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REPORT AND ORDER

SUMMARY

In this Report and Order, the Commission finds that Laclede Gas Company is not entitled to retain approximately $4.9 million in proceeds from the sale of call options in the

winter of 2000-2001, under the Overall Cost Reduction Incentive provisions of the Company’s Price Stabilization Program.

PENDING MOTIONS

On April 21, 2003, Laclede Gas Company filed a motion asking the Commission to strike a portion of the Proposed Findings of Fact and Conclusions of Law submitted by the Commission’s Staff on April 10, 2003.  Staff filed a reply to Laclede’s motion on April 22, and Laclede filed a response to Staff’s reply on April 23.  

In its motion, Laclede argued that Staff presented arguments in its Proposed Findings of Fact and Conclusions of Law that it had not previously presented during this proceeding.  Laclede contended that Staff’s new arguments are “fundamentally inconsistent with both the record as well as Staff’s own prior positions and representations to the Commission in this case.”  On that basis, Laclede asked the Commission to strike the offending paragraphs from Staff’s Proposed Findings of Fact and Conclusions of Law.

Staff’s Proposed Findings of Fact and Conclusions of Law do assert positions that Staff has not previously asserted in this case.  However, Laclede does not cite any Commission rule or any other principle of law that requires that Staff’s filing be stricken.  The mere fact that Staff makes an argument that may or may not be supported by the evidence does not harm Laclede.  Staff is just another party to this case and it, like any other party, may make any argument that it wants to make in its post-hearing briefs.  It is up to the Commission to decide which arguments are supported by the law and facts.   Laclede’s motion will be denied. 

On April 28, 2003, Laclede filed a motion entitled Request for Oral Argument in Response to Consideration of and Reliance on New, Extra-Record Matters at Agenda Meeting and, if Necessary, Petition to Reopen the Record and Establish New Procedural Schedule.  The title of this motion accuses the Commission of having relied on new extra-record matters in its discussion of the case at its agenda meeting on April 24, 2003.  However, the only specific evidence that the motion mentions is found in paragraph 10 of the motion, where Laclede mentions what it calls “two, out-of-context, sentences of testimony from the record in Case No. GO-98-484.”  The evidence to which Laclede refers is a statement by Kenneth Neises – Laclede’s Senior Vice-President – included in his testimony in GO-98-484.  However, contrary to Laclede’s assertion that the Commission is considering evidence from outside the record, that statement is included in the record in this case, both as quoted in the Rebuttal Testimony of David Sommerer,
 and as Exhibit 19.  The Commission has not considered any evidence in this case that is not in the record in this case!

Laclede’s motion is really an argument that the Commission may not decide this case on a theory different from that proposed by the parties.  That argument is addressed further in the Conclusions of Law section of this Report and Order.  If Laclede believes that the Commission has decided this case incorrectly, it may request rehearing and may exercise its right to appeal the Commission’s decision.  There is no need for oral argument and Laclede’s motion will be denied. 

FINDINGS OF FACT

The Missouri Public Service Commission, having considered all of the competent and substantial evidence upon the whole record, makes the following findings of fact.  The Commission in making this decision has considered the positions and arguments of all of the parties.  Failure to specifically address a piece of evidence, position or argument of any party does not indicate that the Commission has failed to consider relevant evidence, but indicates rather that the omitted material was not dispositive of this decision.

Procedural History

Case Number GR-2000-622 was established on April 4, 2000, for the purpose of tracking the over-recovery or under-recovery of Laclede’s natural gas costs for the Actual Cost Adjustment period for 1999-2000.  Case Number GR-2001-387 was established on January 12, 2001, for the purpose of tracking the over-recovery or under-recovery of Laclede’s natural gas costs for the Actual Cost Adjustment period for 2000-2001.  On February 20, 2002, the Commission, in response to a joint request of the Commission’s Staff and Laclede, ordered that Case Numbers GR-2001-387 and GR-2000-622 be consolidated for all purposes.  On February 28, 2002, the Commission established a procedural schedule leading to a hearing beginning on February 10, 2003. 

