovery c lause. 

Q 

A Yes. On A p r i l  29-30, 1997, I presented a framework f o r  es tab l i sh ing  

t e r r i t o r i a l  boundaries i n  a d ispu te  between Gu l f  Power Company and Gu l f  Coast 

Have you prev ious ly  t e s t i f i e d  be fore  t h e  Commission? 
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E l e c t r i c  Cooperative i n  Docket No. 930885-EU. 

Q What i s  the  purpose o f  your testimony? 

A My testimony addresses Issues 2-4 as i d e n t i f i e d  i n  Order No. PSC-02- 

0192-PCO-E11 i n  Docket No. 011605-EI. issued February 12, 2002. I n  add i t i on ,  

my testimony addresses Issues 1A and 1B as i d e n t i f i e d  by Order No. PSC-02- 

0821-PCO-EI, i n  the  same docket, issued June 14, 2002. F i n a l l y ,  my testimony 

a l s o  addresses Issues 7A and 7B as i d e n t i f i e d  i n  Order No. PSC-02-0854-PCO-EI, 

i n  t h e  same docket, issued June 21, 2002. 

The purpose o f  my testimony i s  two- fo ld :  1) provide essent ia l  background 

in fo rmat ion  about managing r i s k s  associated w i t h  f u e l  procurement; and 2) 

p rov ide  a course o f  a c t i o n  t h a t  t he  Commission should f o l l o w  t o  monitor t h e  

cos t  recovery o f  each investor-owned e l e c t r i c  u t i l i t y ’ s  ( u t i l i t y )  r i s k  

management a c t i v i t i e s  . 

Q 

A Yes, I have attached twe lve  (12 )  e x h i b i t s  t o  my d i r e c t  test imony. TFB- 

1 i s  t i t l e d  “Investor-Owned E l e c t r i c  U t i l i t i e s ’  Natural Gas-Fired Generation: 

1991. 2001, and 2011.” TFB-2 i s  t i t l e d  “H is to ry  o f  Risk Management”. TFB-3 

i s  t i t l e d  “Establishment o f  and Mod i f i ca t ions  t o  Fuel and Purchased Power Cost 

Recovery Clause.” TFB-4 i s  t i t l e d  “Components o f  a U t i l i t y ’ s  Risk Management 

P lan . ”  TF6-5 i s  t i t l e d  “To ta l  Fuel Cost S t a t i s t i c a l  Measures for F l o r i d a  

Power & L i g h t  Company. F l o r i d a  Power Corporation, Gu l f  Power Company, and 

Tampa E l e c t r i c  Company: J u l y  1996 through June 2001.” TFB-6 i s  t i t l e d  

“Comparison o f  High B i l l  Complaints F i l e d  w i t h  t h e  Commission by F l o r i d a  Power 

& L i g h t  Company’s, F lo r i da  Power Corporat ion’s,  and Tampa E l e c t r i c  Company’s 

Ratepayers. ” TFB-7 i s  t i t l e d  “Example o f  A U t i l i t y  Engaging i n  Futures 

Have you attached any e x h i b i t s  t o  your d i r e c t  test imony? 
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Contracts t o  Hedge I t s  Natural Gas Cos ts . ”  TFB-8 i s  t i t l e d  “Example o f  A 

U t i l i t y  Engaging i n  Options Contracts t o  Hedge I t s  Natural  Gas Cos ts . ”  TFB-9 

i s  t i t l e d  “Excerpts from Order No. 14546, Docket No. 850001-EI-€3. Issued J u l y  

8 ,  1985, Pages 4-5 . ”  TFB-IO i s  t i t l e d  “ D e f i n i t i o n  and Hypothetical Example 

o f  Each Type o f  Risk That A U t i l i t y  May Experience w i t h  i t s  Fuel Procurement 

Transactions.” TFB-11 i s  t i t l e d  “Types o f  

t i t l e d  “Glossary o f  Terms.” 

I have o f fe red  t h e  fo l  1 owi ng exh ib i t s  

{edging Techniques.” TFB-12 i s  

f o r  in fo rmat iona l  purposes o n l y .  

TFB-2 provides in fo rmat ion  t o  place t h i s  docket i n  i t s  appropr iate h i s t o r i c a l  

con tex t .  TFB-3 provides i n fo rma t ion  about t h e  establishment o f  and 

modi f i ca t ions  t o  t h e  f u e l  and purchases power cos t  recovery clause. TFB-5 

provides in fo rmat ion  which l i n k s  each u t i l i t y ’ s  f u e l  cos t  v o l a t i l i t y  t o  t h e  

number o f  mid-course co r rec t i ons  t h e  Commission has granted each u t i l i t y  from 

Ju ly  1996 through June 2001. TFB-7 provides i n fo rma t ion  about the  mechanics 

o f  hedging a u t i  1 i t y ’ s  f u e l  procurement through fu tu res  cont rac ts .  TFB-8 

provides in fo rmat ion  about t h e  mechanics o f  hedging a u t i l i t y ’ s  f u e l  

procurement through opt ions con t rac ts .  TFB-10 provides a d e f i n i t i o n  and 

hypothet ical  example o f  each type o f  r i s k  t h a t  a u t i l i t y  may experience w i t h  

i t s  f ue l  procurement. TFB-11 provides in fo rmat ion  about each type o f  hedging 

technique t h a t  a u t i l i t y  may implement t o  minimize t h e  r i s k s  associated w i t h  

i t s  f ue l  procurement. TFB-12 provides a d e f i n i t i o n  o f  unique terms t h a t  

appear i n  my testimony. 

Q To what ex ten t  d i d l w i l l  F l o r i d a  Power Corporat ion (F lo r i da  Power), 

F lo r i da  Power 8 L i g h t  Company ( F P L ) ,  Gu l f  Power Company (Gu l f  Power), and 

Tampa E l e c t r i c  Company (Tampa E l e c t r i c )  use na tu ra l  gas t o  generate 
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e l e c t r i c i t y  i n  t h e  pas t ,  present, and fu tu re?  

A As TFB-1 i l l u s t r a t e s ,  t h e  amount o f  each u t i l i t y ’ s  na tu ra l  g a s - f i r e d  

generation has increased dur ing the  past t e n  years and i s  expected t o  increase 

s u b s t a n t i a l l y  over t h e  next t en  years. I n  1991, a u t i l i t y  might have used 

na tura l  gas t o  provide peaking capaci ty,  bu t  u t i l i t i e s  now have inc reas ing l y  

tu rned t o  na tura l  g a s - f i r e d  generation for base load and c y c l i n g  capaci ty 

needs. 

Q To what ex ten t  has each u t i l i t y  used futures and options contracts t o  

reduce uncer ta in ty  over na tura l  gas pr ices? 

A During t h e  past f ou r  years,  FPL has engaged i n  a l i m i t e d  number o f  

exchange-traded fu tu res  and options cont rac ts  t o  reduce na tura l  gas p r i c e  

v o l a t i l i t y .  F l o r i d a  Power, Gu l f  Power, and Tampa E l e c t r i c  have engaged i n  

v i r t u a l  l y  no exchange-traded fu tu res  and opt ions cont rac ts .  The four  

u t i l i t i e s  do engage i n  numerous forward and swap contracts where t h e  u t i l i t y  

and the  s e l l e r ( s )  can spec i fy  the  c o n t r a c t ’ s  terms and cond i t ions  t o  meet 

t h e i r  needs. 

ISSUE 1A:  What r o l e  should t h e  Commission take  concerning t h e  manner i n  which 

each investor-owned e l e c t r i c  u t i l i t y  manages r i s k s  associated w i t h  f u e l  

pr oc u r emen t ? 

Q What i s  t h e  Commission’s r o l e  concerning t h e  manner i n  which each 

u t i 1  i t y  manages t h e  r i s k s  associated w i t h  i t s  f u e l  procurement? 

A The Commission’s r o l e  - informed, neu t ra l  a r b i t e r  of a u t i l i t y ’ s  

ratepayers’ and shareholders’ i n t e r e s t s  - remains unchanged from t h e  s ta tus  

quo. Through i t s  ratemaking a u t h o r i t y ,  t h e  Commission authorizes each u t i l i t y  

t o  recover i t s  prudent f u e l  and purchased power cos ts  ( f u e l  costs)  do77ar-for- 

-5- 
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do77ar through t h e  fue l  and purchased power cost  recovery clause ( f u e l  

c lause) .  The fundamental question f o r  t h i s  docket i s  whether a u t i l i t y  which 

does not minimize t h e  r i s k s  associated w i t h  i t s  f u e l  procurement i s  ac t i ng  

prudent ly .  

Q Does the  regu la to ry  treatment t h a t  

u t i l i t y  impact t h e  l e v e l  o f  r i s k s  t h a t  a u t i  

bear? 

the Commission provides t o  each 

i t y ’ s  ratepayers and shareholders 

A Yes. The Commission establ ishes a l e v e l i z e d  f u e l  and purchased power 

cost recovery f a c t o r  ( f u e l  f a c t o r )  f o r  each u t i l i t y  on a calendar year basis 

through a post-hear ing order ,  commencing January o f  each year.  Unless the 

Commission modif ies a u t i l i t y ’ s  f ue l  f a c t o r  through a mid-course co r rec t i on ,  

the  f u e l  f a c t o r  remains f i x e d  throughout t h e  calendar year .  Meanwhile, a 

u t i l i t y  incurs  f u e l  costs t h a t  f l u c t u a t e  instantaneously.  Hence, a u t i l i t y ’ s  

ratepayers p a r t i c i p a t e  i n  a f 7oa t ing - fo r - f i xed  swap which does reduce fue l  

cost v o l a t i l i t y  from t h e  ratepa.yer’s perspect ive.  

The u t i l i t y ,  l i k e  any i n d i v i d u a l  or f i r m ,  can hedge i t s  cash f lows t o  

minimize the  unce r ta in t y  associated w i t h  those cash f l ows .  However, i f  a 

u t i l i t y  can c o l l e c t ,  d o l l a r - f o r - d o l l a r ,  a l l  prudent f u e l  costs from i t s  

ratepayers, t h e  u t i l i t y ’ s  shareholders are p a r t i c i p a t i n g  i n  a perfect  hedge. 

From the  shareholders’ perspect ive,  t he  u t i l i t y  does no t  need t o  expend 

add i t iona l  t ime ,  money, or e f f o r t  t o  hedge those cash f lows f u r t h e r .  

Therefore, a u t i l i t y  which f u r t h e r  hedges i t s  f u e l  procurement does so f o r  t h e  

b e n e f i t  o f  i t s  ratepayers,  not  i t s  shareholders. 

Q Can t h e  u t i l i t y ‘ s  ratepayers minimize these r i s k s  independently? 

A No. A few ratepayers,  l a r g e  i n d u s t r i a l  customers, may have the  
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s u f f i c i e n t  load, f i n a n c i a l  wherewithal,  t ime,  market knowledge, and 

w i l l i ngness  t o  minimize these r i s k s  independently. However, t h e  overwhelming 

majority o f  ratepayers do n o t .  

Q 

a r i s k  management plan? 

A Yes. I n  TFB-4, I have o u t l i n e d  t h e  components o f  a comprehensive r i s k  

management p lan  (plan) t h a t  each u t i l i t y  should f i l e  w i t h  t h e  Commission. The 

Commission should mandate t h a t  each u t i l i t y  submit i t s  p lan  no l a t e r  than 60 

days a f t e r  t h e  f i n a l  Commission order i n  t h i s  docket. Once the  Commission 

s t a f f  determines t h a t  the  u t i l i t y  has f i l e d  a complete r i s k  management p 7 a n .  

Commiss-ion s t a f f  w i l l  evaluate each u t i l i t y ’ s  p lan  w i t h i n  60 days. The 

Commission can then e i t h e r  approve, r e j e c t ,  o r  modify t h e  u t i l i t y ’ s  p lan .  

A f t e r  t h e  i n i t i a l  approval, t he  u t i l i t y  should seek approval from t h e  

Commission f o r  each subs tan t ia l  mod i f i ca t i on .  To p r o t e c t  t h e  u t i l i t y ’ s  

compet i t ive i n t e r e s t s ,  each u t i l i t y  can p e t i t i o n  t h e  Commission f o r  t h e  

appropr iate c o n f i d e n t i a l  treatment o f  such s e n s i t i v e  in fo rmat ion  as permi t ted  

by law. 

Q Why should each u t i l i t y  submit t h i s  in fo rmat ion  t o  t h e  Commission? 

A The Commission must make t i m e l y ,  informed decisions about t h e  prudence 

o f  t he  b i l l i o n s  o f  d o l l a r s  t h a t  a re  recovered through t h e  f u e l  clause from t h e  

u t i l i t i e s ’  ratepayers annual ly.  Whereas prev ious ly  t h e  Commission may have 

sought i n fo rma t ion  on ly  about t h e  u t i l i t y ’ s  cost l e v e l ,  t h e  Commission should 

now a lso  seek in fo rmat ion  about t h e  cos t  v o l a t i l i t y  t h a t  t h e  u t i l i t y  manages 

as w e l l .  

Pursuant t o  i t s  r o l e ,  should t h e  Commission requ i re  each u t i l i t y  t o  f i l e  

The Commission needs in fo rma t ion  about how each u t i l i t y  manages these 

-7-  
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r i s k s  f o r  three reasons. F i r s t ,  t h e  Commission must know the  r i s k s  ex ante 

t h a t  a u t i l i t y  incurs for i t s  ratepayers i n  i t s  f u e l  procurement. Second, 

once t h e  Commission knows t h e  type  and amount of these r i s k s ,  t h e  Commission 

may se t  condi t ions f o r  recovery t o  l i m i t  the  u t i l i t y ’ s  ratepayers’ r i s k s .  

T h i r d ,  t he  Commission needs t h i s  in fo rmat ion  t o  make more t i m e l y ,  b e t t e r  

informed decisions about the  prudence o f  a u t i  1 i t y  ’ s  fue l  procurement. 

