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STAFF’S REPLY BRIEF

In reply to Missouri Gas Energy, a division of Southern Union Company (MGE or Company), Staff will first review the prudence standard, and then apply it to MGE’s discussion of the case.

I. The Prudence Standard and its Application
A. MGE’s Statement of the Prudence Standard

MGE discusses the prudence standard at pages 6  through 11 of its initial brief.   While mischaracterizing Staff’s ACA audit in this case as a hindsight challenge, allegedly without declared standards, to only a few MGE decisions.  MGE does, however, properly note the prudence standard articulated by the Commission in In RE Union Electric Company, 27 Mo.P.S.C. (N.S.) 183, 194 (1988):

. . . the company’s conduct should be judged by asking whether the conduct was reasonable at the time, under all the circumstances, considering that the company had to solve its problem prospectively rather than in reliance on hindsight.  In effect, our responsibility is to determine how reasonable people would have performed the tasks that confronted the company.

MGE also correctly notes that the prudence standard measures actions, and that results cannot be used to rebut (or, Staff notes, to support) the prudence of an action.


B.  Application of the Prudence Standard


It is also important to keep in mind that gauging the prudence or imprudence of an action is not the final task of the Commission.  The Commission must also consider the consequences of the actions under review.  The Staff suggests that the following matrix reflects whether the Commission makes an adjustment based on its review of utility actions.

                               Action                              __________Results__________







Harmless

    Harmful


       Prudent


No Adjustment
     No adjustment



       Imprudent


No Adjustment
      Adjustment

Only when an imprudent action results in harm to customers will the Commission make an adjustment to shift responsibility for the cost from customers to the utility.  State ex rel. Associated Natural Gas Company v. Public Service Commission, 954 S.W.2d 520, 529-30, (Mo. App. 1997).  


All ACA audits are after-the-fact.  This is not a fatal flaw, nor even an objectionable one.  The critical issue to a fair audit is that the review be based on what the Company knew, or should have known, at the time it was making its decisions and acting on them.  

Staff suggests that MGE’s explanations won’t withstand scrutiny under the very standards that it acknowledges in its initial brief.  Although MGE chides Staff for its reliance on materials and analysis provided by MGE, review of the record establishes that MGE provided little or no contemporaneous justification for the actions that cost MGE’s customers millions of dollars in excessive gas costs in the winter of 2000/2001.

II. Argument

There are any number of items that MGE knew, or should have known, generally, that the Commission must consider in deciding this case.  MGE is a regulated utility, and the Commission expects records and documentation of major decisions that affect regulated service.  The ACA process has been in place for decades, and MGE knew, or should have known, that its actions were subject to after-the-fact review, and also knew that only it, MGE, could document and preserve the information and circumstances upon which it based its decisions.  The Commission, and the Staff, are entitled to rely on MGE to bring forward all such information in the audit process, and the burden of establishing that its decisions were prudent at all times remains on MGE in seeking to have its interim rates made permanent.  ACA reviews are after-the-fact, but not hindsight exercises, and only MGE can create and maintain the contemporaneous records that the Commission needs for its oversight.  The Commission expects the company’s records to be complete, accurate and reliable. 

MGE knew, going into the 2000/2001 heating season, that storage was its main hedging activity to protect customers from natural gas price spikes.  Of the total winter hedged volumes, 17% was hedged by use of fixed price contracts, and the balance was from the physical hedge of natural gas in storage.  Of the fixed price volumes, 64% was for February (not put into place until mid-January 2001), and there were no fixed price contracts for November or March.  Langston direct, Ex. 3, Schedule MTL-16, pp. 62-64.

The Staff will review separately MGE’s decisions on each issue, using the standards that MGE suggested in its initial brief, and the known items listed above and those listed with each separate issue.

A. Release of KPC Capacity

1. What MGE knew

MGE knew that it did not need the transportation capacity it held on KPC in the non-winter months.  It further knew that, under its contract with KPC and under KPC’s tariffs, it could release that capacity to other shippers.  It further knew that it could offer  this excess capacity to other shippers by posting its availability on KPC’s electronic bulletin board at little or no expense or effort on its part. 