In compliance with the procedural schedule established by the Commission, Staff filed recommendations regarding Laclede’s 1999-2000 Actual Cost Adjustment filing on March 15, 2002.  Staff filed revised recommendations on May 9, 2002.  Laclede filed a response to Staff’s recommendation on May 31, 2002, and Staff filed a reply to Laclede’s response on June 28, 2002.  Ultimately, Staff and Laclede agreed upon all issues relating to the 1999-2000 Actual Cost Adjustment and nothing regarding that filing has been presented to the Commission for resolution. 

Staff filed its recommendation regarding Laclede’s 2000-2001 Actual Cost Adjustment filing on June 28, 2002.  Along with some other recommendations that have not been disputed by Laclede, Staff recommended an adjustment regarding Laclede’s Price Stabilization Program – sometimes referred to by the acronym PSP.  Staff’s recommendation with regard to the Price Stabilization Program is quoted in full as follows:

The Staff reviewed the operation of the PSP.  Based on that review, the Staff noted that approximately $5,000,000 was not distributed back to customers as a reduction to gas costs.  According to documents reviewed by Staff, Laclede has proposed to book $4,872,997 as income.  The Staff’s position is that before Laclede is allowed to share any gains generated from the PSP, there must be real savings in gas costs, not simply proceeds resulting from trading activity.  The Staff measured any benefit achieved by Laclede’s trading activity against the objective standard of holding the financial instrument till near expiration.  Overall, there were no savings to be shared between the Company and the customers based upon that comparison.  Therefore, the Staff is proposing to flow back to customers the proceeds that were not distributed from the PSP account from the winter of 2000-2001. 

Laclede responded to Staff’s recommendation on August 9, 2002.  In that response, Laclede disagreed with Staff’s proposal to flow back to customers the approximately $4.9 million it was claiming as its share of gains generated from the Price Stabilization Program.

Staff and Laclede filed direct testimony on September 27, 2002, rebuttal testimony on December 2, 2002, and surrebuttal testimony on January 10, 2003.  A hearing was convened on February 10, 2003, continued until February 13, and concluded on February 14.  The Office of the Public Counsel did not file testimony but did appear and participate in the hearing.  Staff and Laclede filed initial briefs on March 25, 2003, and reply briefs and proposed findings of fact and conclusions of law on April 10, 2003.  Public Counsel did not file any briefs.   

The Price Stabilization Program

The dispute in this case regards Laclede’s Price Stabilization Program.  The Commission initially approved that program in 1997, and then extended and substantially modified the program in a Report and Order issued June 15, 1999, in Case Number GO-98-484.
  The Price Stabilization Program set out in GO-98-484 was to be effective for three years, beginning with the heating season of 1999-2000.  Under the program, Laclede was allowed to use up to $4 million per year of customer money – the Maximum Recoverable Amount (MRA) – to buy and sell call options as a means of hedging the price of its gas supply. 

A call option is a financial instrument that gives the purchaser of the instrument the right, but not the obligation, to buy a futures contract for a specified price within a specified period of time.  The purchaser buys the call option by paying a one-time premium.  A call option will specify the price at which the underlying futures contract may be purchased if the call option is exercised.  That price is known as the strike price.
  So, for example, a purchaser might pay a premium of $0.10 for the right to buy an MMBtu of natural gas at a strike price of $5.00 in December.
    

The value of the call option will vary over time, depending in large part upon the market price of natural gas, and upon the market’s expectations of where the price of gas will go in the future.  If at the time the call option expires the price of gas is above the strike price, the call option has a positive value.  In the previous example, if the call option has a strike price of $5.00 and natural gas is at $6.00, the sale of the option will bring a profit of $1.00, less the premium.  On the other hand, if the price of natural gas is $4.00 the call option will expire without any value, and the purchaser will be out the cost of the premium.
  