I n  March 2001. f o r  example, t h e  Commission was concerned about t h e  

prudence o f  FPL’s  and F lo r i da  Power’s act ions regarding i t s  na tu ra l  gas 

procurement t ransact ions dur ing  a pe r iod  o f  extremely h igh  na tura l  gas p r i ces  

dur ing  December 2000 and January 2001. A f t e r  15 months and s i g n i f i c a n t  

discovery between the  two u t i l i t i e s  and s t a f f ,  t he  Commission recen t l y  s ta ted  

through two proposed agency a c t i o n  orders t h a t  both FPL and F l o r i d a  Power 

p rudent ly  incurred the  incremental costs associated w i t h  t h e  events o f  

December 2000 and January 2001. I f  FPL and F lo r i da  Power had f i l e d  t h e i r  

respec t ive  plans p r i o r  t o  December 2000, t h e  Commission could have compared 

each u t i l i t y ’ s  act ions w i t h  each u t i l i t y ’ s  p lan  approximately one year 

e a r l  i e r .  

ISSUE 1B: Is each investor-owned e l e c t r i c  u t i l i t y  t a k i n g  reasonable steps t o  

manage t h e  p r i c e  r i s k  associated w i t h  i t s  na tura l  gas and res idua l  o i l  

t r ansac t i ons ,  as we l l  as purchased power t ransac t ions  based on na tu ra l  gas 

p r i c e s ,  through the  use o f  p h y s i c a l ,  opera t iona l ,  o r  f i n a n c i a l  hedging 

p rac t i ces ,  o r  a combination o f  those p rac t i ces?  

Q What c r i t e r i o n  should t h e  Commission implement t o  determine whether each 

u t i l i t y  i s  t ak ing  reasonable steps t o  manage the  p r i c e  r i s k  associated w i t h  

i t s  na tura l  gas - f i r ed  and res idua l  o i l  - f i r e d  generation resources? 

-8- 
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A A u t i l i t y  should procure no less than t h e  minimum amount o f  each fue l  

t h a t  t he  u t i l i t y  must dispatch on i t s  system through one o r  more f i xed  pr ice 

mechanisms. 

Q P1 ease exp la in  . 

A Under the  cons t ra in t s  o f  non-economic 

dispatches i t s  system’s resources i n  ascending 

i m i t a t i o n s .  each u t i l i t y  

order o f  each resource’s 

marginal costs t o  meet t h e  u t i l i t y ’ s  load. As t h e  r e l a t i v e  p r i c e  o f  a f ue l  

r i s e s ,  t he  resource’s marginal cos t  increases and t h e  u t i l i t y  may dispatch the  

resource less f requent ly .  Poss ib ly ,  a u t i l i t y  may no t  d ispa tch  a resource 

ever once the  r e l a t i v e  p r i c e  o f  a f ue l  i s  g rea te r  than a g iven l e v e l .  

However, depending upon t h e  type and amount o f  t h e  u t i l i t y ’ s  resources, a 

u t i l i t y  may dispatch a c e r t a i n  amount o f  a s p e c i f i c  resource regardless o f  t he  

r e l a t i v e  p r i c e  o f  a f u e l .  

Q What impact would t h i s  event have on t he  u t i l i t y ’ s  ratepayers? 

A Assume a u t i l i t y  must dispatch a minimum 100 MW o f  na tu ra l  g a s - f i r e d  

capac i ty  a t  a l l  t imes regardless o f  t h e  r e l a t i v e  p r i c e  o f  na tura l  gas. I f  t h e  

u t i l i t y  does no t  manage t h e  p r i c e  r i s k  associated w i t h  i t s  na tura l  gas 

procurement, i t s  ratepayers may someday pay two, th ree ,  or t e n  times t h e  

h i s t o r i c a l  p r i c e  f o r  t h a t  na tu ra l  gas. This scenar io places a harsh economic 

burden on t h e  u t i l i t y ’ s  ratepayers.  

Q 

from t h e  un l im i ted  exposure t o  na tu ra l  gas p r i c e  increases? 

A Once again, assume a u t i l i t y  must dispatch a minimum 100 MW o f  na tura l  

g a s - f i r e d  capaci ty a t  a l l  t imes regardless o f  t h e  r e l a t i v e  p r i c e  o f  na tu ra l  

gas. However, t he  u t i l i t y  has implemented f i x e d  p r i c e  mechanisms t o  cap i t s  

How would a u t i  1 i t y  * s hedging act ions p r o t e c t  t h e  u t i  1 i t y ’ s  ratepayers 
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ratepayers’  exposure t o  150 percent o f  t h e  h i s t o r i c a l  p r i c e  o f  na tura l  gas. 

I f  t h e  t e n  year average p r i c e  f o r  na tu ra l  gas i s  $2.50 per m i  l i o n  B r i t i s h  

thermal u n i t s  (MMBtu), t h e  u t i l i t y  would cap i t s  ratepayers’  exposure t o  

na tu ra l  gas pr ices  a t  $3.75 per MMBtu f o r  t he  100 MW o f  must-run na tura l  gas- 

f i r e d  capaci ty through one o r  more f i x e d  p r i c e  mechanisms. 

Q 

A Yes. A u t i l i t y  which implements f i x e d  p r i c e  mechanisms loses t h e  

oppor tun i ty  t o  take advantage o f  any f u e l  p r i c e  decreases i n  t h e  spot market. 

I n  some t ime per iods ,  a u t i l i t y  may purchase i t s  f u e l  l ess  expensively w i t h  

a d i f f e r e n t  s t ra tegy .  During these per iods ,  a u t i l i t y ’ s  ratepayers can view 

any add i t i ona l  costs as insurance against s u b s t a n t i a l l y  h igher fue l  cos ts  

dur ing  other per iods .  

Q 

A Yes. I f  the  u t i l i t y  incurs  these insurance cos ts  pursuant t o  a 

Commission-approved p lan ,  I be l i eve  these cos ts  would be prudent. I n  general ,  

insurance not on ly  p ro tec ts  t h e  insured against  l o s s ,  but  a lso  provides t h e  

insured “peace o f  mind” t h a t  any f u t u r e  loss w i l l  be p ro tec ted  as w e l l .  For 

exampl e, an i ndi  v i  dual does not consider h i  s automobi 1 e insurance premi ums an 

imprudent cost  i f  he does no t  f i l e  a c la im  w i t h  h i s  insurance company dur ing  

a g iven year. 

Q On a prospect ive bas i s ,  describe how t h e  Commission would compare a 

u t i l i t y ’ s  ac t ions  w i t h  t h e  u t i l i t y ’ s  plan? 

Does t h i s  s t ra tegy  impose any costs upon t h e  u t i l i t y ’ s  ratepayers? 

Are these “ insurance” costs a prudent f u e l  c o s t  f o r  t he  u t i l i t y ?  

A The Commission wou 

be consistent w i t h  t h e  

consistent w i t h  t h e  u t i  

d expect a u t i l i t y ’ s  f u e l  procurement a c t i v i t i e s  t o  

u t i l i t y ’ s  p lan .  I f  an a c t i v i t y  i s  reasonably 

l i t y ’ s  p lan ,  t h e  u t i l i t y  would recover t h i s  cos t  
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through the  fue l  clause. Conversely, i f  an a c t i v i t y  i s  no t  reasonably 

consistent w i t h  t h e  u t i l i t y ’ s  plan. t he  u t i l i t y  would not recover t h i s  cost  

through t h e  f u e l  clause. 

ISSUE 7A:  What i n c e n t i v e ( s ) ,  i f  any, should the  Commission es tab l i sh  t o  

encourage investor-owned e l e c t r i c  u t i l i t i e s  t o  op t ima l l y  manage the  r i s k s  t o  

ratepayers associated w i t h  fue l  and purchased power p r i c e  vol  a t i  1 i ty? 

Q Before we discuss an e x p l i c i t  Commission i ncen t i ve ,  does each u t i l i t y  

have an i m p l i c i t  i ncen t i ve  t o  manage p r o - a c t i v e l y  the  r i s k s  associated w i t h  

fue l  procurement? 

A Yes. Each u t i l i t y  has an i m p l i c i t  i ncen t i ve  t o  enhance the  goodwi l l  

t h a t  e x i s t s  between i t s e l f  and i t s  ratepayers through s tab le  r a t e s .  I n  TFB- 

6 ,  t he  data show an increase i n  the  number o f  “h igh b i l l ”  complaints t h a t  

FPL ’s ,  F lo r i da  Power’s, and Tampa E l e c t r i c ’ s  ratepayers f i l e d  w i t h  the  

Commission a f t e r  t h e  Commission approved a se r ies  o f  requested r a t e  increases. 

These data suggest t h e  loss  o f  goodwil l  t h a t  can develop between a u t i l i t y  and 

i t s  ratepayers dur ing  a per iod  o f  v o l a t i l e  r a t e s .  A u t i l i t y  can enhance i t s  

goodwil l  w i t h  ratepayers by f i n d i n g  a balance between minimizing f u e l  costs 

and minimizing f u e l  cos t  v o l a t i l i t y .  

Q Should t h e  Commission approve an e x p l i c i t  i ncen t i ve  t o  encourage a 

u t i  1 i t y  t o  p r o - a c t i  v e l y  manage t h e  r i s k s  associated w i t h  i t s  f u e l  procurement? 

A No. For t h e  reasons se t  f o r t h  below, t h e  Commission should no t  approve 

an e x p l i c i t  i n c e n t i v e  a t  t h i s  t ime.  

Q 

u t i l i t y ’ s  r i s k  management e f f o r t s ?  

A 

Should a u t i l i t y ’ s  ratepayers rece ive  t h e  bene f i t s  associated w i t h  the  

Yes. Under t h e  Commission’s cu r ren t  p o l i c y ,  a u t i l i t y ’ s  ratepayers bear 
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a l l  costs and r i s k s  associated w i th  the  u t i l i t y ’ s  prudent act ions t o  procure 

f u e l .  Conversely, a u t i l i t y ’ s  shareholders bear ne i the r  any cos t  nor r i s k  

associated w i t h  the  u t i l i t y ’ s  prudent act ions t o  procure f u e l .  Therefore, a 

Commission i ncen t i ve  t o  share t h e  bene f i t s  o f  a u t i l i t y ’ s  r i s k  management 

e f f o r t s  would misd i rec t  resources t o  shareholders, and away from ratepayers. 

This i ncen t i ve  would reward t h e  u t i l i t y ’ s  shareholders who have n o t  borne, do 

not bear, and w i l l  not  bear any costs o r  r i s k s  associated w i t h  t h e  u t i l i t y ’ s  

prudent act ions t o  procure f u e l .  

4 A t  some f u t u r e  t ime, should t h e  Commission consider approving an 

e x p l i c i t  i ncen t i ve  t o  each u t i l i t y  t o  manage t h e  r i s k s  associated w i t h  i t s  

f u e l  procurement? 

A Yes. By t h e i r  own admission, t h e  u t i l i t i e s  have l i t t l e  t o  no experience 

i n  executing f i n a n c i a l  hedging t ransac t i ons .  Each u t i l i t y  w i l l  expend 

s u f f i c i e n t  resources t o  b u i l d  the  i n f r a s t r u c t u r e  needed t o  i d e n t i f y ,  evaluate,  

and execute f i n a n c i a l  hedging t ransac t ions  t h a t  create value f o r  i t s  

ratepayers. A f t e r  t h e  u t i l i t y  b u i l d s  i t s  i n f r a s t r u c t u r e ,  t h e  Commission w i l l  

need several years o f  data t o  determine whether and t o  what ex ten t  each 

u t i l i t y ’ s  e f f o r t s  have created value f o r  i t s  ratepayers.  Once t h e  Commission 

evaluates these data, then the  Commission can e n t e r t a i n  such incen t i ve  

mechanisms t h a t  c rea te  add i t i ona l  value t h a t  can be shared between the 

shareholders AND ratepayers. I do not be l i eve  t h a t  t he  p u b l i c  i n t e r e s t  i s  

served by an i n c e n t i v e  t h a t  b e n e f i t s  u t i l i t y  shareholders before t h e  u t i l i t y  

demonstrates even t h e  first d o l l a r  o f  value i s  accrued t o  i t s  ratepayers. 

Q Absent an e x p l i c i t  i n c e n t i v e ,  how can t h e  Commission most e f f e c t i v e l y  

encourage each u t i l i t y  t o  p r o - a c t i v e l y  manage t h e  r i s k s  associated w i t h  i t s  
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f u e l  procurement? 

A The Commission can encourage each u t i l i t y  t o  p r o - a c t i v e l y  manage the  

r i s k s  associated w i th  the  u t i l i t y ’ s  f u e l  procurement. F i r s t ,  pursuant t o  

Commission approval o f  t he  u t i l i t y ’ s  p lan ,  t h e  Commission c a n  author ize t h e  

u t i  1 i t y  t o  recover gains and 1 osses from fu tu res  cont rac ts ,  premiums received 

and p a i d  f o r  options cont rac ts ,  ne t  sett lement proceeds from swap cont rac ts ,  

and t ransac t i on  costs associated w i t h  these contracts through the  f u e l  clause. 

Second, t h e  Commission should exercise no b ias  f o r  o r  against any hedging 

technique referenced i n  TFB-11 t o  manage the  r i s k s  associated w i t h  t h e  

u t i l i t y ’ s  f u e l  procurement. These ac t ions  w i l l  p rov ide  each u t i l i t y  w i t h  

g rea ter  c e r t a i n t y  about the  regu la to ry  treatment o f  i t s  hedging t ransac t i on  

cash f lows.  

Q Can an e x p l i c i t  i ncen t i ve  t o  a u t i l i t y  t o  p r o - a c t i v e l y  manage these 

r i s k s  be counter-productive? 

A 

outcomes can become counterproducti  ve and m i  sal  1 ocate resources : 

Yes. An incent ive  mechanism t h a t  produces one o r  more o f  t h e  f o l l o w i n g  

1. The incen t i ve  mechanism mandates t h e  u t i l i t y  t o  take  ac t ions  

t h a t  the  u t i l i t y  would n o t  take  i n  t h e  absence o f  a n  

i ncent i ve; 

The incen t i ve  mechanism mandates t h e  u t i l i t y  t o  take ac t ions  

t h a t  t h e  u t i l i t y  would t a k e  regardless o f  any i ncen t i ve ;  

2 .  

