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REPLY BRIEF 


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

ARGUMENT

In its Initial Brief, Laclede Gas Company (“Laclede” or “Company”) argues that Staff’s calculation of what Laclede’s benefits should be under the Price Stabilization Program (“PSP” or “Program”) is unrelated to the tariff language (Initial Brief of Laclede Gas Company, p. 12); is selective in its use of facts and is just made up to achieve a result that Staff desires (p. 14); and, indeed, Staff does not care what the tariff language says and is retroactively trying to change the meaning of the tariff language (p.26). 

Staff would begin by stating that it is not important what the Company thought was being approved by the Commission, but rather what the Commission thought it was approving. Laclede is in effect proposing a trading model for the PSP, while Staff is proposing an insurance model. The Company’s arguments depend on taking matters out of the factual context of 2000/2001.

It is obvious that the meaning of the tariff language is not clear.  It is obvious that language whose meaning was clear in the Cost Reduction Program became ambiguous when Laclede opted out of the Price Protection Incentive. This was revealed when the PSP tariff guarantee was taken out with the price protection opt-out.  As a result, the Company’s suggested construction loses sight of the purpose of the PSP – to secure price protection for its customers.  Instead, a trading mentality takes over, as is shown by Laclede’s December 2000 trade of options.  None of the almost $20 million in option sales in December, 2000 was needed to fund additional purchases.  The only purpose was to lock a share of trading profits for Laclede, by abandoning January price protection. 

Because of the ambiguity of the tariff and highly altered program description in Year 2 of the program, several alternative constructions of the tariff language are available for the purpose of evaluating savings. Laclede’s interpretation is one possible choice but is not an equitable resolution of the tariff ambiguity because it implies that savings occur anytime proceeds are received and that “net cost of price stabilization” is some unknown product or protection amount. The Company’s own internal auditor disagreed with this calculation. On page 21 of its Initial Brief, Laclede reproduces its view of one way to calculate the Company’s “Entitlement” (a word no where to be found in tariffs or program description).  Calling this calculation  “straight-forward” tells a lot about the fundamental disagreements at issue.  Laclede’s calculation (which is neither straight-forward or equitable) shows (and depends upon) costs as “negative”.  In common parlance, one interpretation of cost would be the total amount spent for call options (in this case, $8,922,450).  That number would be positive, as with any other cost or expenditure one might expect. But that interpretation of cost far exceeds the MRA, and implies that Laclede owes the customer money under the overall cost reduction incentive.  However, the Company argues that the overall cost reduction incentive is much more involved and complicated than that meaning and supports a view that the net cost of price stabilization can be a negative number.  While that might be a remote possibility, Staff believes that the phrase “net cost of price stabilization” must mean something with more substance than Laclede has suggested. Staff’s interpretation is that a comparison must be made before the “actual cost of net price stabilization” is known. (Sommerer Surrebuttal, Ex. 3 HC, p. 11, lines 9-16.)

The Company also argues that Staff acknowledged in its testimony that there was nothing in the PSP tariff that described, or determined, the treatment of “savings” under the Overall Cost Reduction Incentive. Staff has consistently pointed out that the term “savings” lost meaning after Laclede abandoned the Price Protection Incentive guarantees.  The Cost Reduction tariff had to be read in context of the Price Protection description that was incorporated by reference.  That program description clearly contemplated some guaranteed level of price protection at a guaranteed price.  If that coverage could be obtained at a savings (as compared to the Maximum Recovery Amount (“MRA”)), then sharing would ensue.  That construction was consistent with the operation of the tariff in Year 1 of the program, and it was how savings was determined in Year 1.   The major difference between Year 1 and Year 2, that Laclede continues to ignore and refuses to address, is the indisputable fact that no level of price protection coverage was required in Year 2 to serve as the base for cost comparisons.  What, then, was the Company buying for the ratepayer?  It could not have been a share of trading profit, because the purpose of the PSP tariffs was to provide price stabilization. Savings can only be recognized if Laclede’s actions resulted in savings when compared to the cost of having a level of price protection, and, as Staff suggests, simply holding the options until maturity. Otherwise, there can be no overall reduction on the cost of price stabilization, no net savings, no reduction in the net cost of price stabilization.