Because the market price of natural gas changes constantly, as does the market’s expectations of where gas prices will go in the future, the value of a call option will also vary constantly.  A valuable call option one day may be valueless the next, and valuable again the third day.  The fluctuation in value can continue until the option expires. 

The amount of premium that a purchaser must pay to buy a call option also will vary depending upon the volatility of the market, the strike price, and the length of time remaining until the option expires.
  A lower strike price will require a larger premium because the odds are greater that the market price will end up above the strike price.  Similarly, a highly volatile market – in which natural gas prices are fluctuating – will require a larger premium because of the increased risk to the seller of the call option that the market price will end up higher than the strike price.

For a natural gas distribution company such as Laclede, the trading of call options can be used to hedge the cost of natural gas, providing a measure of protection for its customers against increasing costs for gas.  The hedging function of call option trading works this way.  The gas company pays a premium to purchase a call option at a specified strike price.  If the price of natural gas goes up above the strike price, the company can sell the call option at a profit and use the proceeds to offset the increased cost of natural gas.  For that quantity of gas, the customer effectively pays the strike price, even if the actual cost of natural gas is higher.  If the price of natural gas stays below the strike price and the call option expires valueless, the customer is out the cost of the premium but has obtained the value of having the price protection in place in case it were needed.  The situation is similar to the purchase of car insurance.  If a car owner purchases insurance and does not have an accident, the owner is out the cost of the premium.  However, for the premium, the owner has received the intangible value associated with a reduction of risk.   

The Price Stabilization Program that the Commission approved for Laclede permitted Laclede to spend up to $4 million per year of customer money on premiums to purchase call options to provide this protection to its customers.  Obviously, Laclede’s customers would benefit the most if Laclede purchased call options with low strike prices for low premiums.  To ensure that Laclede used its customers’ money wisely, the Price Stabilization Program contained two incentive components.  The Price Protection Incentive was designed to encourage Laclede to get as low a strike price as it could.
  The Overall Cost Reduction Incentive was designed to encourage Laclede to spend as little as necessary on premiums and to reduce the overall cost of the program. 

The Price Protection Incentive worked this way.  A target strike price was to be established in March of each year based on the March market price for natural gas.  A catastrophic price level was established at the same time at a level $0.50 above the target strike price.  March was chosen because normally the price of natural gas at that time is relatively low.
  Once the target strike price and catastrophic price level were established, the Price Protection Incentive obligated Laclede to purchase call options to cover 70 percent of its gas supply purchase requirements for the following winter season.  Specifically, it was required to have that level of coverage at “some point during the last three business days on which options for the applicable period can be traded on the New York Mercantile Exchange.”
  Laclede was obligated to purchase that 70 percent coverage, even if the available strike prices exceeded the target strike price and catastrophic price level.  In that circumstance, Laclede’s shareholders would be required to pay the costs in excess of the catastrophic price level.
  

In return for assuming that risk, the Price Protection Incentive allowed Laclede to keep a portion of any proceeds that it might generate through the sale of call options during the last three days of trading in those options.  The assumption was that by keeping call options until near maturity, Laclede would be providing price protection to its customers.  The exact formula by which Laclede would calculate its share of the proceeds is set out in Laclede’s tariff.  

The Price Protection Incentive provision of the program contained a clause that permitted Laclede to, in effect, opt out of the Price Protection Incentive if, within the first 90 days after the establishment of the Target Strike Price, radical changes in the market would require Laclede to purchase call options at above the Catastrophic Price Level.
  This provision would become very important in the second year of the program. 

The second incentive provision in the Price Stabilization Program was the Overall Cost Reduction Incentive.  That provision provided as follows:

Savings achieved through reductions in the cost of the program below the MRA (Maximum Recoverable Amount) as a result of favorable option purchases or intermediate trading activity (prior to the last three business days of NYMEX option trading) shall be shared by the Company and its customers according to the following schedule.