3. The incen t i ve  mechanism does not create any add i t i ona l  

value, but merely r e - a l l o c a t e s  e x i s t i n g  value; 

The u t i l i t y  has d i r e c t  c o n t r o l  over the  bases on which t h e  

u t i l i t y ’ s  ac t ions  are  compared; or 

4. 
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5. The bases on which the utility earns the incentive are 

outside the utility’s control. 

Q FPL. Florida Power, and Gulf Power have put forth their respective 

incentive mechanisms that they propose the Commission should approve to 

encourage each utility to pro-actively manage the risks associated with the 

utility’s fuel procurement. Do you have any comments about each utility’s 

proposals? 

A Yes. I have some general comments that apply to the three proposals, 
and comments that are specific to each proposal. I will state my general 

comments first. If the Commission believes an incentive mechanism is 

warranted, the Commission should consider the following: 

1. 

2. 

3. 

4. 

5 .  

As an antecedent condition of receiving any incentive, the 

uti 1 i ty should fi rst receive Commission approval o f  its plan 

in the format proposed in TFB-4; 

Initially, the Commission should approve any incentive 

mechanism as part o f  a pilot program with a minimum two year 

term: 

Any mechanism should provide an incentive to the  utility to 

find a balance between minimizing fuel costs AND minimizing 

fuel cost volatility; 

Any incentive mechanism should create additional value that 

the Commission can allocate between the shareholders and 

ratepayers ; 

Any incentive mechanism should not consider any transaction 

between the utility and an affiliated entity when 
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Q 

A 

c a l c u l a t i n g  the  amount o f  the  i ncen t i ve ;  

6.  The Commission should s t r i c t l y  de f i ne  t h e  events which 

q u a l l f y  as a f o rce  majeure; and 

7 .  The Commission should not  a l l ow  t h e  recovery o f  any 

incremental c a p i t a l  and O&M costs ( e . g . ,  personnel, computer 

hardware and software. a l loca ted  common cos ts )  through the  

fue l  clause. Such costs are “ f u e l  procurement 

admin i s t ra t i ve  func t ions”  which t h e  Commission has 

h i s t o r i c a l l y  author ized the  u t i l i t i e s  t o  recover through i t s  

base r a t e s  as  contemplated by Order No. 14546, i n  Docket No. 

850001-EI -B ,  issued J u l y  8 ,  1985. TFB-9 provides re levant  

por t ions  o f  t h i s  Order. 

What are t h e  more favorab le  features o f  FPL’s proposal? 

FPL’s proposal has t h e  fo l l ow ing  more favorab le  fea tures :  

1. FPL w i l l  e s t a b l i s h  a f i x e d  p r i c e  f o r  a pre-determined 

percentage o f  i t s  na tura l  gas and res idua l  o i  1 requirements. 

Any d i f f e rence  between these f i x e d  p r i c e s  and FPL’s  actual  

costs w i l l  accrue t o  i t s  shareholders; and 

2 .  For a n  event t o  q u a l i f y  as a f o r c e  majeure event, FPL’s 

proposal has a two-prong t e s t .  F i r s t ,  t h e  event must be an 

unpredictable event such as an extended unscheduled nuclear 

u n i t  outage, ac ts  of God, acts o f  government, acts o f  

nature,  and ac ts  o f  w a r .  Second, t h i s  unpredictable event 

must cause a na tu ra l  g a s - f i r e d  o r  res idua l  o i l - f i r e d  

generation var iance o f  greater than o r  equal t o  +45 percent 

-15- 



1 

2 

3 

4 

5 

6 

7 

a 
9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

Q 

A 

o r  l ess  than o r  equal t o  -30 percent from FPL’s forecasts.  

What are the ess favorable features o f  FPL’s proposal? 

FPL’s proposa has the  fo l l ow ing  less favorable features:  

1. FPL has not submitted a comprehensive p l a n  p r i o r  t o  o r  

concurrent w i t h  i t s  proposal I 

FPL’s proposal seeks t o  recover t h e  balance o f  i t s  na tura l  

gas and residual  o i l  requirements based on a spot index 

p r i c e .  A s ta ted  goal o f  FPL’s procurement e f f o r t s  i s  t o  

ob ta in  na tura l  gas and residual  fuel a t  below-spot market 

p r i ces .  This fea ture  does not c rea te  any value t o  FPL’s 

ratepayer, and on ly  rewards FPL f o r  ac t ions  t h a t  would have 

occurred regardless o f  any i ncen t i ve ;  

2. 

3.  FPL’s proposal seeks t o  recover a r i s k  premium as a 

component o f  t he  f i x e d  p r i c e  FPL w i l l  guarantee t o  i t s  

ratepayers. This r i s k  premium would compensate FPL f o r  t h e  

t im ing ,  volume, and execution r i s k s  associated w i t h  s e t t i n g  

a f i x e d  p r i c e  f o r  i t s  ratepayers. While such r i s k s  e x i s t ,  

FPL’s proposal does no t  inc lude any q u a n t i t a t i v e  ana lys is  

about t h e  p r i c e  v o l a t i l i t y  t h a t  e x i s t s  w i t h i n  the  na tura l  

gas and res idua l  o i l  markets; 

FPL’s proposal does no t  i n d i c a t e  how FPL would determine t h e  

f i x e d  p r i c e  f o r  na tura l  gas and res idua l  o i l  t h a t  FPL would 

4. 

guarantee t o  i t s  ratepayers ; 

FPL’s proposal does no t  i n d i c a t e  how 

determined percentage o f  i t s  natura 

5. FPL would se t  the  

gas and residua 

pre- 

o i  1 
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6 .  

7 .  

8 .  

9. 

10 

requi rements ; 

F P L ’ s  proposal suggests t h a t  t h e  Commission author ize FPL 

t o  recover approximately $3 m i l l i o n  i n  c a p i t a l  costs and $1 

m i l  l i o n  i n  incremental operat ion and maintenance (O&M) costs 

annually through t h e  fue l  clause; 

Cur ren t ly ,  FPL records i t s  actual  na tu ra l  gas and res idua l  

o i  1 costs on i t s  Schedules A3-A5.  Under FPL’s proposal, FPL 

would no longer record actual  na tu ra l  gas and residual o i l  

costs on these schedules. The Commission should remain 

informed about FPL ’s  proposal ’s e f fec t i veness  by comparing 

FPL ’s  actual  costs w i t h  the  costs recovered from t h e  

ratepayers ; 

FPL ’s  proposal a l loca tes  20 percent o f  t h e  gains from a l l  

non- separated wholesale energy sales,  except emergency 

sa les .  and 20 percent o f  t h e  savings from a l l  wholesale 

energy purchases t o  i t s  shareholders ; 

Under t h e  FPL proposal ’ s  implementation schedule, t h e  

Commission and other p a r t i e s  do no t  have an oppor tun i ty  t o  

pu t  f o r t h  an a l t e r n a t i v e  t o  FPL’s  proposed s t i p u l a t i o n ;  and 

FPL has represented t h a t  i t s  proposal ’s s i z e  and shape may 

change on an annual bas i s .  E s s e n t i a l l y ,  t h e  Commission 

would au thor ize  FPL t o  have an i n c e n t i v e ,  any i ncen t i ve ,  and 

t h e  d e t a i l s  on t h e  s i z e  and shape o f  t h i s  i n c e n t i v e  could 

change on an annual bas is .  

What i s  your opinion o f  FPL’s proposal? 
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A I n  i t s  cur ren t  form, the  Commission should r e j e c t  FPL’s proposal. The 

s t r u c t u r e  o f  FPL’s proposal does no t  reasonably share t h e  bene f i t s  and cos ts  

o f  f i n d i n g  a balance between minimizing f u e l  costs and minimizing f u e l  c o s t  

v o l a t i l i t y  between FPL’s ratepayers and shareholders. 

Q What are the  more favorable features o f  F lo r i da  Power’s proposal? 

Please exp la in .  

F lo r i da  Power’s proposal has the  f o l l o w i n g  more favorable fea tures :  

1. F l o r i d a  Power w i l l  e s t a b l i s h  a f i x e d  p r i c e  f o r  a p re-  

determined volume o f  i t s  na tu ra l  gas and res idua l  o i l  

requirements. Any d i f f e rence  between these f i x e d  p r i c e  and 

F l o r i d a  Power’s actual  costs w i l l  accrue t o  i t s  

shareholders ; 

2 .  F l o r i d a  Power w i l l  c a l c u l a t e  t h e  f i x e d  p r i c e  based on a 

mechanist ic formula t h a t  t h e  Commission can e a s i l y  monitor 

and dup l ica te ;  and 

F l o r i d a  Power character izes i t s  proposal as a two-year p i l o t  

program dur ing  which F l o r i d a  Power, the  other p a r t i e s ,  and 

t h e  Commission can ga in  experience i n  f i n a n c i a l  hedging 

t ransac t ions .  

3. 

What a re  t h e  less  favorable fea tures  o f  F lo r i da  Power’s proposal? 

F l o r i d a  Power’s proposal has t h e  f o l l o w i n g  less favorable fea tures :  

1. F l o r i d a  Power has no t  submitted a comprehensive p lan  p r i o r  

t o  o r  concurrent w i t h  i t s  proposal ; 

F l o r i d a  Power’s proposal seeks t o  recover a r i s k  premium as 

a component o f  t h e  f i x e d  p r i c e  F l o r i d a  Power w i l l  guarantee 

2 .  
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t o  i t s  ratepayers. This r i s k  premium would compensate 

F lo r ida  Power f o r  t h e  t im ing ,  volume, and execution r i s k s  

associated w i t h  s e t t i n g  a f i x e d  p r i c e  for  i t s  ratepayers. 

While such r i s k s  e x i s t ,  F lo r i da  Power’s proposal does no t  

include any q u a n t i t a t i v e  analysis about t h e  p r i c e  v o l a t i l i t y  

t h a t  ex i s t s  w i t h i n  t h e  natura7 gas and res idua l  o i l  markets; 

F lo r ida  Power’s proposal does not i n d i c a t e  how F lo r ida  Power 

would set  t he  pre-determined volume o f  na tu ra l  gas a n d  

residual  o i l  t h a t  F l o r i d a  Power would hedge dur ing  a g iven 

calendar year; 

3. 

4. F lo r ida  Power’s proposal suggests t h a t  t h e  Commission 

authorize F lo r i da  Power t o  recover approximately $10 m i  11 i o n  

i n  cap i ta l  c o s t s  and an unspeci f ied amount i n  incremental 

O&M costs annual ly through t h e  fue l  clause; 

Current ly,  F lo r i da  Power records i t s  actual na tura l  gas and 

residual  o i l  costs on i t s  Schedules A 3 - A 5 .  Under F l o r i d a  

Power’s proposal, F l o r i d a  Power would no longer record 

actual  na tura l  gas and res idua l  o i l  cos ts  on these 

schedules. I b e l i e v e  t h a t  the  Commission should remain 

informed about F l o r i d a  Power’s proposal’s e f fec t i veness  by 

comparing F l o r i d a  Power’s actual costs w i t h  t h e  costs 

recovered from t h e  ratepayers:  and 

5.  

6.  F lo r i da  Power’s proposal a l l oca tes  33 percent o f  t h e  ga in  

from a l l  non-separated wholesale energy sales and 33 percent 

o f  the  savings from a l l  wholesale energy purchases t o  i t s  
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shareholders . 

What i s  your op in ion  o f  F lo r i da  Power’s proposal? Q 
A I n  i t s  cur ren t  form. t h e  Commission should r e j e c t  F l o r i d a  Power’s 

proposal. The s t r u c t u r e  o f  F lo r i da  Power’s proposal does not  reasonably share 

t h e  bene f i t s  and costs o f  f i n d i n g  a balance between min imiz ing f u e l  costs and 

minimizing f u e l  cost  v o l a t i l i t y  between F lo r i da  Power’s ratepayers and 

shareholders. 

Q 

expl a i n . 

A 

What are t h e  more favorable features o f  Gu l f  Power’s proposal? Please 

Gu l f  Power’s proposal has t h e  fo l l ow ing  more favorable features:  

1. 

2 .  

3. 

4. 

As a r e s u l t  o f  i t s  hedging t ransact ions,  G u l f  Power would 

a l l o c a t e  $3 i n  below-market savings t o  i t s  ratepayers f o r  

every $1 t h a t  G u l f  Power would r e t a i n  f o r  i t s  shareholders. 

Therefore, Gulf Power’s proposal a1 igns i t s  shareholders’ 

i n t e r e s t s  w i t h  i t s  ratepayers’  i n t e r e s t s ;  

G u l f  Power’s proposal 1 i m i  t s  i t s  ratepayers ‘ above-market 

exposure t o  no more than 10 percent o f  G u l f  Power’s 

pro jec ted  cos ts .  G u l  f Power’s shareholders a re  responsible 

for any above-market exposure greater  than 1 0  percent o f  

G u l f  Power’s p ro jec ted  costs;  

G u l f  Power’s proposal would l i m i t  i t s  shareholder exposure 

t o  losses from i t s  hedged pos i t i ons  t o  no more than f i v e  

percent o f  t h e  value o f  i t s  forward 42-month p r o j e c t i o n ;  

Southern Company Services , who w i  1 1 imp1 ement Gul f Power’s 

hedgi ng program, has experience w i t h  hedgi ng f u e l  
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procurement t ransact ions f o r  Savannah E l e c t r i c  Power 

Company, A1 abama Power Company, and M i  s s i  ss ipp i  Power 

Company ; 

5.  Gu l f  Power’s proposal s t r i k e s  a balance between two 

competing goals:  minimizing f u e l  costs and minimizing f u e l  

cost  v o l a t i l i t y :  and 

6. Gu l f  Power’s proposal does not i nc lude  a r i s k  premium 

component. 

What are the  l ess  favorable features o f  Gu l f  Power’s proposal? 

Gu l f  Power’s proposal has the  fo l l ow ing  l ess  favorable features:  

1. Gul f  Power has no t  submitted a comprehensive p lan  p r i o r  t o  

o r  concurrent w i t h  i t s  proposal; 

Gu l f  Power’s proposal does not i n d i c a t e  how Gu l f  Power would 

se t  t he  pre-determined percentage o f  i t s  na tu ra l  gas and o i l  

requirements t h a t  Gu l f  Power would hedge dur ing a given 

calendar year ;  and 

Gu l f  Power’s proposal suggests t h a t  t h e  Commission author ize 

Gu l f  Power t o  recover an unspec i f ied  amount i n  c a p i t a l  costs 

and incremental O&M cos ts  annual ly through t h e  fue l  clause. 