2. What MGE did

During the ACA period under review, MGE did nothing.  After Staff questioned the matter in this ACA case, MGE provided hindsight explanations and posted the capacity in subsequent ACA periods.  MGE’s failure to post unused transportation capacity for release under these circumstances was imprudent.

3. Measure of Damages 

 Because MGE didn’t post the capacity, we will never know for sure if there was a customer for the KPC capacity in the 2000/2001 milieu, or what such a customer might have paid for the capacity.  Staff has suggested a number of possible transactions, and valued such transactions reasonably.  Given that the lack of certainty in damages is due to MGE’s imprudent failure to post the capacity, the Commission should order MGE to adjust its ACA balance by $858,158.

B. Hedging

1. What MGE knew

MGE knew, or should have known, a number of important items in managing its natural gas supply in the 2000/2001 heating season.  First, MGE’s customers are captive to MGE’s purchasing decisions and MGE knew that hedging against spikes in natural gas prices was an expected element of its role as a local distribution company (LDC).  MGE had participated in prior cases addressing mitigation of gas price spikes, and had developed hedging programs in prior years.  MGE specifically acknowledged that hedging was a normal business activity, for which its management was responsible.  (Sommerer Direct, Ex.9, Sch.11)

MGE knew that the planning horizon was each month of the heating season.  Its reliability report estimates demands and supplies by month; its Supply/Demand Summary was on a monthly basis; much of its contracted gas supply was priced on a monthly basis; it makes its major gas supply and transportation nominations monthly; and, financial hedge contracts are on a monthly basis.  While it is possible to aggregate the individual monthly hedging volumes into a heating season total, there is no evidence whatsoever that MGE ever estimated a total heating season requirement and then allocated those hedging volumes to each month.

MGE knew that natural gas prices were high, and that they were volatile.  MGE knew, or should have known, that its storage volumes represented its principal hedge to protect customers from upward price spikes.  MGE knew, or should have known, that its disproportionate (to temperature patterns) planned use of storage in November would expose gas volumes in later months to market price risk, unless the hedge was replaced.

2. What MGE did

The first item of note is something that MGE failed to do – it failed to develop and implement a hedging plan or strategy to guide the personnel who were making the nominating decisions.  The reliability report does not address the function of storage gas as a hedge, and certainly does not discuss the hedging impact of disproportionate use of storage gas early in the heating season.  This failure to plan for hedging is certainly imprudent in the circumstances.

MGE knew, or should have known, that natural gas prices were high, and that the natural gas market was volatile.  MGE did not retain a consultant, or otherwise seek hedging advice.  It appears that MGE retained hedging advice only for purposes of this after-the-fact review.  Thus it is MGE, not Staff, that uses hindsight in an attempt to explain actions that it cannot justify by means of contemporaneous, reasoned, documented, plan.  The failure to get assistance on price mitigation when planning the expenditure was imprudent.

MGE did not evaluate the use of spot market flowing gas as an alternative to swinging on just storage gas if weather was colder than normal.  This may have been the result of the imprudent failure to develop a hedging plan, but nowhere in the record does MGE ever analyze the alternatives to pulling storage to meet conditions that were colder than normal.  This failure to address the effect of cold weather on MGE’s additional gas needs was imprudent.

Finally, MGE did not plan to replace the hedge for the later heating season months that was displaced by the planned disproportionate November storage pulls.  That is, MGE knew or should have known that its planned November storage use was unhedging volumes later in the heating season.  It should have taken steps to replace the hedge protection lost by its planned early storage pulls.  Its failure to plan for appropriate hedging volumes was imprudent.

3. Measure of Damages

MGE has mischaracterized the 30% hedging level as some sort of new and unannounced prudence standard conjured up by the Staff after-the-fact.  The 30% level for each heating season month is no more than a factor for a measurement (or estimate) of the damages resulting from MGE’s failure to hedge sufficient volumes for each heating season month.  A measurement of damages is required in any disallowance, and by its very nature may involve a reasonable range of values.  The testimony of John Herbert was virtually unchallenged.  Mr. Herbert has vast experience in national hedging trends, and reviewed every Missouri LDC’s hedging practices.  MGE did not dispute Mr. Herbert’s conclusion that 30% of normal volumes was a reasonable, albeit low, hedge.