Laclede’s continuous misuse of the term “savings” results in such bizarre exaggerations as Laclede’s statement on page 2 that the Program provided the Company's customers with returns approaching 500% or more on the money that Laclede was authorized to collect from them to fund the Program.  This kind of quantification should forever serve as an example of how skewed incentive programs can be constructed to reward the Company in the face of almost any situation.  Once again the fact, that Laclede’s gas costs rose by more than $300 million over historical levels should be the focus of the case. (Sommerer Surrebuttal, Ex. 3 HC, Schedule 1-1).  Laclede has totally ignored and failed to address the similarity that under the PSP call options have to insurance.  How can the customers have an uninsured loss of $300 million in the face of a program that supplied a 500% return?  The answer is simple.  Ignore the loss, quantify the return as any money that came in from the insurance policy divided by the “premiums”, and then claim success.  

Staff has attempted to address the Laclede’s concern that Staff had failed to consider that the Company’s trading of options generated greater funds than the initial MRA.  This quantification occurred in Staff surrebuttal testimony.  To this date, Laclede never provided a comprehensive analysis to address its own criticism. 

Laclede further contends that Staff acknowledged in testimony that nothing happened on September 1, 2000 that changed the Overall Cost Reduction Incentive. However, the PSP tariff provisions never contemplated the changes that occurred in September 2000. Only the overall cost reduction incentive remained in effect. Staff agrees that the Stipulation and Agreement’s remaining provisions were in full force and effect.  However, the original program description had been decimated. The only remaining provisions simply became ambiguous after the June 2000 opt-out letter and remained ambiguous after the September 2000 Stipulation and Agreement.  

The Company argues that Staff’s proposed adjustments are unlawful and contrary to an agreement reached between Staff and Laclede (Initial Brief of Laclede Gas Company, p. 12). The Company states that Staff’s proposed adjustments are an unlawful collateral attack on the Commission’s decision in Case No. GO-98-484 (p. 13 and 30). However, Staff’s proposed adjustment has nothing to do with GO-98-484 except and to the extent that that case can shed light on the ambiguous terms and phrases in this case. Laclede witness Steven Mathews admitted that the record on GO-98-484 was relevant to this case.  Staff witness David Sommerer showed time and time again that the Company represented on the record in Case No. GO-98-484 that the price guarantees were virtually ironclad and no incentives would be claimed if Laclede opted out of its protection. As Laclede Senior Vice-President Kenneth Neises testified in Commission Case No.GO‑98‑484 

…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. (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.)

On page 1 of its Initial Brief, Laclede states that “the issue in this case concerns the proper treatment to be afforded nearly $4.9 million of the roughly $33 .5 million in hedging proceeds that Laclede achieved under its [PSP] during the late summer, fall and winter of 2000/2001.”  The use of the word “achieved” is not consistent with the agreed upon statement of issues.  Staff has consistently argued that Laclede “received” these proceeds.  There is a significant difference in the meaning of these words.  The word “achieved” implies effort for a beneficial action.  The word “receive” can have the meaning of a gift or receipt without the need of effort.  The record shows  that Laclede’s gas costs escalated to extraordinary heights. (Sommerer Surrebuttal, Ex. 3 HC, Schedule 1-1.)  The net receipts of approximately $15 million have to be compared to some objective standard in order to have meaning. (Sommerer Surrebuttal, Ex. 3 HC, page 3, line 12.) Laclede repeatedly must rely on its interpretation of the meaning of the term “savings” as any reduction in expense.  So if gas costs increased by $1 billion, and Laclede received 10 cents, in Laclede’s interpretation, savings would have occurred.  

In another early misinterpretation of Staff’s position Laclede implies that Staff believes “that it is lawful and permissible for the Commission to retroactively rewrite the terms of tariff provisions that were thoroughly reviewed by Staff and approved by the Commission in order to produce a radically different treatment of the financial results of past transactions than the one that was clearly and unambiguously mandated by those tariffs”.  Staff’s position is that the tariffs must be followed, but those tariffs became ambiguous in the face of the removal of commitments to cover a certain volume of gas at a certain price.  The Company  criticizes Staff for not attempting to overturn the program description in its compliance review of the initial tariffs back in 1999.  But a compliance review does not allow for Staff to change features of a program that the Commission majority approved. Furthermore, the tariff only became ambiguous when Laclede abandoned the Price Protection Incentive, and then abandoned its position that it could not profit if there were no price guarantees.  Staff could not anticipate the latter change in position when reviewing the tariff in 1999.