2 .  

3. 

What i s your opi  n i  on o f  Gul f Power ’ s proposal? 

As I have s ta ted  p rev ious l y ,  t h e  Commission should not author ize an 

e x p l i c i t  i ncen t i ve  t o  encourage each u t i l i t y  t o  p r o - a c t i v e l y  manage the r i s k s  

associated w i t h  t h e  u t i l i t y ’ s  f ue l  procurement a t  t h i s  t ime. However, i f  t h e  

Commission determines t h a t  such an i ncen t i ve  i s  warranted, t he  s t r u c t u r e  o f  

Gu l f  Power’s proposal shares the  b e n e f i t s  and cos ts  o f  f i n d i n g  a balance 
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between minimizing fue l  costs and minimizing f u e l  cos t  v o l a t i l i t y  between Gu l f  

Power’s ratepayers and shareholders best among the  th ree  u t i l i t i e s ’  proposals. 

ISSUE 7B: I f  t h e  Commission were t o  approve any u t i l i t y ’ s  i ncen t i ve  p lan  f o r  

op t ima l l y  managing f u e l  p r i c e  r i s k  which includes a change i n  t h e  method for 

c a l c u l a t i n g  shareholder gains on wholesale sales as spec i f i ed  i n  Order Nos. 

PSC-00-1744-PAA-E1 and PSC-01-2371-FOF-EII what changes, i f  any, should be 

made t o  the  requirements o f  these orders? 

Q Can you describe t h e  changes t h a t  FPL and F lo r i da  Power have included 

i n  t h e i r  proposals f o r  t h e  Commission’s shareholder i ncen t i ve  f o r  wholesale 

energy sales as provided by Order Nos. PSC-OO-1744-PAA-EI, i n  Docket No. 

991779-EI. issued September 26. 2000, and PSC-01-2371-FOF-EI, i n  Docket No. 

010283-EIt issued December 7 ,  2001, respec t ive ly  ( c o l l e c t i v e l y ,  Order No. 00- 

1744)? 

A Yes. Cur ren t l y ,  t h e  Commission al lows each u t i l i t y ’ s  shareholders t o  

r e t a i n  20 percent o f  t h e  gains on i t s  non-separated wholesale energy sa les ,  

except f o r  emergency sales,  on ly  f o r  gains t h a t  exceed the  u t i l i t y ’ s  t h ree -  

year moving average o f  gains from these sa les .  Moreover, t h e  Commission 

requires each u t i l i t y  t o  a l l o c a t e  100 percent o f  t h e  savings from wholesale 

energy purchases t o  t h e  u t i l i t y ’ s  ratepayers. FPL’s and F l o r i d a  Power’s 

proposals would a l l o c a t e  20 and 33 percent,  respec t i ve l y ,  o f  a l l  gains from 

non-separated, non-emergency whol esal e energy sa l  es and would a1 1 ocate 20 and 

33 percent, respec t i ve l y  , savi ngs from whol esal e energy purchases t o  i t s  

shareholders. 

Q What were t h e  amounts o f  gains from non-separated wholesale energy 

sales, excluding emergency sales,  for FPL and F l o r i d a  Power. r e s p e c t i v e l y ,  
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dur ing  2001? 

A FPL and F lo r i da  Power received gains from non-separated wholesale energy 

sales,  excluding emergency sales, o f  $17.0  m i l l i o n  and $11.2 m i l l i o n ,  

respec t i ve l y  , dur ing  2001. However, n e i t h e r  FPL nor F lo r i da  Power exceeded 

t h e i r  respec t ive  three-year moving averages o f  $37.9 m i l l i o n  and $11.4 

m i l l i o n .  Therefore, FPL and F lo r i da  Power a l l oca ted  a l l  o f  t he  gains from 

these sales t o  t h e i r  ratepayers dur ing 2001. 

Q 

and F lo r i da  Power, respec t ive ly ,  dur ing 2001? 

A 

o f  $14.6 m i l l i o n  and $4.0 m i l l i o n .  respec t i ve l y ,  dur ing  2001. 

Q What reasons d i d  the  Commission prov ide  f o r  e s t a b l i s h i n g  t h e  cur ren t  

i ncen t i ve  mechanism f o r  non-separated, non-emergency wholesale energy sales? 

A On Page 11 o f  Order No. 00-1744, t h e  Commission provided t h e  fo l l ow ing  

reasons f o r  au tho r i z ing  t h i s  cur ren t  i n c e n t i v e  mechanism: 

What were t h e  amounts o f  savings from wholesale energy purchases f o r  FPL 

FPL and F1 or ida  Power recei  ved savings from who1 esal e energy purchases 

We f i n d  t h a t  t h i s  i ncen t i ve  s t r u c t u r e  w i l l  a l l ow  ratepayers: (1) 

t o  cont inue t o  receive t h e  subs tan t i a l  cos t  reduc t ion  b e n e f i t s  

achieved through the  IOUs’ cu r ren t  l e v e l  o f  non-separated sales;  

and (2 )  t o  b e n e f i t  from a c r e d i t  t o  t h e  f u e l  clause o f  80 percent 

o f  t h e  gains on non-separated sa les  above t h e  threshold.  This 

i n c e n t i v e  s t r u c t u r e  a lso  minimizes t h e  p o s s i b i l i t y  t h a t  the IOUs  

cou ld  be rewarded f o r  behavior t h a t  i s  al ready occur r ing .  The 

IOUs a re  rewarded on ly  for performing b e t t e r  than they performed, 

on average, over the  previous t h r e e  year per iod .  To the  ex ten t  

an IOU surpasses t h e  th resho ld ,  i t s  th resho ld  w i l l  increase f o r  
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t h e  next year.  To t h e  extent an I O U  does no t  surpass t h e  

threshold,  i t s  shareholders w i l l  not  receive as an i ncen t i ve  any 

p o r t i o n  o f  t he  gains t h a t  t h e  I O U  does achieve. 

Why should the  Commission no t  modify the  shareholder i n c e n t i v e  f o r  non- Q 

separated wholesale energy sales as described by Order No. 00-1744? 

A The Commission should not change t h i s  shareholder i n c e n t i v e  f o r  t he  

fol  1 owi ng reasons : 

1. FPL’s and F lo r i da  Power’s proposals represent no th ing  bu t  

a n  attempt t o  r e s t a t e  t h e i r  arguments presented t o  t h e  

p a r t i e s  and Cornmi s s i  on i n several proceedi ngs over several 

years p r i o r  t o  Order No. 00-1744. 

No other p a r t y  nor t h e  Commission has i nd i ca ted  any des i re  

t o  reconsider t he  s i z e  and/or shape o f  t h i s  shareholder 

i ncent i ve . 

2. 

3 .  By Order No. 00-1744, t h e  Commission provided f o r  a 

shareholder i ncen t i ve  w i t h  a uni form s i z e  and shape among 

t h e  u t i l i t i e s .  P r i o r  t o  Order No. 00-1744. each u t i l i t y  

i n te rp re ted  Order No. 12923 (predecessor t o  Order No. 00- 

1744) s l i g h t l y  d i f f e r e n t l y  which evolved i n t o  a shareholder 

i ncen t i ve  o f  non-uniform s i z e  and shape among t h e  u t i l i t i e s .  

If t he  Commission approved one o r  both o f  FPL’s and F l o r i d a  

Power’s proposals, t h e  Commission would regress back t o  a 

non-uniform shareholder i n c e n t i v e  f o r  wholesale energy 

t ransac t ions .  

This shareholder i n c e n t i v e  i s  operat ing as t h e  Commission 4. 
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intended. FPL’s and F lo r ida  Power’s ratepayers have 

experienced a reduc t ion  i n  fue l  costs o f  $31.6 m i l l i o n  and 

$15.2 m i l l i o n ,  respec t i ve l y ,  i n  2001 alone due t o  each 

u t i l i t y ’ s  “normal” e f f o r t s  t o  loca te  and d ispatch  t h e  next 

a v a i  1 ab1 e resource w i t h  the  1 owest margi nal  cos ts ,  

regardless o f  t h a t  resource’s owner. Once t h e  u t i l i t y  has 

created add i t i ona l  value beyond i t s  normal e f f o r t s ,  i t s  

shareholders r e t a i  n 20 percent o f  t h i s  addi ti onal V a l  ue. 

Moreover, i f  a u t i l i t y  f a l l s  short  o f  i t s  th ree-year  moving 

average i n  one year ,  t h e  threshold amount w i l l  be reduced 

i n  t h e  fo l l ow ing  year .  

Th is  shareholder i n c e n t i v e  became e f f e c t i v e  January 1, 2001 

by Order No. PSC-00-2385-FOF-EI, i n  Docket No. OOOOOl-EI, 

issued December 12. 2000. Therefore, t h e  p a r t i e s  and the  

Commission have only one f u l l  year o f  data t o  analyze t h e  

impact t h i s  shareholder i ncen t i ve  has on ratepayers and 

shareholders. No person can analyze one data p o i n t ,  and 

reasonably conclude a change t o  the  s i z e  o r  shape o f  t h i s  

shareholder i n c e n t i v e  i s  necessary and appropr ia te  a t  t h i s  

t ime. 

5 .  

ISSUE 2: What i s  t he  appropr ia te  regu la to ry  treatment f o r  gains and losses 

an investor-owned e l e c t r i c  u t i l i t y  i ncu rs  f rom hedging f u e l  and purchased 

power t ransac t ions  through f u t u r e s  contracts? 

ISSUE 3 :  What i s  the  appropr ia te  regu la to ry  treatment f o r  t h e  premiums an 

investor-owned e l e c t r i c  u t i l i t y  receives and pays f o r  hedging f u e l  and 
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purchased power transactions through options contracts? 

ISSUE 4 :  What i s  the appropriate regulatory treatment for the transaction 

costs an investor-owned electric u t i l i t y  incurs from hedging i t s  fuel and 

purchased power transactions through futures and options contracts? 

Q What i s  the appropriate regulatory treatment for ga ins  and losses from 

hedging a u t i  l i t y ‘ s  fuel transactions through exchange-traded future 

contracts? 

A The Commission should allow recovery through the fuel clause o f  gains 

and losses from exchange-traded futures contracts made pursuant t o  a 

Commission-approved p l a n  t o  hedge natural g a s ,  coal, residual o i l ,  d i s t i l l a te  

o i l ,  and wholesale energy prices. 

Q What is the appropriate regulatory treatment for premiums received and 

p a i d  for hedging a u t i l i t y ’ s  fuel transactions through exchange-traded options 

contracts? 

A The Commission should a l low recovery through the fuel clause o f  premiums 

received and p a i d  for exchange-traded options contracts made pursuant t o  a 

Commission-approved p l a n  t o  hedge natural g a s ,  residual o i l ,  d i s t i l l a te  o i l ,  

and who1 esal e energy prices . 

Q 
for hedging a u t i l i t y ’ s  fuel transactions through swap contracts? 

A The Commission should allow recovery through the fuel clause o f  net 

settlement proceeds for swap contracts made pursuant t o  a Commission-approved 

p lan  t o  hedge natural gas, residual o i l ,  d i s t i l l a t e  o i l ,  and wholesale energy 

prices. 

Q 

What i s  the appropriate regulatory treatment for net settlement proceeds 

What i s  the appropriate regulatory treatment for the transactions costs 
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associated w i t h  a u t i l i t y  hedging i t s  f ue l  t ransac t ions  w i th  fu tures,  swap, 

and opt ions contracts? 

A The Commission should al low recovery through the  fue l  clause o f  

t ransac t i on  fees t o  n o n - a f f i l i a t e d  e n t i t i e s  associated w i t h  fu tu res ,  swap, and 

opt ions  contracts made pursuant t o  a Commission-approved p lan  t o  hedge na tura l  

gas, coa l ,  residual  o i l ,  d i s t i l l a t e  o i l ,  and wholesale energy p r i c e s .  The 

Commission w i l l  review such expenditures t o  a f f i l i a t e d  e n t i t i e s  on a case-by- 

case basis . 

Q 

A Yes. 

Does t h i s  conclude your testimony? 
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E x h i b i t  TFB-1 (Page 1 o f  1) 

I (GWH) 

INVESTOR-OWNED ELECTRIC UTILITIES ’ NATURAL GAS-FIRED 

ELECTRIC GENERATION : 1991, 2001, AND 2011 

1991 2001 2011 

Gul f Power Company 

Tampa E l e c t r i c  Company 

I F l o r i d a  Power Corp. 1 149/<1% I 5,764/14% I 16,091/32% I 

14/4% 127/1% 3,281/26% 

10/<1% 311/2% 10,278/43% 

1 Florida Power & Light  I 12,871/18% I 24,496/25% I84,556/66% I 

Values f o r  1991 and 2001 are ac tua l ;  values f o r  2011 are forecasted: 

percent values represent na tu ra l  g a s - f i r e d  generat ion as a percent o f  ne t  

energy for load 

[Source: U t i l i t i e s ’  1992 and 2002 Ten Year S i t e  Plans I 
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Exh ib i t  TFB-2 (Page 1 o f  1) 

HISTORY OF R I S K  MANAGEMENT 

An essen t ia l  component o f  t he  human c o n d i t i o n  i s  t he  need and des i re  t o  
manage t h e  r i s k  t h a t  he may encounter i n  his d a i l y  l i f e .  Since the  beginning o f  
t ime,  one could c l a s s i f y  each ind i v idua l  i n t o  one o f  two groups: r i sk -seek ing  and 
r i sk -ave rse .  An i n d i v i d u a l  who specu7ates seeks out  r i s k  f o r  p o t e n t i a l  f i n a n c i a l  
ga in .  An i n d i v i d u a l  who hedges avoids r i s k  and values c e r t a i n t y  over h i s  cash 
f l o w  more than p o t e n t i a l  f i n a n c i a l  ga in .  To i l l u s t r a t e  how an i n d i v i d u a l  may 
manage r i s k s  t h a t  he encounters on a d a i l y  bas i s ,  I provide the  f o l l o w i n g  
examples. On any g iven day, I may send a premium t o  an insurance company t o  
p r o t e c t  against  loss f o r  my l i f e ,  hea l th ,  home. or automobile. Also, i f  I p lan  
t o  walk ou ts ide  and a h igh  p r o b a b i l i t y  o f  r a i n  e x i s t s ,  I w i l l  choose t o  c a r r y  an 
umbrella w i t h  me. F i n a l l y .  I have a l loca ted  funds t h a t  I have se t  aside f o r  my 
ret i rement t o  several types o f  investments, ins tead o f  p lac ing  a l l  o f  my funds 
i n t o  a s i n g l e  investment. These examples show t h a t  i d e n t i f y i n g ,  quan t i f y i ng ,  and 
managing r i s k s  t h a t  an i nd i v idua l  may encounter i s  a n  i n t r i n s  c p a r t  o f  l i f e .  