Cost Saving Increment


Share of Savings




Customers

Company  

Up to $6,666,666.66

60%



40%

Additional Savings


40%



60%

 The Overall Cost Reduction Incentive did not include an opt-out provision to match the provision found in the Price Reduction Incentive.

The Events of 2000

The Price Stabilization Program worked as planned in its first year of implementation.  A Target Strike Price was established in March of 1999 and Laclede purchased the required call options needed to provide the 70 percent coverage required by the program.  However, in the winter of 1999-2000, natural gas prices remained low and as a result the call options did not finish “in the money” and there were no revenues to share under the Price Reduction Incentive.
  Laclede was able to obtain the necessary call options for slightly less than $4 million so it was able to claim a small amount of money – approximately $40,000 – under the Overall Cost Reduction Incentive.
  In effect, Laclede’s customers had purchased insurance but had not suffered a loss. 

The second year of the Price Stabilization Program would cover the winter of 2000-2001.  The Target Strike Price was established at $4.70 in March of 2000, with the Catastrophic Price Level set at $5.30.  At that time, the future market price for natural gas was around $3.00.  At that level, gas prices were higher than they had been during the previous winter.  Indeed they were higher than they had been at any time during the previous four years.
  Under those circumstances, Laclede did not immediately enter into the futures market, instead waiting to see if, as expected, the market price, and as a result, strike prices, would come down.
  Unfortunately, the market did not come down.  Instead, beginning around May 1, 2000, the price of natural gas shot up to unprecedented levels.  By June 1, 2000, the market price for gas futures was in excess of $4.50.
  At that price level, strike prices had risen to $10-12.
   

On June 1, 2000, citing the radical changes in the market, Laclede, through its Senior Vice President, Kenneth J. Neises, sent a letter to the Secretary of the Commission indicating that Laclede was “exercising its right to declare the Price Protection Incentive component of the Program inoperable for the second year of the Program.”
  The letter went on to declare that:

Laclede intends to do whatever it can to procure reasonable price protection for its customers outside the ambit of the Price Protection Incentive in the months that remain before the onset of the winter heating season.  However, as a result of the Company’s decision to declare the Price Protection Incentive component of the Program inoperable this year, the Company will retain no gains under that component of the Program or incur any losses resulting from the purchase of price protection above the catastrophic price level established by the program (i.e. $5.20 per MMBtu).”

Following Laclede’s decision to opt out of the Price Protection Incentive, Laclede met with Staff and Public Counsel to discuss how best to proceed under the changed circumstances.  On July 7, 2000, Laclede filed a motion asking the Commission to make temporary revisions to the Price Stabilization Program for the 2000-2001 heating season.  Laclede asked that the level of funding for the program be increased from $4 million to $10 million, that the requirement that Laclede obtain price protection on 70 percent of its supply requirements be eliminated, and that it be authorized to use other types of financial hedging instruments.
  As a result of negotiations between Laclede, Staff, and Public Counsel, the parties filed a Unanimous Stipulation and Agreement on September 1, 2000.  

Laclede had requested numerous changes to the existing Price Stabilization Program, but the parties to the Stipulation and Agreement – Laclede, Staff, and Public Counsel – were only able to agree that Laclede should be relieved of the obligation to procure price protection for 70 percent of its supplies.  The Stipulation and Agreement also provided that “[s]ince the Parties were unable to agree on the Company’s other proposed revisions to the PSP, all remaining provisions of the existing PSP currently in effect will remain in full force and effect.”
  The Commission subsequently approved that Stipulation and Agreement in an order issued September 28, 2000.  As directed by the Commission, Laclede submitted a compliance tariff to reflect the change made by the Stipulation and Agreement.  The Commission approved that tariff in an order issued on October 11, 2000, to be effective on October 12.