Laclede inappropriately states on page 2 of its Initial Brief that the Staff’s position is “that the Commission may lawfully take such action even in the face of a subsequent Stipulation and Agreement that was freely signed by the Company, Staff and Public Counsel and that explicitly reconfirmed that the tariff provisions, which Staff now seeks to ignore or rewrite, were to ‘remain in full force and effect’.”   A review of that Stipulation and Agreement makes it plain that the document is very limited in scope and merely relaxes a previously stated requirement of protecting specific volumes.  The statement in the Stipulation and Agreement that no other terms of the PSP are affected means exactly what it says.  The terms of the PSP that remain are to be left in full force and effect.  As shown in Staff’s Initial Brief, there was nothing left of those original program description terms except for the last part of Schedule 6-1 (definition of MRA, type of financial instrument, and term) and the last part of Schedule 6-4 (overall cost reduction incentive description) (Sommerer Direct, Ex. 1 HC, Schedule 6).  All of the other portions of the program description were made moot by circumstances from June 2000 (the opt-out letter) and September 2000 Stipulation and Agreement. 

Finally, the Company inappropriately implies that Staff believes  

that the Commission should take all of these impermissible actions for the sake of a proposed adjustment that uses an entirely new method for determining savings under the PSP - a method that is not even true to the standard it is supposedly designed to reflect and that employs hindsight in a highly selective way to engineer the precise kind of benchmark for measuring savings that will retroactively serve to deprive the Company of the last remaining share of Program benefits to which it is lawfully entitled. (Initial Brief of Laclede Gas Company, p. 3.)

The Staff makes no such claim.  Staff witness Sommerer developed a fair method of evaluating the Company’s call option activity in light of the ambiguity created by the lack of meaning of the term “net cost of price stabilization”. (Sommerer Direct, Ex. 1 HC, Schedule 9.) Savings was interpreted as having real price protection benefit to the customer  as opposed to Laclede view that any “proceeds” should be deemed savings.  

Laclede apparently believes that Staff has acknowledged that the Company calculated it share of benefits achieved under the PSP in according with the terms of the tariff. However, while Staff has acknowledged  that certain terms of the program are unambiguous.  (e.g.“MRA”, “proceeds”, “premiums”.) Staff has never acknowledged that Laclede’s interpretation of savings and “net cost of price stabilization” is appropriate.

On page 19 of its Initial Brief, Laclede supplies a chart that contains all the colors of the rainbow to try and support its flawed application of the tariff.  Unfortunately the only “pot of gold” at the end of that rainbow is for Laclede.  Staff rejoinder to this table is contained in Staff witness Sommerer’s Surrebuttal Testimony. (Sommerer Surrebuttal, Ex. 3 HC, p.11, lines 9-16.)  There, each of the referenced tariff provisions is given logical meaning as the Company’s actual net proceeds are compared to a reasonable price protection standard.  Since the actual cost of net price stabilization exceeded the MRA no “savings” were calculated.

Apparently, Laclede has determined that it had no obligation to do anything for customers, and therefore anything it did for customers was to be rewarded. Under cross-examination, Mr. Mathews indicated that Staff picked a poor time to quit approving programs when asked about the Company’s responsibility to diversify its gas portfolio:  

Q. 
Based upon the portfolio approach you discussed in answer to Commissioner Gaw's question, could Laclede have purchased a fixed price for part of its supply for the winter of 2000/2001?

A. 
We didn't have authority to do so. We would have had to have gotten -- well, we would have had to have pursued board authority. Certainly the board of directors would have needed to know the risks associated with such a purchase. We -- had we had an understanding or cooperation on the part of the parties, we would have quickly achieved such authority.

Q. 
So the authority that you were lacking was from your own board, not from anyone else?

A. 
I don't believe that to be the case. I believe that we were in an environment where -- and I don't mean for this to be harsh, but I think the Staff picked a poor time to quit pre-approving programs. And that's exactly what happened that summer. 