MGE argues that its storage and fixed price purchases were utilized to hedge approximately 38% of its normal winter volumes and that this is more that the level called for on a seasonal basis by Staff.  Thus, MGE argues that it acted within the range of prudent behavior with regard to hedging for the winter of 2000-2001 (MGE Brief, page 3).  MGE’s application of a single measure for the entire heating season is not within the range of reasonableness because it does not reflect or fit the actual monthly operations of an LDC.  To understand why MGE’s 38% proposal is not appropriate, one needs to look no further than an example of the havoc that can result from the possibility that two winter months could be 100% covered (hedged) while the rest were exposed to unlimited price increases.  Such a scenario could result in a net of 38% for the “entire winter period” but have devastating consequences on customers.  Until price exposure of an LDC only happens seasonally, coverage needs to address monthly and daily price exposure from gas supply contracts.  MGE’s argument regarding 38% entire winter coverage belies one of the greatest problems with the experience from the winter of 2000-2001, that heavier hedging or storage use in early months does little to protect subsequent months that have almost no hedging at all.  This adjustment is relatively small because MGE gets credit for the fact that it goes into winter with nearly a 30% per month hedge just with storage alone.  This adjustment was quantified using MGE’s planned storage withdrawals, without reference to how MGE ultimately used storage withdrawals.  

Reduced to money terms, the measure of harm to customers caused by MGE’s failure to prudently plan for natural gas price hedges is $130,137.  

C. Storage Utilization

Some background discussion on a number of points is needed before re-examining the substance.  First, MGE states that Ms. Jenkins’ approach incorrectly based the level of first of the month (FOM) flowing supplies on average monthly demand, which significantly overstated the level of FOM supplies that should be scheduled (MGE Brief, page 54).  This suggests that Staff sets FOM flowing supplies to average monthly demand and this is simply not true.  

The Company’s Supply/Demand Summary for November takes the normal estimated requirements less the planned storage withdrawals to obtain the planned flowing supplies.  Staff does the same calculation with a spreadsheet it developed, but uses its revised estimate of normal requirements and a more prudent storage withdrawal plan based upon normal weather patterns.  If the November FOM flowing supply nominations were less than the warmest month requirements, Staff forced the November FOM flowing supplies to warmest month requirements, less additional interruptible storage obtained by the Company that it planned to use in November.  

In subsequent months, deviations from planned storage inventory levels must be considered because plans must change to meet changing conditions.  The revised plan must ensure that sufficient storage will be available for each of the remaining heating season months when the potential for cold weather is still great, and so that adequate storage inventory is available to meet the pipeline constraints in each of these heating season months.

For each of the subsequent months of December through March Staff follows the same methodology, using its revised estimate of normal requirements, minus a prudent storage withdrawal plan for normal weather for each month, adjusted for any excess (or shortages) on storage withdrawals from the prior month.  Staff’s spreadsheet tested to ensure that FOM flowing supply nominations covered warmest month requirements adjusted by storage over/under from the prior month.  If the calculated FOM flowing supply nomination was less than the tested value, the spreadsheet forced it to warmest month requirements, adjusted by the storage over/under from the prior month.  (Jenkins Supplemental Direct, Ex. 36, pages 12-14 and Jenkins Supplemental Rebuttal, Ex. 37, pages 6-7)

Second, the normal storage withdrawal plan considered by Staff follows the distribution of normal HDD for the heating season months, with storage withdrawals being proportionate to the number of HDD in the heating season months.  Of the November through March normal heating degree days, 14.3% are in November, 23.4% in December, 26.5% in January, 20.6% in February, and 15.1% in March.  (Jenkins Rebuttal, Ex. 13, pages 4-5 and Schedule 1)  Thus, more storage would be utilized in the coldest heating season month of January, and the least storage would be utilized in the warmest heating season month, November.  

