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INITIAL BRIEF 


COMES NOW the Staff of the Missouri Public Service Commission (“Staff” and “Commission”) and for its Initial Brief in this matter states as follows:

PROCEDURAL HISTORY


On April 4, 2000, the Laclede Gas Company (“Laclede” or “Company” ) filed their 1999-2000 Actual Cost Adjustment (“ACA”) tariff with the Commission in Case No. GR-2000-622.  On April 12, 2000, Staff filed a recommendation that it be approved by the Commission.  On April 13, 2000, the Commission issued its order approving the Company’s filing.  Several subsequent tariffs, staff recommendations, and Commission approvals were subsequently filed and issued. 

On January 12, 2001, Laclede filed a tariff sheet with the Commission in Case No. GR-2001-387, which reflected unscheduled changes in the Company’s Purchased Gas Adjustment (“PGA”) factors, as a result of high prices of natural gas that exceeded those contained in Laclede’s scheduled winter season PGA tariff.   On January 23, 2001, Staff filed a staff recommendation stating that the tariff sheet should be approved.  On January 25, 2001, the Commission did so. 

On February 15, 2002, Staff and the Company filed a Joint Status Report and Motion to Consolidate.  The parties stated that as the 1999-2000 ACA period covered by Case No. GR-2000-622 was then being audited by Staff in conjunction with its audit of Laclede’s 2000-2001 ACA period that was the subject of Case No. GR-2001-387, the parties believed that the issues in the two cases would be addressed at the same time and in the same case.  This motion was granted by the Commission on February 20, 2002.  (A subsequent tariff was filed by the Company, with the Commission granting approval on March 19, 2002.)  On February 28, 2002, the Commission issued an Order Modifying Procedural Schedule. Pursuant to the order, Staff and Laclede subsequently filed testimony, and an evidentiary hearing was held in front of the Commission on February 13 and 14, 2003.

HISTORY OF THE PRICE STABILIZATION PROGRAM

Following the natural gas price spike in the 1996/1997 heating season, cases were opened for each Missouri local distribution company (“LDC”) for the purpose of reviewing the PGA process.  In Laclede’s case, GO-97-401, it was determined to apply relatively new techniques for limiting price volatility.  In its July 18, 1997 Order the Commission stated:

The agreement allows Laclede to use financial instruments in its efforts to reduce the volatility of Laclede’s cost of natural gas. To assure recovery by Laclede of the direct costs incurred in connection with procurement of these financial instruments Laclede is authorized under the agreement to implement a Price Stabilization Charge. The agreement provides that the Price Stabilization Charge shall take effect August 1, 1997. The revenues generated from the Price Stabilization Charge and gains from the use of financial instruments shall be accounted for separately and credited to a Price Stabilization Fund on a monthly basis.

Laclede sought modification of the program the following year. In Case No. GO‑98-484 Laclede sought an extension of the price protection program for an additional term of years.  The Commission granted the extension by its order of May 26, 1998.  In this order, the Commission extended the program, and modified the program terms to clarify the ending date of Price Stabilization Charge, and to insure that any excess monies in the Fund be refunded to ratepayers.

Laclede sought additional changes in the program to provide it with “incentives” in buying and selling options.  The Staff argued against authorizing incentives as part of the program.  It argued that a general policy of diversification of the gas supply portfolio was a better approach.  It further argued that Laclede's program was speculative, its provisions were vague, and offered Laclede “outs” from any real guarantees of price protection.  In describing Laclede’s position in its Order dated June 15, 1999 the Commission stated:

First, Laclede proposes to eliminate the program's existing restriction on when financial instruments may be sold and adopt an approach that gives Laclede greater flexibility to trade in and out of these instruments when market conditions warrant. This would allow Laclede to more effectively manage the volatility of the market. Laclede alleges that this will create opportunity to reduce the overall cost of acquiring price protection for Laclede and its ratepayers. Second, Laclede proposes to incorporate an "incentive feature" into its PSP. Laclede argues that in exchange for undertaking the risks inherent in guaranteeing price protection, it should have a corresponding opportunity to benefit from it if it achieves positive results. Third, Laclede proposes a three-year term for the program. Laclede contends that the longer authorization period would provide the Commission with sufficient experience with the operation of the program under varying conditions and permit a fair assessment of its effectiveness, and that this would reduce the expense of the annual review which is costly to both the Commission and to Laclede.  (Emphasis added.)

Thus the Commission stated, at the time it approved the experimental incentive PSP, that its understanding was that Laclede proposed to benefit when it was guaranteeing price protection for ratepayers.  


In late December, 2000, the Staff sought to eliminate the third year (2001-2002) of the experimental PSP.  Although the Commission did not terminate the final year of the PSP, it made a number of modifications to the PSP for the final year.  These included shortening to 60 days the time that Laclede had to opt out of protecting customers; ordered Laclede to use an additional $4 million of options proceeds from the 2000/2001 heating season to purchase options for the 2001/2002 heating season; and reduced the required volumes of gas that were required to have price protection.