As the  r u l e  o f  l a w  spread throughout t h e  wor ld ,  a s e l l e r  ( e . g . ,  wheat 
farmer) could en ter  i n t o  a forward contract w i t h  a buyer (e .g  , bakery) a t  t h e  
beginning o f  t h e  growing season f o r  a s p e c i f i c  q u a n t i t y  o f  wheat a t  a s p e c i f i c  
p r i c e  on a spec i f i c  d e l i v e r y  date a t  a s p e c i f i c  d e l i v e r y  l oca t i on .  This con t rac t  
provided both t h e  wheat farmer and the  bakery more c e r t a i n t y  over t h e  f o l l o w i n g :  
1) t he  quan t i t y  of wheat the  farmer would d e l i v e r  t o  t h e  bakery: 2)  t h e  l o c a t i o n  
and t i m i n g  o f  d e l i v e r y ;  and 3) t he  p r i c e  t h a t  t h e  bakery would pay t h e  farmer f o r  
h i s  wheat. 

@ 

As commerce increased, buyers and s e l l  e rs  created cent ra l  marketplaces t o  
f a c i l i t a t e  t rade  w i t h  standardized terms and cond i t i ons ,  except f o r  t h e  p r i c e .  
I n  t h e  United Sta tes ,  buyers and se l  l e r s  created approximately 1,600 such 
marketplaces dur ing  t h e  nineteenth century near major r a i  1 heads, i n l  and water 
po r t s ,  and seaports. In 1872, d a i r y  merchants i n  New York created the  Bu t te r  and 
Cheese Exchange o f  New York t o  b r i n g  order t o  t h e  chaot ic  marketplace t h a t  
ex is ted  then. As t h i s  exchange became successful ,  t h e  exchange increased t h e  
number o f  products t raded,  such as eggs, p o u l t r y ,  and d r i e d  f r u i t s .  In  1882. t h e  
exchange changed i t s  name t o  t h e  New York Mercant i le  Exchange (NYMEX) .  During 
t h e  next 120 years,  t h e  NYMEX. through a se r ies  o f  consol idat ions and mergers 
w i t h  other exchanges, has o f fe red  fu tu res  and op t ions  cont rac ts  f o r  numerous 
precious metals and energy commodities. 
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ESTABLISHMENT AND MODIFICATION TO FUEL AND PURCHASED 
POWER COST RECOVERY CLAUSE 

By Chapter 366, F lo r ida  Sta tu tes ,  t h e  Leg is la tu re  delegated i t s  a u t h o r i t y  
t o  se t  ra tes  f o r  each u t i l i t y  t o  t h e  Commission. As an exercise o f  i t s  
ratemaking a u t h o r i t y ,  t he  Commission es tab l i shed and modif ied t h e  f u e l  c lause 
through a se r ies  o f  orders as the  mechanism t o  recover a u t i l i t y ’ s  p ruden t l y -  
incur red  f u e l  costs on a d o l l a r - f o r - d o l l a r  bas is .  I have t raced t h e  o r i g i n s  o f  
t he  cu r ren t  fuel and purchased power cos t  recovery clause ( f u e l  clause) t o  Order 
No. 9273, Docket No. 74680-C1, issued March 7 ,  1980. This order author izes each 
u t i l i t y  t o  c o l l e c t  a l eve l i zed  f a c t o r  t o  recover fue l  and purchased power cos ts  
( f u e l  c o s t s ) ,  adjusted f o r  any over-  o r  under-recovery o f  costs du r ing  t h e  
previous per iod ,  over a six-month p r o j e c t e d  per iod .  I n  add i t i on ,  t h e  u t i l i t y  
would pay ( rece ive)  i n t e r e s t  a t  t he  commercial paper r a t e  for any over-recovery 
(under-recovery) o f  f ue l  costs.  

The Commission has s u b s t a n t i a l l y  mod i f ied  t h e  fue l  clause on f i v e  occasions 
since 1980. F i r s t ,  t he  Commission mandated t h a t  each u t i l i t y  would c r e d i t  80 
percent o f  t h e  gains from i t s  economy energy sales t o  the  fue l  clause by Order 
No. 12923, i n  Docket No. 830001-EU-B, issued January 24, 1984. The remaining 
20 percent o f  these gains would accrue t o  the  u t i l i t y ’ s  shareholders. 
Previously,  t he  Commission would est imate gains from these sales dur ing  a base 
r a t e  proceeding and ad jus t  the  u t i l i t y ’ s  revenue requirements accord ing ly .  

Second, the  Commission provided each p a r t y  the  oppor tun i ty  f o r  a “mid- 
course co r rec t i on ”  t o  a u t i l i t y ’ s  f u e l  f a c t o r  when the  u t i l i t y  experiences a 
g rea ter  than 10 percent p o s i t i v e  o r  negat ive  variance between f u e l  revenues and 
costs by Order No. 13694. i n  Docket No. 840001-EI-B, issued September 24, 1984. 

a 

Th i rd .  t h e  Commission standardized t h e  types o f  f ue l  costs e l i g i b l e  f o r  
recovery through the  f u e l  clause by Order No. 14546, i n  Docket No. 850001-EI-B. 
issued J u l y  8, 1985, Thi s order provides c l  ear regul  a to ry  guidance about whether 
a u t i l i t y  can recover a cos t  through base r a t e s  o r  t he  fue l  clause. 

Fourth, t h e  Commission lengthened t h e  recovery per iod  from s i x  t o  twe lve  
months by Order No. PSC-98-0691-FOF-PU. i n  Order No. 980269-PU, issued May 19, 
1998. The Commission re -a f f i rmed  t h i s  dec i s ion  by Order No. PSC-01-1665-PAA-EIr 
i n  Docket No. 010001-EI,  issued August 15, 2001. 

F i f t h .  t he  Commission mod i f ied  t h e  shareholder i ncen t i ve  p rov i s ions  
establ ished i n  Order No. 12923 f o r  economy energy sa les .  The Commission s t a t e d  
t h a t  a u t i l i t y ’ s  shareholders would rece ive  20 percent o f  t he  gains from a l l  non- 
separated wholesale energy sales,  except f o r  emergency sales,  a f t e r  t h e  u t i  1 i t y  
exceeds t h e  previous th ree  year moving average of gains ( th resho ld)  f rom these 
sales by Order No. PSC-00-1744-PAA-EII i n  Docket No. 991779-EL issued September 
26. 2000. 
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COMPONENTS OF A UTILITY’S FUEL PROCUREMENT R I S K  MANAGEMENT PLAN ~ 

When a u t i l i t y  f i l e s  i t s  f u e l  procurement r i s k  management p lan  w i t h  the  
Commission, t h i s  p lan  should i n c  ude informat ion regarding t h e  fo l l ow ing  
components: 

1. 
2 .  
3. 

4. 
5. 

6. 

7 .  

8. 
9 .  

10. 

11. 

12. 

13. 
14. 

15. 

I d e n t i f y  ove ra l l  q u a n t i t a t i v e  md q u a l i t a t i v e  r i s k  management ob jec t i ves ;  
I d e n t i f y  minimum quan t i t y  o f  f u e l  t o  be hedged; 
I d e n t i f y  and quan t i f y  each r i s k ,  general and s p e c i f i c ,  t h a t  t he  u t i l i t y  
may encounter w i t h  i t s  f u e l  procurement; 
Describe t h e  u t i l i t y ’ s  overs igh t  o f  i t s  f ue l  procurement a c t i v i t i e s :  
V e r i f y  t h a t  t h e  u t i l i t y  provides i t s  f ue l  procurement a c t i v i t i e s  w i t h  
independent and unavoidable ove rs igh t ;  
Describe t h e  u t i l i t y ’ s  corporate r i s k  pol i c y  regarding f u e l  procurement 
a c t i v i t i e s ;  
V e r i f y  t h a t  t h e  u t i l i t y ’ s  corporate r i s k  p o l i c y  c l e a r l y  del ineates 
i n d i v i d u a l  and group t ransac t i on  l i m i t s  and au tho r i za t i ons  f o r  a l l  f u e l  
procurement a c t i v i t i e s ;  
Describe t h e  u t i l i t y ’ s  s t ra tegy  t o  f u l f i l l  i t s  r i s k  management ob jec t ives ;  
V e r i f y  t h a t  t h e  u t i l i t y  has s u f f i c i e n t  p o l i c i e s  and procedures t o  
implement i t s  s t ra tegy ;  
I nd i ca te  the  number and type o f  personnel who are responsible f o r  
f u l f i l l i n g  t h e  u t i l i t y ’ s  r i s k  management ob jec t ives ;  
V e r i f y  t h a t  t he  u t i l i t y  has a s u f f i c i e n t  number and type o f  personnel who 
can f u l f i l l  i t s  r i s k  management ob jec t i ves .  
Describe the  u t i l i t y ’ s  cos t  e f f e c t i v e  response t o  each general and 
s p e c i f i c  r i s k  associated w i t h  i t s  f u e l  procurement; 
Describe t h e  u t i l i t y ’ s  r e p o r t i n g  system f o r  f ue l  procurement a c t i v i t i e s ;  
Ve r i f y  t h a t  t h e  u t i l i t y ’ s  repo r t i ng  system c o n s i s t e n t l y  and 
comprehensively i d e n t i f i e s .  measures, and monitors a l l  forms o f  r i s k  

w i t h  fue l  procurement a c t i v i t i e s ;  and 
l i t y  has cu r ren t  l i m i t a t i o n s  i n  implementing c e r t a i n  hedging 
t h a t  would provide a n e t  b e n e f i t  t o  ratepayers,  provide the  
a p lan  f o r  developing t h e  resources, p o l i c i e s ,  and procedures 
ng t h e  a b i l i t y  t o  use e f f e c t i v e l y  the  hedging technique. 