During the ensuing winter heating season, Laclede continued to buy and sell call options.  Ultimately, that trading produced $33,499,000 in proceeds from the sale of call options.  Laclede paid $8,922,450 in premiums to purchase those call options.  $33,499,000 - $8,922,450 = $24,576,550 in net proceeds.  Using the formula specified in Sheet No. 28-f of its tariff
 for calculating gains and costs in relation to the Overall Cost Reduction Incentive, Laclede calculated what it claims to be its share of those net proceeds.  Laclede’s witness, Michael Cline, provided the following explanation of those calculations: 

The Company spent $8,922,450 to purchase call options under the program for the 2000/2001 heating season.  However, it also received $33,499,000 for those options that it sold.  Thus the Company’s net cost was a credit of $24,576,550, before deducting the savings the Company realized from the sale of options under the Price Protection Incentive component.  Since the Company’s Price Protection Incentive savings amounted to $11,566,00, the Company’s net cost credit for purposes of the Overall Cost Reduction Incentive component was reduced from $24,576,550 to $13,010,550.  At this point, Section G.4.b of the Company’s tariff calls for a comparison of the positive $4 million MRA to the negative net cost of $13,010,550.  The difference of $17,010,550 represents the Company’s savings or cost reduction under the Overall Cost Reduction Incentive Component. … 

Section G.4.b specifies that the Company is to retain 40% of the first $6,666,666.66 of cost reductions, or $2,666,666.66.  In addition, Section G.4.c permits the Company to retain 60% of the $10,343,833 of cost reductions in excess of $6,666,666.66, which amounted to an additional $6,206,330.  Thus, the total Company retention computed in accordance with Sections G.4.b and G.4.c of the Company’s Experimental Price Stabilization Fund tariff entitled the Company to retain $8,872,996.66 under the Overall Cost Reduction Incentive component.  Since the Company already contributed $4 million of this amount to supplement the third year of funding for the Experimental Price Stabilization Fund, it is the remaining difference of $4,872,997, or approximately $4.9 million, that was retained by the Company that is at issue in this proceeding.

Staff does not challenge the accuracy of Laclede’s calculations under the tariff, and the Commission finds that Laclede’s calculation is an accurate description of the numbers that would be obtained by applying the language of the tariff.

While it does not challenge the accuracy of the calculation, Staff contends that the method for calculating savings set out in the tariff was no longer appropriate after Laclede opted out of the Price Protection Incentive portion of the Price Stabilization Program. 

According to Staff’s witness, David D. Sommerer, the Price Protection Incentive and the Overall Cost Reduction Incentive were two, inseparable parts of a single program.  The goal of that program, as implied by its name, was to stabilize prices for consumers.  In order that consumers could have the benefit of stabilized prices, Laclede was authorized under the program to spend up to $4 million, collected from its ratepayers, to obtain financial instruments to protect those consumers from fluctuations in the market price for natural gas.  Once Laclede had withdrawn from the Price Protection Incentive and after it was relieved of the obligation to cover 70 percent of its volume by the Stipulation and Agreement, it no longer had any obligation to provide price coverage for any volume of gas and no longer had any obligation to guarantee any price level.  According to Staff, Laclede could no longer produce real cost savings for its customers because there was no longer a means to measure those cost savings.  Indeed, Laclede now had a perverse incentive to trade call options before the last three days of trading so that it could share in the proceeds under the Overall Cost Reduction Incentive, rather than trade them in the last three days when the proceeds would be excluded from that incentive.  Laclede, could, and did produce revenues by trading call options, but at the same time, the prices paid by Laclede’s customers were unprotected and were soaring to astronomical levels.
  Simply selling call options in a rapidly rising market and collecting the proceeds was not creating any benefit for consumers such that Laclede should be rewarded by being allowed to share in the proceeds     

Staff proposed to correct this disconnection by imposing a new test to determine whether Laclede’s intermediate trading in call options had, in fact, created any benefits for its customers.  Staff reasoned that intermediate trading could really benefit consumers only if it brought a greater return than could have been obtained simply by holding the call options until the last three days of trading.  Staff performed such a study and as reported in Schedule 9 to Sommerer’s Direct Testimony, Staff concluded that Laclede could have obtained more proceeds by simply holding the call options until the last three trading days.  Therefore, Laclede’s intermediate trading did not generate any savings and did not reduce any costs for consumers.  From that, Staff argued that Laclede should not be allowed to retain any proceeds from that intermediate trading through the Overall Cost Reduction Incentive provision.