ARGUMENT


Two issues were identified by the parties to the case for consideration by the Commission.  Firstly, what were the controlling PSP tariff and program terms for the October 1, 2000 through September 30, 2001 ACA period; and secondly, do the controlling PSP tariff and program terms for the October 1, 2000 through September 30, 2001 ACA period entitle Laclede to retain approximately $4.9 million of the $33.5 million in financial proceeds received by the Company through its purchase and sale of call options during that period?  

1.
What were the controlling PSP tariff and program terms for the October 1, 2000 through September 30, 2001 ACA period?

The PSP was originally proposed by the Company in Commission Case No. GO‑98-484.  The first year of the program’s operation related to the twelve months ended September 2000.  The ACA period for Case No. GR-2001-387 is the twelve months ended September 2001 and therefore relates to the second year of the PSP program.  Laclede’s gas costs escalated to record levels during this time period. (Sommerer Surrebuttal, Ex. 3 NP, Schedule 1.)  Because of the enormous rise in gas costs, the value of call options increased.  

The controlling PSP tariff provisions are found on sheets 28-e, 28-f, and 28-g as modified by the June 2, 2000 letter of Laclede Senior Vice-President Kenneth Neises and the September 2000 Stipulation and Agreement.   The controlling program description terms are found in the Direct Testimony of Staff witness David Sommerer (Sommerer Direct, Ex. 1 HC, Schedule 6) once again as modified by the terms of the September 1, 2000 Unanimous Stipulation and Agreement approved by the Commission in Case No. GO-2000-394, and subject to the Company’s notice of opting out of the price protection incentive features in Year Two.

The PSP tariff provisions are interrelated and their meaning is dependent on other elements. The PSP tariff provisions never contemplated the changes that occurred in September 2000. As a result of these changes certain critical program terms became ambiguous.   Terms such as “overall cost of price stabilization”,  “savings”, and “net cost of price stabilization” lost meaning when Laclede opted out of price protection guarantees.  The program was grounded on a fundamental triad of principles.  A certain quantity of natural gas was to be protected, at a certain price level, given a certain level of funding.   With the September Stipulation and Agreement, the volume guarantees were removed, and with the June 2, 2000 opt-out letter, the specified price protections premised in the PSP were gone.  The June and September 2000 changes require a study to determine the level of price protection contained in the modified tariffs before any determination of savings can be made.

Staff performed such a study. In his Direct Testimony, Mr. Sommerer provided a calculation to identify the level of price protection contained in the modified program.  (Sommerer Direct, Ex. 1 HC, Schedule 9). Schedule 9 showed the outcome had the Company simply held its initial options positions till maturity.  The result showed no overall reduction in the cost of price stabilization, no net savings, and no reduction in the net cost of price stabilization.  To address Laclede’s concerns that Staff had not considered additional funds generated by early trading, Staff evaluated the outcome of holding the options versus the Company’s actual results, assuming that only initial Maximum Recovery Amount (“MRA”) funds were used to establish and re-establish positions.  (Sommerer Surrebuttal, Ex. 3 HC, Schedules 2 and 5.)  The result showed no overall reduction in the cost of price stabilization, no net savings, and no reduction in the net cost of price stabilization.

Laclede witness Steven Mathews testified at the evidentiary hearing that he has been “the individual who has performed almost all of the trades that are the subject of this program.  And when I say ‘almost all,’ it may actually for this period be all of them.  I am the authorized trader under the program along with one other individual, but I believe in this program, I performed all the trades.”  (Tr. 289, line 24 through Tr. 290, line 4.)  He further testified that “I played a – certainly a formative role in how the program would be designed and how – how it would work, how we could benefit, you know, for the customers.” (Tr. 291, lines 22-25.) He testified that he was involved in the decision by the Company to opt out of the PSP’s price protection features. (Tr. 292, lines 1-3.) Mr. Mathews testified that the “Required Price Protection” portion of the program was no longer in effect as written after the September 2000 Stipulation and Agreement. (Tr. 350, line 19 through Tr. 351, line 2.) In addition, Mr. Mathews admitted that the incentive mechanism of the plan was no longer in effect after the June 2000 letter from Mr. Neises (Tr. 351, line 23 through Tr. 352, line 7.), nor was the Catastrophic Price Level commitment (Tr. 352, lines 22-24), nor was the price protection initiative (Tr. 353, line 10 through Tr. 354, line 19). According to Mr. Mathews, only the overall cost reduction incentive remained in effect. (Tr. 354, lines 20-23.) Mr. Mathews also repeatedly insisted that Laclede’s only reason for selling was to generate funds for more options.

Mr. Mathews admitted that on December 20, 2000, he sold two blocks of fifty options at a $5.50 strike price for a sales premium of $3.90 and $4.20. (Tr. 310, lines 7-10); that the proceeds Laclede received on those sales was approximately $ million (Tr. 312, lines 19-21); that the costs of those options was approximately $200,000 (Tr. 312, lines 22-24); and that when that sale was made, an incentive was operating for the Company. (Tr. 312, line 25 through Tr. 314, lines 13-15.)  Staff maintains that by selling on December 20, instead of holding those options until the next day, Laclede would qualify to keep approximately $1.5 million under the Company’s interpretation of the PSP.