1.  What did MGE know

MGE knew that it planned a disproportionately (to normal HDD) high use of storage gas to meet November demand.  MGE knew that this reduced the amount of storage gas available as a hedge for the remaining heating season months.
At the end of November, MGE knew that gas prices remained high, and the gas market remained volatile - that is the need for hedging against price spikes remained.  MGE also knew by the last 5 days of November that weather was colder than normal.  MGE stated that November 2000 was the second coldest November in the past 40 years in its service territory.  (Tr. 445).  However, MGE did not order additional flowing supplies to meet that cold weather.  As a result, MGE knew, or should have known, that the additional demand caused by the cold weather was met by a significantly greater-than-planned pull on storage.  MGE knew, or should have known, that this additional storage use reduced the hedge for subsequent heating season months, including December.

2.  What MGE did

In November, MGE did not evaluate the use of spot market flowing gas instead of additional storage pulls.  Failure to examine alternatives to storage for meeting demand in excess of planned volumes when the weather was much colder than normal was imprudent.  

MGE did not have or develop an accurate formula or system to estimate additional supply needed to meet increased demands from actual November temperature patterns.  The factors used in its reliability reports to estimate natural gas demand for warm, normal, or cold HDD were not accurate, but there is no record evidence to show that MGE used even those factors to gauge its November storage pulls.  It is imprudent for an LDC to be unaware of its own use of storage gas.

MGE did not replace the hedge for later heating season months that was displaced by its November use of storage.  Failure to replace those hedges was imprudent.

MGE planned to purchase flowing gas on the December spot market in the expectation that prices would drop.  However, when spot market prices did not decline MGE continued to meet the greater than planned December demand through additional pulls on storage, leaving only 30.2% remaining in storage inventory at the end of December for the remaining three months of the heating season.  These extreme pulls on storage were imprudent.

3.  Measure of damages

As noted above, Staff used a spreadsheet program to calculate damages.  As briefly described above,  and fully described in testimony, Staff compared the results of MGE’s actual use of its storage assets to a prudent use of storage assets.  Staff’s proposed adjustment of $2,924,398 is fully supported by the evidence. (Jenkins Supplemental Direct, Ex. 36, Sch. 5, Cell 25 F)

D.  Reliability Report
The financial aspects of an ACA audit require Staff to review Company plans and procedures and information considered by the Company when decisions are being made about natural gas procurement.  This information and the Company’s decisions affect the financial aspects of an LDC’s performance.  In this case, information from the Company’s 2000/2001 Reliability Report was considered in the adjustments for the Purchasing Practices – Minimum Level of Hedging issue and the Purchasing Practices Storage issue. 

Prudent LDC must develop and use the equivalent of a reliability report and in fact the Company’s estimates of normal usage in its Supply/Demand Summary are close to the estimates in its 2000/2001 Reliability Report.  And in that report the Company states that a key consideration in the forecasting process is the firm demand during extreme weather conditions and this information is necessary for the Company to ensure adequate supplies and pipeline capacity to meet all if its firm sales obligations under such conditions (Jenkins Supplemental Direct, Ex. 36, page 3 and Supplemental Rebuttal, Ex. 37, page 8).  

Reliability reports from prior and subsequent years inform Commission and Staff of adjustments that LDCs make when conditions vary from planned, and as conditions change over time.  Decisions about pipeline capacity consider estimates of growth, constraints of existing contracts, including the expiration date and the preplanning time required to renew or initiate contracts.  

Although MGE gave Staff the impression that it reviewed its usage estimates on an annual basis, MGE’s 2000/2001 Reliability Report  relied on an analysis undertaken in  1994 which it cannot find.  A 1994 analysis would contain data that is at least six-years old prior to the date of this Reliability Report.  It is not appropriate for the Company to be making decisions for the 2000/2001 winter based on a 1994 analysis, data that is at least six-years old and that cannot be found.  (Jenkins Direct, Ex. 12, pages 6-8, 26; Surrebuttal, Ex. 14, page 2; Supplemental Direct, Ex. 36, pages 3-4, 15)