associated 
I f  t he  u t i  
techniques 
d e t a i l s  o f  
f o r  acquir  
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Tota l  Fuel Cost S t a t i s t i c a l  Measures f o r  F lo r i da  Power & L i g h t ,  
Company, F lo r i da  Power Corporation, Gu l f  Power Company, 
and Tampa E l e c t r i c  Company: Ju l y  1996 through June 2001 

~~~~ ~ 

cents per kwh I FPL 

Average I 2.07 

Standard Dev ia t ion  I 0.59 

Mid-course cor rec t ions  1 3 

FPC 

2.08 
0.37 

4 

GULF I TECO 

1.73 1 2.10 
0.18 I 0.14 

O I  2 

Source: Monthly Schedule A3 f o r  each u t i l i t y  from J u l y  1996 - June 2001 

The data i n  t h i s  t a b l e  i n d i c a t e  the  costs and cost v o l a t i l i t y  t h a t  each 
u t i l i t y  experienced i n  i t s  monthly t o t a l  f ue l  costs from J u l y  1996 through June 
2001. When reading data i n  t h i s  t a b l e ,  higher values i n  t h e  “average” row 
i n d i c a t e  t h a t  t he  u t i l i t y  recovered higher fue l  costs from i t s  ratepayers. Also,  
higher values i n  the  “standard dev ia t ion”  row i n d i c a t e  t h a t  t he  u t i l i t y  
experienced higher f u e l  cos t  v o l a t i l i t y .  

The t a b l e  also i nd i ca tes  the  number o f  mid-course co r rec t i ons  t h a t  t h e  
Commission approved f o r  each u t i l i t y  dur ing t h i s  t ime pe r iod .  A u t i l i t y ’ s  
ratepayers experience t h e  u t i l i t y ’ s  f u e l  cost  v o l a t i l i t y  most d i r e c t l y  and 
immediately through a mid-course co r rec t i on .  General ly speaking, a u t i l i t y  which 
experiences high f u e l  cost  v o l a t i l i t y  w i l l  seek mid-course co r rec t i ons  from the  
Commission more f requent ly ,  
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COMPARISON OF “HIGH BILL” COMPLAINTS FILED WITH COMMISSION 

F l o r i d a  Power & L i g h t  

F1 o r i  da Power 

Tampa E l e c t r i c  

Compl a i  n t s  : Complaints : % Change 
Jan00 - JunOO May01 - OctOl 

32 142 344% 

16 57 256% 
12 25 108% 

I Source: Commission’s D i v i s i o n  o f  Consumer A f f a i r s  I 
During t h e  pe r iod  June 2000 through A p r i l  2001, t h e  ra tes  f o r  the t h r e e  

l a r g e s t  u t i l i t i e s  rose s u b s t a n t i a l l y  f o r  a l l  r a t e  c lasses. A r e s i d e n t i a l  
customer o f  F lo r i da  Power & L i g h t  Company (FPL)  who uses 1,000 k i lowat t -hour  
monthly ( t y p i c a l  r e s i d e n t i a l  ratepayer)  experienced a 26 percent increase i n  h i s  
t o t a l  b i l l  dur ing  t h i s  t ime per iod.  Typical  r e s i d e n t i a l  ratepayers f o r  F l o r i d a  
Power Corporation (F lo r i da  Power) and Tampa E l e c t r i c  Company (Tampa E l e c t r i c )  
experienced 12 percent and seven percent increases i n  t h e i r  t o t a l  b i l l s  dur ing  
t h i s  t ime per iod,  respec t i ve l y .  

I a t t r i b u t e  most o f  these t o t a l  b i l l  increases t o  an increase i n  each 
u t i l i t y ’ s  f u e l  f a c t o r .  I be l i eve  t h a t  a u t i l i t y ’ s  ratepayers are s e n s i t i v e  t o  
changes i n  t h e  u t i l i t y ’ s  r a t e s .  As I i l l u s t r a t e  i n  t h e  t a b l e  above, t h e  
Commission experienced sharp increases i n  “h igh b i l l ”  complaints from each 
u t i l i t y ’ s  ratepayers. A reasonable person can i n f e r  f rom these data t h a t  a 
u t i l i t y ’ s  ratepayers value r a t e  s t a b i l i t y .  
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E x h i b i t  TFB-7 (Page 1 o f  2)  

EXAMPLE OF A UTILITY ENGAGING I N  FUTURES CONTRACTS 
TO HEDGE ITS NATURAL GAS COSTS 

A u t i l i t y  can hedge i t s  na tura l  gas costs w i t h  exchange-traded fu tu res  
cont rac ts .  I n  a small m i n o r i t y  o f  fu tu res  cont rac ts  purchased, a u t i l i t y  would 
purchase and receive d e l i v e r y  o f  a commodity, such as na tu ra l  gas, through 
fu tu res  cont rac ts  i n  t h e  fo l l ow ing  manner. Assume a u t i l i t y  wishes t o  hedge 25 
percent o f  i t s  December 2 O O X  natura l  gas requirements ( f o u r  m i l l i o n  MMBtu) on 
August 7 ,  2OOX. Because one NYMEX na tura l  gas fu tu res  con t rac t  i s  equivalent t o  
10,000 MMBtu, t he  u t i l i t y  i n s t r u c t s  i t s  broker t o  purchase 400 na tura l  gas 
fu tu res  cont rac ts  a t  t h e  NYMEX f o r  December 2OOX d e l i v e r y  a t  e i t h e r  a s p e c i f i c  
p r i c e ,  t h e  p r e v a i l i n g  market p r i c e ,  o r  no more than a maximum p r i c e .  Assume t h a t  
t h e  broker bought these 400 fu tu res  cont rac ts  f o r  an average p r i c e  o f  $2.50 per 
MMBtu. 

During the  month p r i o r  t o  de l i ve ry .  t h e  u t i l i t y  informs t h e  NYMEX t h a t  t h e  
u t i l i t y  wishes t o  rece ive  d e l i v e r y  o f  i t s  f o u r  m i l l i o n  MMBtu a t  the  c o n t r a c t ’ s  
d e l i v e r y  p o i n t ,  Henry Hub i n  Louisiana. The NYMEX then matches t h e  u t i l i t y ’ s  400 
fu tu res  cont rac ts  w i t h  one o r  more s e l l e r s  who can d e l i v e r  four  m i l l i o n  MMBtu o f  
na tu ra l  gas dur ing December. Once t h e  u t i l i t y  has received d e l i v e r y  o f  i t s  
na tura l  gas, t he  u t i l i t y  pays NYMEX $10 m i l l i o n  f o r  t h e  na tu ra l  gas ($2.50 per 
MMBtu x four  m i l l i o n  MMBtu). Then, NYMEX compensates t h e  s e l l e r b )  based upon 
t h e  p r i c e  o f  t he  December 2OOX natura l  gas fu tu res  con t rac t  when the  s e l l e r ( s )  
so ld  i t s  ( t h e i  r )  con t rac ts .  

However, i n  t h e  overwhelming m a j o r i t y  o f  f u tu res  cont rac ts  purchased, t h e  
buyer executes an o f f s e t t i n g  t rade  t o  c lose  ou t  h i s  p o s i t i o n  p r i o r  t o  rece iv ing  
d e l i v e r y  o f  t h e  commodity. For example, t h e  p r i c e  o f  a na tu ra l  gas fu tu res  
cont rac t  f o r  December d e l i v e r y  i s  $2.50 per MMBtu on August 7 ,  2OOX. The p r i c e  
f o r  na tura l  gas on t h e  spot market i s  $2.70 per MMBtu. U t i l i t y  A which 
an t i c ipa tes  burning a t  l e a s t  100,000 MMBtu o f  na tu ra l  gas i n  December purchases 
10 na tura l  gas con t rac ts .  U t i l i t y  A had p rev ious l y  entered i n t o  a con t rac t  w i t h  
Suppl ier  X t o  receive 100,000 MMBtu w i t h  t h e  p r i c e  indexed t o  t h e  spot market. 
U t i l i t y  A has now es tab l i shed i t s  na tura l  gas costs a t  $2.50 per MMBtu regardless 
the  d i r e c t i o n  o f  na tu ra l  gas p r i ces  between August 7 and t h e  l a s t  t r a d i n g  day o f  
t h e  December 2OOX na tu ra l  gas fu tu res  con t rac ts .  The f o l l o w i n g  two scenarios 
demonstrate: 
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Exh ib i t  TFB-7 (Page 2 o f  2) 

Purchases 100,000 MMBtu 
o f  natural  gas a t  $3 .00  
per MMBtu 

Scenario 1 - Prices Rise 

~~ 

Se l l s  10 cont rac ts  f o r  
Dec d e l i v e r y  a t  $3.00 
per MMBtu 

On November 25, 200X. the  p r i c e  o f  a na tu ra l  gas fu tu res  cont rac t  f o r  
December d e l i v e r y  has r i s e n  t o  $3.00 per MMBtu. The p r i c e  f o r  na tu ra l  gas on t h e  
spot market i s  also $3.00 per MMBtu. Suppl ier  X de l i ve rs  100,000 MMBtu o f  
na tu ra l  gas t o  U t i l i t y  A a t  $3.00 per MMBtu. However, U t i l i t y  A s e l l s  i t s  10 
na tu ra l  gas fu tu res  cont rac ts  a t  $3.00 per MMBtu. a $0.50 per MMBtu gain i n  t h e  
fu tu res  market. Therefore, U t i l i t y  A ’ s  e f f e c t i v e  na tura l  gas p r i c e  i n  December 
i s  $2.50 per MMBtu. 

Purchases 100,000 MMBtu 
o f  na tura l  gas a t  $2.25 
per MMBtu 

D a t e  

S e l l s  10 cont rac ts  f o r  
Dec d e l i v e r y  a t  $2.25 
per MMBtu 

August 7 ,  2OOX 

November 25, 2OOX 

1 Futures Market I Cash Market 

Purchases 1 0  cont rac ts  
f o r  Dec d e l i v e r y  a t  
$2.50 per MMBtu 

Scenario 2 - Pr ices F a l l  

On November 25, 200X. the  p r i c e  o f  a na tu ra l  gas fu tu res  con t rac t  f o r  * 
December d e l i v e r y  has f a l l e n  t o  $2.25 per MMBtu. The p r i c e  f o r  na tu ra l  gas on 
t h e  spot market i s  a l so  $2.25 per MMBtu. Supp l ie r  X d e l i v e r s  100,000 MMBtu o f  
na tura l  gas t o  U t i l i t y  A a t  $2.25 per MMBtu. However, U t i l i t y  A s e l l s  i t s  10 
na tura l  gas fu tu res  cont rac ts  a t  $2.25 per MMBtu, a $0.25 per MMBtu loss i n  t h e  
fu tu res  market. Therefore, U t i l i t y  A’s e f f e c t i v e  na tu ra l  gas p r i c e  i n  December 
i s  $2.50 per MMBtu. 

D a t e  I Cash Market I Futures Market 

August 7 ,  2OOX Purchases 10 cont rac ts  
f o r  Dec d e l i v e r y  a t  
$2.50 per MMBtu 

November 25, 2OOX 
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EXAMPLE OF A UTILITY ENGAGING I N  OPTIONS CONTRACTS 
TO HEDGE ITS NATURAL GAS COSTS 

A u t i l i t y  can hedge i t s  na tu ra l  gas costs w i t h  exchange-traded options 
con t rac ts .  I n  a small m i n o r i t y  o f  opt ions cont rac ts  purchased, a u t i l i t y  would 
purchase and receive de l i ve ry  o f  a commodity, such as na tura l  gas, through ca77 
opt ions cont rac ts  i n  the  fo l l ow ing  manner. A u t i l i t y  would purchase and receive 
d e l i v e r y  o f  a commodity, such as na tu ra l  gas, through an options con t rac t  i n  the  
f o l l o w i n g  manner. Assume t h a t  t he  same u t i l i t y  i n  TFB-7 wishes t o  hedge an 
add i t i ona l  500,000 MMBtu o f  i t s  December 2OOX natura l  gas requirements on August 
7 .  200X i n  case residual  o i l  p r i c e s  are more expensive than na tu ra l  gas f o r  
December 200X de l i ve ry .  Because one NYMEX na tura l  gas opt ions con t rac t  i s  
equ iva len t  t o  10,000 MMBtu, t h e  u t i l i t y  would i n s t r u c t  i t s  broker t o  purchase 50 
na tu ra l  gas c a l l  options cont rac ts  a t  t he  NYMEX f o r  December 2OOX d e l i v e r y  a t  a 
s p e c i f i c  s t r i k e  p r i c e  a t  e i t h e r  a s p e c i f i c  premium, the  p r e v a i l i n g  market 
premium, o r  no more than a maximum premium. Further,  assume t h a t  t h e  broker 
bought these 50 contracts w i t h  a $2.50 per MMBtu s t r i k e  p r i c e  for an average 
premium o f  $0 .06  per MMBtu. The u t i l i t y  now has the  r i g h t ,  b u t  not t h e  
o b l i g a t i o n ,  t o  purchase 500,000 MMBtu o f  na tu ra l  gas a t  $2.50 per  MMBtu f o r  
December 2OOX del i v e r y  through t h e  NYMEX. The u t i  1 i t y  would pay $30,000 t o  NYMEX 
f o r  t h i s  r i g h t .  L e t ’ s  assume t h a t  i t  i s  now November 1, 2OOX. The u t i l i t y  needs 
those add i t i ona l  500,000 MMBtu o f  na tu ra l  gas, and i n s t r u c t s  i t s  broker t o  
exercise i t s  50 options cont rac ts .  The u t i l i t y  now owns 50 a d d i t i o n a l  na tura l  
gas fu tu res  cont rac ts  a t  a p r i c e  o f  $2.50 per MMBtu. From t h i s  t ime u n t i l  
d e l i v e r y  o f  t h e  na tura l  gas, t h e  process i s  s i m i l a r  t o  what I descr ibed i n  TFB- 
7 .  

Also, remember t h a t  t h e  u t i l i t y  bought t h e  r i g h t  f o r  $30,000 t o  purchase 
500,000 MMBtu o f  na tura l  gas a t  $2.50 per MMBtu f o r  December 2002 d e l i v e r y  
through t h e  NYMEX. Assume t h a t  t h e  u t i l i t y  does not need those e x t r a  500,000 
MMBtu o f  na tura l  gas a f t e r  a l l .  The u t i l i t y  can e i t h e r  c lose ou t  i t s  p o s i t i o n  
w i t h  an o f f s e t t i n g  t rade  o r  a l l ow  i t s  op t ions  t o  exp i re  worthless.  Even i f  t h e  
opt ions exp i re  worthless, t h e  u t i l i t y  may have acted i n  t h e  most cos t  e f f e c t i v e  
manner t o  acquire those ex t ra  500,000 MMBtu o f  na tura l  gas. 

However, i n  t h e  overwhelming m a j o r i t y  o f  opt ions cont rac ts  purchased, t h e  
buyer executes an o f f s e t t i n g  t rade  t o  c lose  ou t  h i s  p o s i t i o n  p r i o r  t o  r e c e i v i n g  
d e l i v e r y  o f  t he  commodity. For example, t h e  p r i c e  o f  a n a t u r a l  gas fu tu res  
cont rac t  f o r  December d e l i v e r y  i s  $2.50 per MMBtu on August 7 ,  2OOX. The p r i c e  
f o r  na tura l  gas on t he  spot market i s  $2.30 per MMBtu. U t i l i t y  A which 
an t i c ipa tes  burning a t  l e a s t  100,000 MMBtu o f  na tura l  gas in December purchases 
10 na tura l  gas c a l l  options cont rac ts  a t  $0 .05  per MMBtu premium. U t i l i t y  A w i l l  
exercise these c a l l  options i f  t h e  p r i c e  on t h e  l a s t  t r a d i n g  day f o r  December 
na tura l  gas de l i ve ry  i s  g rea ter  than $2.55 per  MMBtu. Otherwise, these  cal l  
options w i l l  exp i re  worthless.  U t i l i t y  A had prev ious ly  entered i n t o  a con t rac t  