2.
Do the controlling PSP tariff and program terms for the October 1, 2000 through September 30, 2001 ACA period entitle Laclede to retain approximately $4.9 million of the $33.5 million in financial proceeds received by the Company through its purchase and sale of call options during that period?

Staff does not believe so. Staff believes that the Company simply wants to have its results viewed as a stand-alone “trading operation”.  In other words, if proceeds received exceed costs, the company claims “savings” are experienced.  If Laclede were a trading operation without any obligation to purchase physical supply but only to speculate for profit, its claims might be accurate.  However, the program was not defined that way.  The modified tariffs controlling the PSP program contain no language defining the Company’s role to be a speculator in option trading. The tariff contains language that supports the assertion that Laclede’s activities were to be directed towards price stabilization of the gas the Company must buy to satisfy its customers’ demands. The program recognized that savings could be achieved while protection was left in place.   Once the levels and amounts of coverage were removed, the meaning of  “savings” had to be evaluated in light of what was actually being purchased under the modified tariffs. (Sommerer Rebuttal, Ex. 2 HC, p. 2, lines 9-15.)  Laclede was no longer procuring a fixed level of insurance at a fixed level of coverage against catastrophic loss.  

The Company’s own program architect indicated how the program was to operate when price protection was removed.  Laclede’s key policy witness in Case No. GO‑98‑484, Kenneth Neises, stated in his testimony filed in that case “…Of course, if the Company believes market conditions have changed radically enough to warrant such actions, it does not believe it should continue to have an opportunity to profit under the program.  Accordingly, if Laclede invokes this provision during the first 90 days, it agrees that the incentive aspects of the program should terminate for that year.” (Emphasis added.) (Sommerer Rebuttal, Ex. 2 NP, p. 9, line 30 through p. 10, line 2, referencing Neises Surrebuttal, page 14, lines 12 through 18 in Case No. GO-98-484.)  The Commission reflected this position in its Order, cited above:  “Laclede argues that in exchange for undertaking the risks inherent in guaranteeing price protection, it should have a corresponding opportunity to benefit from it if it achieves positive results.”

  Staff views a reasonable interpretation of the tariffs and remaining provisions of the program description to be that savings can only be recognized if the Company’s actions resulted in savings when compared to simply holding the options until maturity.  (Sommerer Direct, Ex. 1 HC, p. 13, lines 11-13.) Staff is making no disallowance here.  Laclede claims that savings happen virtually anytime cash comes through the door. (Sommerer Direct, Ex. 1 HC, p. 2, lines 22-23.)

The evidence does not square with Laclede’s repeated claims that the principal reason for liquidating hedge positions early was to provide funds for putting on additional hedges.  Mr. Mathews repeats this mantra in his Direct Testimony, Ex. 4 NP, p.6, line 15 through p. 7, line 3; his Rebuttal Testimony, Ex. 5 NP, p. 7, lines 17 – 20 through p. 8, line 11, and p. 9, lines 4 – 7; and in his Surrebuttal Testimony, Ex. 6 HC, p. 11, line 20 - p. 12, line 7.   It is also a major theme of his testimony from the stand.  (Tr.  303, line 13 through Tr. 307, line 19; Tr. 308, line 3 through Tr. 309, line 11;Tr. 310, line 11 through Tr. 312, line 24; Tr. 313, line 15 through Tr. 314, line 12; Tr. 328, lines 4 – 16, and Tr. 385, lines 12 – 13.)

However, Mr. Mathews acknowledged that on November 28, 2000 Laclede had cash from prior hedge liquidations in the amount of $6,912,350, an amount almost twice as much as the $3,599,800 that Laclede spent to protect ratepayers for the balance of the heating season.

Why, then, did Laclede liquidate 600 contracts (abandoning protection on 6,000,000 MMBtu of natural gas) before the last three trading days of December?  Indeed, on December 20 alone, Laclede sold 100 contracts for $4,500,000, proposing to retain more than $1,000,000 for itself, when holding for one more day would have meant all proceeds would go to protect ratepayers.  At the close of business on December 19, 2000, Laclede was sitting on more than $14,000,000 in cash from earlier options sales.  Laclede would only spend $357,000 on options for the rest of the heating season. It is clear that Laclede’s December 20 sale of options was not to provide funds for additional hedges, but to put money into Laclede’s pocket.  It is astounding that, after October 31, 2000, while sitting on between $1 million and $18 million in cash proceeds, Laclede added not a single December or January call option to protect ratepayers in a high priced and volatile market.

Finally, Laclede’s own internal auditor struggled with how various PSP terms should be applied.  Sommerer Rebuttal Schedule 1 contains at least two calculations that the auditor considered.  While the Staff does not agree that these are the only possible scenarios, it does show the ambiguous nature of the program terms.

CONCLUSION

WHEREFORE, Staff prays that the Commission accept its Initial Brief in this matter.

Respectfully submitted,
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