By routinely evaluating usage data, the Company can determine whether usage patterns have changed and take appropriate action to update natural gas capacity and supply plans.  Updated reliability reports and updated demand and capacity analyses are a means to document usage patterns, projected growth, and changes in supply planning needed to meet customer needs during normal weather and the extremes of warmest month weather, coldest month weather and a peak cold day.  Additionally, there may be other Company or system constraints that must be considered in a Company reliability report or demand and capacity analyses so that the Company adequately plans for the natural gas requirements of its customers.  Staff is extremely concerned that the Company made decisions for the 2000/2001 winter based on a 1994 analysis and that it seems that the Company is only making changes in 2002/2003 because of Staff concerns.  It does not seem reasonable that Staff must point out to the Company that an analysis has not been done since 1994.  Staff also has to question whether the Company is only going to update its future reliability reports only when Staff has concerns, instead of making it a Company procedure to routinely evaluate data so that the Company has current information necessary to make prudent gas purchasing practices decisions.  (Jenkins Supplemental Direct, Ex. 36, pages 15-16)

E. MGE’s Approach to this Case

MGE’s approach to this case is to divert attention from its utter failure to establish the prudence of its actions by criticizing Staff and making unwarranted claims and comparisons.  The criticism of Staff is exaggerated, at best, and misleading at worst.  MGE’s failure to establish the prudence of its own actions, coupled with its attempt to shift responsibility for its shortcomings to Staff, speaks volumes about the merits of its case.  

MGE argues that it had a time-tested plan on how to operate and manage its supplies going into the winter (MGE Brief, page 5), and that its baseline storage utilization and flowing supply plan going into the winter of 2000-2001 was generally the same plan that it had utilized the two previous winters.   (MGE Brief, pages 51, 65).  Staff disagrees that this is a time tested plan; rather, it is a plan that was never tested by cold weather until the 2000/2001 heating season, when it failed miserably.  According to the information that the Company provided to Staff, this time tested plan included the 2000/2001 Reliability Report, a report that anchors itself on an analysis that was undertaken in 1994 and cannot be found; an analysis of data that was at least six-years old prior to the date of this Reliability Report; a storage plan that called for the withdrawal of the greatest volumes from storage in November (the heating season month with the fewest number of HDD) and the smallest volumes in January (the heating season month with the greatest number of HDD); and a storage plan that increased November storage use by 47%, 27% and 64% respectively from the  Novembers in the previous three Reliability Reports (1998/1999, 1997/1998, and 1996/1997).  

For the immediately preceding Reliability Report (1998/1999), MGE planned to withdraw 15.9% of its storage compared to the 23.4% planned for November 2000.  The new plan had never been cold-weather tested.  Absent substantial analysis that MGE has not provided, planning the largest storage withdrawal in the winter of 2000/2001 for the month of November 2000, the heating season month with the fewest HDD, is risky, dangerous and imprudent.  

MGE tries to divert attention from this basic fact by arguing that it needed to schedule less FOM flowing supplies for November to account for possible warm weather.  MGE did not at the time, and has not in these proceedings, provided the analysis that supports disproportionate use of storage to accommodate weather, rather than using spot market flowing supplies.  MGE unhedged later heating months, and ran significant operational risks, without any analysis at all of the available alternatives.  This is not Staff’s fault; it is not the Commission’s fault.  It is MGE’s responsibility.
MGE argues that Staff’s approach has been a moving target, a shifting target (MGE Initial Brief, p 47, p 58).  During the hearing the validity, reliability, and application of the Company’s November and December 2000 low case estimates was seriously eroded.  The Company states that the warmest month demand volumes for November and December 2000, volumes that Staff took from the Company’s 2000/2001 Reliability Report, were not appropriate, but the Company makes no comments about the validity of the Company’s January through March numbers in its 2000/2001 Reliability Report.   The Company has argued that only the usage estimates for warmest November and warmest December be changed.  It is not reasonable for Staff to change just two numbers that the Company does not like.  For Staff, this also raised questions about the validity of the low case estimates for January through March 2001 and the normal estimates for all of these months, November 2000 through March 2001.  Given the problems with the source of data in the Reliability Report and the Company’s concerns regarding the November and December 2000 usage estimates, a review of the data and a consideration of the estimates being used in all of the heating season months was warranted.  