w i t h  Supplier X t o  receive 100,000 MMBtu w i t h  the  p r i c e  indexed t o  t h e  spot 
market. U t i l i t y  A has now es tab l i shed i t s  na tu ra l  gas costs a t  no g rea te r  than 
$2.55 per MMBtu regardless t h e  d i r e c t i o n  o f  na tu ra l  gas p r i ces  between August 7 
and the  l a s t  t r a d i n g  day o f  t h e  December 2 O O X  na tura l  gas con t rac ts .  The 
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f o l l ow ing  two scenarios demonstrate: 

E x h i b i t  TFB-8 (Page 2 o f  3) 

Scenario 1 - Pr ices Rise 

On November 25. Z O O X ,  the  p r i c e  o f  a natural  gas f u t u r e s  c o n t r a c t  f o r  
December d e l i v e r y  has r i s e n  t o  $3.00 per MMBtu. The p r i c e  f o r  na tu ra l  gas on the  
spot market i s  a lso  $3.00 per MMBtu. Supplier X d e l i v e r s  100,000 MMBtu o f  
na tura l  gas t o  U t i l i t y  A a t  $3 .00  per MMBtu. However, U t i l i t y  A exercises i t s  
4 0  na tura l  gas call  opt ions cont rac ts  a t  $2.50 per MMBtu and then s e l l s  i t s  10  
na tura l  gas cont rac ts  a t  $3.00 per MMBtu. T h i s  ac t i on  r e s u l t s  i n  a $0.50 per 
MMBtu ga in  i n  the fu tu res  market, Therefore. U t i l i t y  A ' s  e f f e c t i v e  na tura l  gas 
p r i c e  i n  December i s  $2.55 per MMBtu. 

Date 

August 7 ,  2 O O X  

November 25, 200X 

Options Market 

Purchases 1 0  
na tura l  gas 
$2.50 c a l l  
opt ions a t  
$0.05 per 
MMBtu 

Exercises 1 0  
na tura l  gas 
$2.50 c a l l  
opt i ons 

Cash Marke t  

Purchases 
100,000 
MMBtu o f  
na tura l  gas 
a t  $3.00 per 
MMBtu 

Futures Market 

S e l l s  10  cont rac ts  
f o r  Dec d e l i v e r y  a t  
$3.00 per MMBtu 
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Cash Market 

Scenario 2 - Prices F a l l  

Futures Marke t  

On November 25, 200X, t he  p r i c e  o f  a natura l  gas fu tu res  cont rac t  f o r  
December d e l i v e r y  has f a l l e n  t o  $2.25 per MMBtu. The p r i c e  for natura l  gas on 
t h e  spot market i s  a lso  $2.25 per MMBtu. Suppl ier  X d e l i v e r s  100,000 MMBtu o f  
na tu ra l  gas  t o  U t i l i t y  A a t  $2.25 per MMBtu. However, U t i l i t y  A does no t  
exercise i t s  10 na tura l  gas c a l l  options because t h e  spot p r i c e  i s  less  than t h e  
s t r i k e  p r i c e .  U t i l i t y  A al lows these opt ions t o  exp i re  worthless.  Therefore. 
U t i l i t y  A ’ s  e f f e c t i v e  na tura l  gas  p r i c e  i n  December i s  $2.30 per MMBtu. 

Date I Options Market 

August 7 ,  2OOX Purchases 10 
natura l  gas 
$2.50 c a l l  
opt ions a t  
$0.05 per 
MMBtu 

~~ 

November 25, 2 O O X  Allows the  10 
na tura l  gas 
$2.50 c a l l  
opt ions t o  
expi r e  
worth 1 ess 

Purchases 
100,000 
MMBtu o f  
na tura l  gas 
a t  $2.25 per 
MMBtu 
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E x h i b i t  TFB-g(Page 1 o f  1) 

EXCERPTS FROM ORDER NO. 14546, DOCKET NO. 850001-EI-B, 
ISSUED JULY 8, 1985, PAGES 4-5 

As a r e s u l t  o f  [ t he  Commission’s] determinations i n  t h i s  proceeding, 
p rospec t i ve l y ,  t h e  f o l l o w i n g  charges are proper ly  considered i n  t h e  computation 
o f  t h e  average inventory  p r i c e  o f  fuel used i n  t h e  development o f  f ue l  expense 
i n  t h e  u t i l i t i e s ’  f u e l  cos t  recovery clauses: 

1. 
2. 
3. 
4. 

5.  
6. 
7 .  

8. 

9 .  
10 

The invo ice  p r i c e  o f  f u e l .  
Any rev i s ions  t o  t h e  invo ice  p r i c e .  
Any q u a l i t y  and/or quan t i t y  adjustments t o  the  i nvo i ce  p r i c e .  
Transportat ion costs t o  the  u t i l i t y  system, i nc lud ing  de ten t ion  o r  
demurrage. 
Federal and s t a t e  taxes and purchasing agents’ commissions. 
P o r t  charges. 
A l l  q u a n t i t y  and/or q u a l i t y  inspect ions performed by independent 
inspec tors .  
A l l  add i t i ves  blended w i th  fue l  p r i o r  t o  burning o r  i n j e c t e d  i n t o  
t h e  b o i l e r  f i r i n g  chamber along w i t h  f u e l .  
Inventory adjustments due t o  volume and/or p r i c e  adjustments. 
Fossi 1 f u e l  - r e l a t e d  costs normally recovered through base ra tes  b u t  
which were no t  recognized o r  a n t i c i p a t e d  i n  the  cost l e v e l s  used t o  
determine cu r ren t  base ra tes  and which, i f  expended, w i l l  r e s u l t  i n  
f u e l  savings t o  customers. Recovery o f  such costs should be made on 
a case-by-case basis a f t e r  Commission approval . 

The f o l l o w i n g  types o f  f o s s i l  f ue l  - r e l a t e d  costs are more appropr ia te ly  
considered i n  t h e  computation o f  base ra tes :  

1. Operations and maintenance expenses a t  generat ing p lan ts  o r  system 
storage f a c i  1 i ti es . This i nc l  udes unl  oadi ng and f u e l  hand1 i ng costs 
a t  t h e  generat ing p l a n t  o r  storage f a c i l i t y .  

2.  Transportat ion charges between dedicated storage f a c i  1 i ti es and 
generating p l a n t s .  

3.  Fuel procurement admi n i  s t r a t i  ve func t i ons  . 
4 .  Fuel add i t i ves  ne i the r  blended w i t h  f u e l  p r i o r  t o  burning nor 

i n j e c t e d  i n t o  t h e  b o i l e r  f i r i n g  chamber along w i t h  f u e l .  
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DEFINITION AND HYPOTHETICAL EXAMPLE OF EACH TYPE OF R I S K  THAT 
A UTILITY MAY EXPERIENCE WITH ITS FUEL PROCUREMENT TRANSACTIONS 

Event r i s k  i s  t he  uncer ta in ty  r e l a t e d  t o  the  occurrence o f  random events. 
An example o f  a hypothet ical  event r i s k  i s :  During the  months o f  August and 
September o f  each year ,  t h e  p r o b a b i l i t y  t h a t  a t r o p i c a l  storm o r  hur r i cane may 
develop i n  o r  move i n t o  na tura l  gas-producing areas o f  the  Gu l f  o f  Mexico i s  
h igh .  When t h i s  events occurs, na tu ra l  gas p r i ces  experience a shor t - te rm 
increase. 

P r i ce  r i s k  i s  t h e  uncer ta in ty  r e l a t e d  t o  t h e  market value o f  assets and 
l i a b i l i t i e s ,  both physical  and f i n a n c i a l .  An example o f  a hypothe t ica l  p r i c e  
r i s k  i s :  The market p r i c e  o f  na tura l  gas changes instantaneously 24 hours per 
day, 365 days per year due t o  p o l i t i c a l ,  economic, weather, and random events. 

Basis  r i s k  i s  t h e  uncer ta in ty  r e l a t e d  t o  p r i c e  f l u c t u a t i o n s  between two 
d i f f e r e n t  products, l oca t i ons ,  o r  t ime per iods .  An example o f  a hypo the t i ca l  
bas is  r i s k  i s :  The p r i c e  d i f f e rence  between na tu ra l  gas a t  Henry Hub i n  Louisiana 
and na tu ra l  gas i n  the  F l o r i d a  Gas Transmission zone t h a t  U t i l i t y  X i s  l oca ted  
changed from f i v e  cents t o  t e n  cents.  

Counterparty r i s k  i s  t he  unce r ta in t y  r e l a t e d  t o  performance i n  payment o r  
d e l i v e r y  by a counterparty. An example o f  a hypothet ical  counterparty r i s k :  
Suppl ier  Y defaul ted on i t s  con t rac t  w i t h  U t i l i t y  X t o  provide 100,000 MMBtu o f  
na tu ra l  gas per day. U t i l i t y  X replaced t h i s  na tura l  gas w i t h  a spot market 
purchase a t  a p r i c e  25 cents above t h e  market p r i c e .  

0 

Modeling r i s k  i s  t h e  unce r ta in t y  r e l a t e d  t o  inaccurate o r  i n c o r r e c t  
fo recas ts .  An example o f  a hypothe t ica l  modeling r i s k  i s :  The model t h a t  U t i l i t y  
X uses t o  model t h e  economic dispatch o f  i t s  system cons is ten t l y  underestimates 
t h e  amount o f  U t i l i t y  X ’s  na tura l  g a s - f i r e d  generation. U n t i l  U t i l i t y  X 
recognizes and cor rec ts  t h i s  model’s e r r o r ,  U t i l i t y  X must purchase n a t u r a l  gas 
on t h e  spot market a t  t h e  l a s t  minute a t  20 cents higher than t h e  market p r i c e .  

Volume r i s k  i s  t he  uncer ta in ty  r e l a t e d  t o  a numerical d i f f e r e n c e  between 
t h e  u t i l i t y ’ s  scheduled energy supply and fo recas t  load. An example o f  a 
hypothe t ica l  volume r i s k  i s :  The af ternoon maximum temperature i n  U t i l i t y  X‘s 
major populat ion center was 103 degrees Fahrenheit on Ju l y  24, 2002. U t i l i t y  X’s 
na tu ra l  gas - f i r ed  generation f o r  t h a t  day was 20 percent higher than expected. 
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Shaping r i s k  i s  t he  uncer ta in ty  r e l a t e d  t o  a t im ing  d i f f e rence  between the  
u t i l i t y ’ s  scheduled energy supply and forecast load. An example o f  a 
hypothet ical  shaping r i s k  i s :  Assume t h a t  U t i l i t y  X’s meteorologist  c o r r e c t l y  
forecasted J u l y  24, 2002’s  afternoon maximum temperature o f  103 degrees 
Fahrenheit i n  U t i l i t y  X ’ s  ma jo r  populat ion center.  On the  previous day, U t i l i t y  
X p ro jec ted  t h a t  an add i t i ona l  100 MN would be needed f o r  i t s  system between 2:OO 
P.M.  and 6:OO P.M. t he  f o l l o w i n g  day. U t i l i t y  X purchased 100 MW o f  must-run 
wholesale energy from Merchant Plant Z f o r  t he  hours o f  6:OO A.M. t o  6:OO P . M .  
Although t h i s  100 MW wholesale energy purchase s a t i s f i e d  U t i l i t y  X‘s  incremental 
demand i n  t h e  afternoon, t h i s  must-run purchase a lso  displaced otherwise economic 
na tura l  g a s - f i r e d  generation i n  U t i l i t y  X’s  d ispatch queue from 6:OO A.M. t o  9:00 
A.M.  
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TYPES OF HEDGING TECHNIQUES 

Phys i ca 1 

When a u t i l i t y  enters a con t rac t  w i th  one o r  more counterpart ies t o  
accept d e l i v e r y  o f  a spec i f i ed  amount o f  f u e l ,  the  u t i l i t y  i s  employing a 
physical  hedging technique. A u t i l i t y  can implement physical  hedging techniques 
t o  respond cos t  e f f e c t i v e l y  t o  pr ice,  b a s i s ,  volumetr ic,  and shaping r i s k s  t h a t  
a u t i l i t y  may encounter w i t h  f u e l  procurement. 

A u t i l i t y  can enter a con t rac t  w i t h  one o r  more counterpar t ies  t o  accept 
f u e l  f o r  a f i x e d  p r i c e  t o  manage p r i c e  and bas is  r i s k .  When a u t i l i t y  enters a 
f i x e d  p r i c e  con t rac t  f o r  f u e l ,  t h e  s e l l e r  assumes the  inherent  r i s k s  associated 
w i t h  changes i n  t he  fue l  p r i c e  and bas is  from the  date the  con t rac t  i s  signed t o  
the  end o f  t h e  con t rac t .  However, t h e  u t i l i t y  knows i t s  costs f o r  t h a t  f u e l  
quan t i t y  dur ing  t h a t  per iod  w i t h  c e r t a i n t y .  

On t h e  o ther  hand, t h e  u t i l i t y  loses the  oppor tun i ty  t o  take  advantage o f  
any fue l  p r i c e  decrease. When a u t i l i t y  enters a f i x e d  p r i c e  con t rac t  f o r  f u e l ,  
t h e  u t i l i t y  should negot ia te  w i t h  as much in fo rmat ion  a v a i l a b l e  t o  t h e  u t i l i t y  
a t  t h a t  t ime.  However, unforeseen events may cause the  f u e l  p r i c e  on the  spot 
market t o  d e c l i n e  from the date t h e  cont rac t  i s  sisned t o  t h e  end o f  the 

0 cont rac t .  I f  t h e  u t i l i t y  enters a f i x e d  p r i c e  cont rac t  w i t h  as much in fo rmat ion  
as possible,  a p o t e n t i a l  dec l i ne  i n  the  spot market p r i c e  i s  acceptable i n  
r e t u r n  f o r  c e r t a i n  f u e l  p r i ces .  

A u t i l i t y  can a lso  enter a con t rac t  w i t h  one or more counterpar t ies  t o  
accept a s p e c i f i e d  quan t i t y  o f  f u e l  t o  manage vo lumet r ic  r i s k .  This cont rac t  
w i l l  provide t h e  u t i l i t y  c e r t a i n t y  t h a t  t he  u t i l i t y  has a s p e c i f i e d  fue l  quan t i t y  
a t  i t s  generating u n i t s .  However, some counterpart ies may i n s i s t  upon a “ take- 
or-pay” clause i n  i t s  con t rac t  w i t h  a u t i l i t y .  A “ take-or-pay” clause 
e s s e n t i a l l y  s ta tes  t h a t  t h e  u t i l i t y  must accept d e l i v e r y  o r  pay f o r  a minimum 
amount o f  f u e l  dur ing  a given t ime  per iod .  Under t h e  appropr ia te  circumstances, 
a “ take-or-pay” clause i s  acceptable i n  r e t u r n  f o r  a s p e c i f i e d  f u e l  quan t i t y .  

A u t i l i t y  can enter a con t rac t  w i t h  one o r  more counterpar t ies  w i t h  an 
options t o  make o r  accept d e l i v e r y  o f  a s p e c i f i e d  q u a n t i t y  o f  f u e l  t o  manage 
shaping r i s k .  These cont rac ts  w i l l  p rov ide  t h e  u t i l i t y  w i t h  more f l e x i b i l i t y  t o  
match i t s  load w i t h  i t s  system resources. For example, l e t ’ s  assume t h a t  U t i l i t y  