We came forward with a lot of really innovative ideas which would have been extremely valuable in hindsight, would have provided great amount of protection under any of the circumstances, any of the proposals we raised. And I -- I -- I believe that at that point in time we were in an environment where the parties, although they didn't always agree, had -- had -- had had an expectation of cooperation and cooperative decisions. (Tr. 386, line 17 through Tr. 387, line 17.)

And so, a program that Staff never supported, and went to hearing to try and stop, became the Company’s excuse for not diversifying its gas supply portfolio. Laclede’s red-herring discussion regarding Staff’s previous buy and hold programs is also flawed.  Other local distribution companies ’s hedged during the winter of 2000-2001.  Laclede has been very limited in what Local Distribution Companies (“LDCs”) it has chosen to compare itself to. In its Initial Brief, Laclede cites the Commission’s Task Force report to show that Laclede’s PGA rates are lower than  other LDCs. The LDCs cited in the Commission’s Task Force report may have had Purchased Gas Adjustment (“PGA”) factors that changed monthly, and thus would have been more sensitive to price increases than the Company’s seasonal PGA. The fact that its PGA might have been higher than Laclede’s on an absolute basis was addressed by Staff witness Sommerer, who testified that Laclede had certain storage costs in its non-gas rates. (Tr. 257, lines 22-25.) Moreover, the PGA rate comparison should also compare over or under recoveries that are flowed into the Actual Cost Adjustment (“ACA”) factor in the following period.

In their dissenting opinion in GO-98-484, Commissioners Lumpe and Schemenauer foreshadowed Laclede’s assertions in this case: 

[t]he changes will permit Laclede to trade in and out of financial instruments once a hedge position has been established.  Laclede argues that these changes will permit it to respond more efficiently to changes in the market to improve the position of both the company and its ratepayers.  We fear that the changes will instead allow Laclede to speculate in the market while putting its ratepayers at risk.  The purpose of the Experimental Price Stabilization Fund is to permit Lalcede to purchase and hold financial instruments in its efforts to reduce the volatility of its cost of natural gas.  Laclede’s ratepayers would thus be protected from the volatility of the natural gas market.  The changes proposed by Laclede and approved by the majority will allow Laclede to stray from that basic objective by permitting Laclede to buy and sell financial instruments after establishing its hedge position, if it believes that it can make a profit by doing so. Thus the purpose of the Price Stabilization Fund is changed from protecting ratepayers from radical price fluctuations, to attempting to make a speculative profit for Laclede’s shareholders though the trading of financial instruments…the ratepayers are endangered by the downside risks associated with the financial speculation proposed by Laclede…Laclede’s proposal is remarkably short on details.  Critical terms are ill-defined; critical processes are undescribed…The ratepayers will bear all transaction costs while Laclede’s shareholders will share in the benefits. It seems that Laclede is asking the Commission to simply trust it to do the right thing, suggesting that its ratepayers will ultimately benefit from its financial dealings. Laclede’s ratepayers are perfectly capable of speculating in the financial markets if they choose to do so.  Those ratepayers do not, however, expect Laclede to use the ratepayers’ money to engage in such speculation.

The Company’s position implies that this was a trading program, when, in reality, it was supposed to be a hedging program.  Customers ended up without the price protection the program was supposed to provide.  Laclede’s claims that the reason for liquidating hedge positions early was to provide funds for putting on additional hedges is contrary to the evidence of the December liquidation of January price protection.  The tariff contains language supporting the assertion that the Company’s activities were to be directed toward price stabilization. Commissioners Lumpe and Schemenauer were prophetic; perhaps more so than they realized at the time.  Their fears for Laclede’s ratepayers became the sad reality when customers most needed guaranteed price protection.

CONCLUSION

WHEREFORE, Staff prays that the Commission accept its Reply Brief in this matter and find that, pursuant to its PSP tariff, Laclede Gas Company abandoned the opportunity to profit from the program when it opted out of guaranteed price protection for its ratepayers.  In the alternative, the Commission should find that Laclede did not reduce the cost of the PSP and can retain no part of the proceeds of the sale of the call options.
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