After the May 12-15, 2003 hearing, Staff requested and received additional monthly usage data from the Company.  This usage data was more current than whatever data was used in the 1994 Company analyses, and was available to the Company prior to the 2000/2001 winter.  In light of the concerns with the information used to support  the 2000/2001 Reliability Report, Staff undertook a regression analysis of the Company data for actual heating degree days and actual usage for July 1998 through June 2000.  This regression analysis results in a coefficient of determination, R2, of 0.9855, which implies a strong relationship between HDD and expected usage.  Staff used the outputs from the regression analysis together with estimates of normal and historically warmest month HDD to obtain reasonable estimates of normal month and warmest month usage for the heating season of November 2000 through March 2001.  Staff’s analysis results in different estimates of normal or base case usage and warmest month or low case usage than previously provided by the Company.  It is not surprising that these estimates are different because the Company numbers in the 2000/2001 Reliability Report are based on 1994 analyses that cannot be found or verified by the Company.  

Another example of the Company’s argument by misdirection is its assertion that Ms. Jenkins’ most recent approach did not make any “real-world” sense at all, because it very clearly resulted in MGE using only 79% of its contracted storage in a normal year (MGE Brief, page 48).  This straw man is an MGE construct, not a Staff position.  The bedrock of Staff’s analysis is that the plan must be adjusted as the Company goes through the heating season.  At the end of every month, and before finalizing the next month’s gas supply, the Company must still compare the level of expected storage compared to its normal storage plan.  Even if the actual weather is normal each and every month, you must consider where the storage balance is versus where it was expected to be and make changes in the storage plans based on this comparison.  (Transcript page 695). 

More importantly, if MGE plans to use a disproportionate amount of storage gas early in the heating season to meet normal weather demands, what does it plan to do to meet late season storage needs in a cold winter?  MGE’s 2000/2001 reliability report, (Exhibit 20HC, Table 1-3) reflects that it expected cold weather volumes to be 17,744,894 Dth greater than normal weather demand.  Rather than explain how this increase will be met using its planned storage, MGE tries to divert attention by devising an unreasonable position and attributing it to Staff.

Most telling, and perhaps most dangerous and imprudent, MGE claims to have been surprised when it learned in mid-December about the amount of storage it had drawn in November.  MGE does not produce gas; no gas fairy puts unordered flowing gas into MGE’s system.  MGE knew the volumes of flowing supply it had ordered, and it knew that November temperatures were substantially colder than it had planned for.  Before it ordered December gas supplies, MGE knew, or should have known, the volumes of gas that it had pulled from storage.  If not gathered directly from meters by telemetry, MGE should have reasonably estimated storage usage by applying its heat conversion factor to known November weather.  It is imprudent and dangerous for an LDC not to know the status of its gas supply during the heating season.  It is not Staff’s responsibility, it is not the Commission’s responsibility, it is MGE’s responsibility.  It must be held accountable for its own actions.

III. Conclusion
MGE’s actions in planning storage usage for the 2000/2001 heating season were imprudent; its use of storage gas, particularly in November and December, was imprudent.  The Commission should not be distracted by MGE’s diversionary tactics that seek to shift the shortcomings of its gas supply planning and nominating process to Staff.  The evidence in this case is a strong proof of the need for MGE to develop and use a reliable and reasonable reliability report to help prevent a repeat of the 2000/2001 experience.

Respectfully submitted,








DANA K. JOYCE








General Counsel








/s/ Thomas R. Schwarz, Jr.
______________________________








Thomas R. Schwarz, Jr. 

Deputy General Counsel


Missouri Bar No. 29645








Attorney for the Staff of the 








Missouri Public Service Commission








P. O. Box 360








Jefferson City, MO 65102








(573) 751-5239 (Telephone)








(573) 751-9285 (Fax)








E-mail: timschwarz@psc.mo.gov
Certificate of Service

I hereby certify that copies of the foregoing have been mailed, hand-delivered, or transmitted by facsimile or electronic mail to all counsel of record this 20th day of February 2004.








/s/ Thomas R. Schwarz, Jr.








_____________________________

PAGE  
2