X has a s u f f i c i e n t  supply o f  na tu ra l  gas and res idua l  o i l  f o r  i t s  system 
resources under most l i k e l y  load and f u e l  p r i c e  fo recas ts .  However, i f  na tura l  
gas pr ices  r i s e  r e l a t i v e  t o  res idua l  o i l ,  U t i l i t y  X w i l l  have t o o  much na tura l  
gas and no t  enough res idua l  o i l  as U t i l i t y  X dispatches i t s  res idua l  o i l - f i r e d  
asse ts  more f requen t l y  than i t s  na tu ra l  g a s - f i r e d  assets. I n  t h i s  instance, 
U t i l i t y  X should have cont rac ts  i n  p lace  t o  purchase a d d i t i o n a l  res idua l  o i l  as 
needed. Also, U t i l i t y  X should exp lo re  a l l  oppor tun i t i es  t o  s e l l  i t s  excess 
natural  gas t o  another e n t i t y .  e 
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Operational 

When a u t i  1 i t y  has appropr iate pol  i c i e s ,  procedures, and personnel i n  place 
t o  manage t h e  i n t e r n a l  r i s k s  associated w i t h  fue l  procurement, t h e  u t i l i t y  i s  
employing operat ional  hedging techniques. A u t i l i t y  can implement operat ional  
hedging techniques t o  respond cos t  e f f e c t i v e l y  t o  event , counterparty, and 
modeling r i s k s  t h a t  a u t i l i t y  may encounter w i t h  f u e l  procurement. 

To manage event r i s k ,  a u t i l i t y  should have an es tab l i shed,  w r i t t e n  p o l i c y  
o f  t h e  u t i l i t y ’ s  cos t  e f f e c t i v e  countermeasures f o r  each i d e n t i f i e d  cont ingent 
event. A u t i l i t y  should have establ ished, w r i t t e n  procedures t h a t  i n s t r u c t  i t s  
personnel how and when t o  implement these countermeasures. A u t i l i t y  should 
r e c r u i t  , h i  r e ,  t r a i  n, mot ivate,  and r e t a i  n a s u f f i c i e n t  number o f  personnel who 
can i d e n t i f y  these contingent events, design cos t  e f f e c t i v e  countermeasures f o r  
each cont ingent event, and imp1 ement these countermeasures when appropr iate.  

To manage counterparty r i s k ,  a u t i l i t y  should have a n  establ ished, w r i t t e n  
pol i c y  o f  en ter ing  fue l  procurement contracts on ly  w i t h  counterpar t ies  who can 
pay f o r  o r  d e l i v e r  t he  s p e c i f i e d  f u e l  quan t i t y  i n  a t i m e l y  manner. A u t i l i t y  
should have establ  ished, w r i t t e n  procedures t h a t  i n s t r u c t  i t s  personnel how t o  
asce r ta in  whether a counterparty can pay f o r  or d e l i v e r  t h e  s p e c i f i e d  f u e l  
q u a n t i t y  i n  a t ime ly  manner. A u t i l i t y  should r e c r u i t ,  h i r e ,  t r a i n ,  mot iva te ,  
and r e t a i n  a s u f f i c i e n t  number o f  personnel who can asce r ta in  whether a 
counterparty can pay f o r  or d e l i v e r  t h e  spec i f i ed  f u e l  q u a n t i t y  i n  a t ime ly  
manner. (b 

To manage modeling r i s k ,  a u t i l i t y  should have an es tab l i shed,  w r i t t e n  
p o l i c y  f o r  designing, t e s t i n g ,  and updating engineering, economic, and weather 
models t o  generate t ime ly ,  accurate fo recas ts .  A u t i l i t y  should have establ ished, 
w r i t t e n  procedures t h a t  i n s t r u c t  i t s  personnel f o r  designing, t e s t i n g ,  and 
updating i t s  engineering, economic, and weather models. A u t i l i t y  should 
r e c r u i t ,  h i r e ,  t r a i n .  mot ivate,  and r e t a i n  a s u f f i c i e n t  number o f  personnel who 
can design, t e s t ,  and update engineering, economic, and weather models t o  
generate accurate and prec ise  fo recas ts .  
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F i  nanci a1 

When a u t i l i t y  enters i n t o  a f u tu res ,  swap o r  opt ions cont rac t  t o  i n i t i a t e  
a c t i o n  w i t h  t h e  s p e c i f i c  i n t e n t  o f  p ro tec t i ng  an e x i s t i n g  o r  an t i c ipa ted  phys ica l  
market exposure from unexpected o r  adverse p r i c e  f l u c t u a t i o n s .  

A u t i l i t y  can implement f i n a n c i a l  hedging techniques t o  respond cos t  
e f f e c t i v e l y  t o  price, counterparty, volumetric, and shaping r i s k s  t h a t  a u t i l i t y  
may encounter w i t h  f u e l  procurement. 

To manage price r i s k .  a u t i l i t y  can s e t  t h e  p r i c e  t h a t  t h e  u t i l i t y  w i l l  pay 
f o r  a g iven f u e l  by opening a 7ong p o s i t i o n  on one o r  more fu tu res  or  op t ions  
c o n t r a c t .  When a u t i l i t y  enters a fu tu res  con t rac t  f o r  f u e l ,  t h e  u t i l i t y  knows 
i t s  costs f o r  t h a t  f u e l  quan t i t y  dur ing  t h a t  pe r iod  w i t h  c e r t a i n t y .  

On t he  other hand, the  u t i l i t y  loses t h e  oppor tun i ty  t o  take advantage o f  
any f u e l  p r i c e  decrease. When a u t i l i t y  enters a f u tu res  cont rac t  f o r  f u e l ,  t h e  
u t i l i t y  should do so  w i t h  as much in fo rmat ion  a v a i l a b l e  t o  t h e  u t i l i t y  a t  t h a t  
t ime.  However, unforeseen events may cause t h e  f u e l  p r i c e  on t h e  spot market t o  
dec l i ne  from the  date t h e  fu tu res  cont rac t  i s  entered t o  t h e  d e l i v e r y  date. I f  
t h e  u t i l i t y  enters a f u tu res  cont rac t  w i t h  as much in fo rmat ion  as poss ib le .  a 
p o t e n t i a l  dec l ine  i n  t h e  spot market p r i c e  i s  acceptable i n  r e t u r n  f o r  c e r t a i n  

To manage counterparty r i s k ,  t h e  u t i l i t y  knows t h a t  t h e  commodity exchange 
becomes t h e  counterparty f o r  each i n d i v i d u a l  o r  firm which opens a long o r  short 
p o s i t i o n  i n  a given commodity. Backed by i t s  c l e a r i n g  members, t h e  NYMEX 
provides assurance o f  d e l i v e r y  f o r  those who h o l d  long p o s i t i o n s  and payment f o r  
those who ho ld  short  pos i t i ons .  

f u e l  p r i ces .  

To manage volumetric r i s k .  a u t i l i t y  can open a long p o s i t i o n  on one o r  
more fu tu res  o r  options cont rac ts  w i t h  a commodity exchange t o  accept a s p e c i f i e d  
quan t i t y  o f  f u e l .  The f u e l  p r i c e  associated w i t h  such cont rac ts  w i l l  be s e t  
based on p r i c e  paid f o r  t h e  futures cont rac ts  o r  t h e  s t r i k e  p r i c e  f o r  t h e  op t ions  
cont rac ts .  The commodity exchange w i  11 match up t h e  u t i  1 i t y  w i t h  an i n d i v i d u a l  
o r  firm who holds a sho r t  p o s i t i o n  and arrange f u e l  d e l i v e r y  a t  t he  s p e c i f i e d  
l o c a t i o n  dur ing the  d e l i v e r y  month. These con t rac ts  w i l l  provide the  u t i l i t y  
c e r t a i n t y  t h a t  the  u t i l i t y  has a s u f f i c i e n t  f u e l  supply a t  i t s  generating u n i t s .  
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To manage shaping r i s k ,  a u t i l i t y  can enter an options con t rac t  t o  make 
(pu t )  or accept ( c a l l )  de l i ve ry  o f  a s p e c i f i e d  quan t i t y  o f  f u e l .  An options 
con t rac t  w i l l  provide the  u t i l i t y  w i t h  more f l e x i b i l i t y  t o  match i t s  load w i t h  
i t s  system resources. For example, l e t ’ s  assume t h a t  U t i l i t y  X has a s u f f i c i e n t  
supply o f  na tu ra l  gas and d i s t i l l a t e  o i l  f o r  i t s  system resources under most 
l i k e l y  load and f u e l  p r i c e  forecasts.  However, i f  natura l  gas p r i ces  r i s e  
r e l a t i v e  t o  d i s t i l l a t e  o i l ,  U t i l i t y  X w i l l  have too  much na tura l  gas and no t  
enough d i s t i  11 a te  o i  1 as U t i  1 i t y  X dispatches i t s  d i s t i  11 a te  o i  1 - f i  red  assets 
more f r equen t l y  than i t s  na tura l  g a s - f i r e d  assets. I n  t h i s  instance, U t i l i t y  X 
should have purchased d i s t i l l a t e  o i l  c a l l s  t o  se t  a maximum p r i c e  f o r  any 
a d d i t i o n a l  d i s t i l l a t e  o i l  purchases as-needed. Also,  U t i l i t y  X should buy 
na tu ra l  gas puts t o  se t  a minimum p r i c e  f o r  sales o f  any excess na tu ra l  gas. 
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GLOSSARY OF TERMS USED I N  TESTIMONY AND EXHIB ITS 

Complete r i s k  management plan: Commission s t a f f  w i l l  make an a f f i r m a t i v e  
statement t h a t  a u t i l i t y ’ s  r i s k  management p l a n  contains a l l  o f  t h e  components 
l i s t e d  i n  TFB-4. An a f f i r m a t i v e  statement o f  completeness does no t  imply 
agreement o r  approval o f  these components. 

Dollar-for-dollar bas is :  the  Commission has authorized each u t i l i t y  t o  recover 
each d o l l a r  t h e  u t i l i t y  spends on prudent f u e l  and purchased power cos ts  through 
t h e  f u e l  clause. The Commission defers any d i f f e rence  between a u t i l i t y ’ s  f u e l  
revenues and fue l  costs t o  the  f o l l o w i n g  recovery p e r i o d b ) .  

Economy energy sale: a non-firm. shor t - te rm wholesale energy sa le  i n  which the  
buyer can purchase energy from t h e  s e l l e r  a t  a lower p r i c e  than t h e  buyer can 
generate t h e  energy. These sales are  made f o r  economic. not r e l i a b i l i t y ,  
reasons. 

Ex ante: ( L a t i n )  before t h e  f a c t .  

Fixed pr ice  mechanism: a f i x e d  p r i c e  forward cont rac t ,  a f u tu res  c o n t r a c t ,  an 
opt ions con t rac t ,  o r  f l o a t i n g - f o r - f i x e d  swap con t rac t .  

Forward contract: a unique cont rac tua l  arrangement t o  make o r  accept d e l i v e r y  
between two or more counterpart ies o f  a s p e c i f i e d  product a t  a s p e c i f i e d  p r i c e  
w i t h  unique terms and cond i t ions .  @ 

Futures contract: a standardized cont rac tua l  arrangement t o  make o r  accept 
d e l i v e r y  between a p a r t y  and an exchange o f  a spec i f i ed  commodity a t  a s p e c i f i e d  
p r i c e  w i t h  standardized terms and cond i t i ons .  

Gains: as imp l ied  i n  Order No. 12923, t h e  d i f f e r e n c e  between t h e  midpo in t  o f  t h e  
s e l l e r ’ s  incremental costs and t h e  buyer ’s decremental costs and t h e  s e l l e r ’ s  
incremental cos ts .  The Commission re -de f i ned  gains a s  t he  d i f f e r e n c e  between 
incremental revenues and incremental costs o f  a non-separated wholesale energy 
sa le  by Order No. 00-1744. 

Hedge: t h e  i n i t i a t i o n  of an a c t i o n  w i t h  t h e  s p e c i f i c  i n t e n t  o f  p r o t e c t i n g  an 
e x i s t i n g  or an t i c ipa ted  physical  market exposure from unexpected or adverse p r i c e  
f 1 uctuat i ons . 

Long: the  market p o s i t i o n  o f  a p a r t y  who has purchased a futures o r  opt ions 
con t rac t .  
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Options cont rac t :  a standardized contractual  arrangement which provides the  buyer 
t h e  r i g h t ,  bu t  no t  t h e  o b l i g a t i o n ,  t o  purchase (cal l )  or  t o  s e l l  (pu t )  t h e  
under ly ing  fu tu res  con t rac t  a t  a spec i f i ed  p r i c e  w i t h  standardized terms and 
cond i t ions  i n  exchange f o r  a one-time premium payment. The con t rac t  a lso  
requires t h e  s e l l e r ,  who receives t h e  premium, t o  meet t h i s  o b l i g a t i o n .  

Pe r fec t  hedge: t h e  i n i t i a t i o n  o f  an ac t i on  w i t h  t h e  s p e c i f i c  outcome o f  
p r o t e c t i n g  100 percent o f  an e x i s t i n g  o r  an t i c ipa ted  phys ica l  market exposure 
f rom unexpected o r  adverse p r i c e  f l u c t u a t i o n s .  

Short :  t h e  market p o s i t i o n  o f  a pa r t y  who has so ld  a f u t u r e s  o r  opt ions 
con t rac t .  

Speculation: the  i n i t i a t i o n  o f  an ac t i on  w i t h  the  s p e c i f i c  i n t e n t  t o  p r o f i t  from 
t h e  s p e c i f i c  d i r e c t i o n a l  p r i c e  move o f  a commodity. 

Standard dev ia t i on :  a measure o f  v o l a t i l i t y .  The square r o o t  o f  t he  a r i t hmet i c  
average o f  t h e  squares o f  t h e  d i f f e rence  between each data p o i n t  and  t he  mean 
w i th in  a data se r ies .  

Swap: a contractual  agreement between two p a r t i e s  t o  exchange cash f l o w s  a t  
spec i f i ed  fu tu res  dates according t o  a prescr ibed manner. A f l o a t i n g - f o r - f i x e d  
swap occurs when a p a r t y  exchanges a f l o a t i n g  cash f l o w  f o r  a f i x e d  cash f l ow .  
Conversely, a fixed-for-floating swap occurs when a p a r t y  exchanges a f i x e d  cash 
f l ow  f o r  a f l o a t i n g  cash f l o w .  
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