Laclede responded to Staff’s argument by pointing out that the method for calculating savings under the Overall Cost Reduction Incentive is established in Laclede’s tariff that was approved by the Commission.  Laclede suggested that the Commission could not now alter the terms of that tariff by imposing a new test devised by Staff.  

Laclede also contended that Staff’s test for determining whether Laclede should be allowed to retain proceeds from intermediate trading was unreliable.  Laclede pointed out that it used intermediate trading to roll in and out of hedging positions, taking profits when they were available and using those profits to fund further purchases of call options, and thereby generating further profits, all to the benefit of consumers.  According to Laclede, the end result was that consumers received millions of dollars more in additional proceeds than they would have received if Laclede had not engaged in intermediate trading activity.

In response to Laclede’s criticism, Staff, in the surrebuttal testimony of David Sommerer, presented the results of a study that purported to show what would have been achieved if Laclede had simply procured call options up to the initial funding level of $4 million and then held them until the last three days of trading.  According to Staff, Laclede could have gained an additional $4.5 million by following that strategy.
 In other words, Laclede’s intermediate trading actually cost it and its customers $4.5 million.  Since Laclede’s intermediate trading did not produce any savings, Staff argued that Laclede should not be permitted to retain the $4.9 million it claims under the Overall Cost Reduction Incentive. 

At the hearing, Laclede responded to Staff’s revised calculations by pointing out that Staff’s hypothetical calculation of a hypothetical buy and hold strategy did not bear any relation to the actual trading that was done by Laclede.  Under Staff’s hypothetical strategy, Laclede would have been able to purchase reasonable coverage only for the early winter months; the late winter months of February and March would have been left completely unhedged.
  Staff’s witness agreed that a strategy that left February and March uncovered would not be a reasonable strategy.
  Laclede’s point was that intermediate trading was necessary to enable it to provide coverage for the later winter months and that a hypothetical strategy that did not recognize that necessity was unreasonable. 

Laclede also argued that Staff’s hypothetical calculations of how Laclede might have obtained greater returns through its trading program are improperly based on hindsight.  Laclede suggested for Staff to sit back two years after the fact, examine the results and find occasions where Laclede could have made more money by trading earlier or later.  But Laclede was trading without the benefit of hindsight, and it contended that it did the best job that it could.  Laclede argued that it should be allowed to keep the share of savings to which it would be entitled under the Overall Cost Reduction Incentive. 

After carefully considering the question, the Commission finds that Laclede is correct.  Staff’s hypothetical calculations of what might have been the result if Laclede had chosen to trade call options differently is entirely based on hindsight and is not to be found anywhere in the description of the Price Stabilization Program or the tariff designed to implement that program.  Staff was not able to provide a reasonable calculation to determine how savings could have been calculated under the Overall Cost Reduction Incentive after the Price Reduction Incentive was no longer operable.  That is not a criticism of Staff or its witness because there is probably no formula that could create such a calculation with any certainty.

The formula contained in Laclede’s tariff indicates that Laclede is entitled to keep $4.9 million in proceeds under the Overall Cost Reduction Incentive.  The question then becomes whether the Overall Cost Reduction Incentive of that tariff was still effective after Laclede opted out of the Price Reduction Incentive.  The Commission will address that question in its Conclusions of Law. 

CONCLUSIONS OF LAW

The Missouri Public Service Commission has reached the following conclusions of law.

Laclede Gas Company is a public utility, and a gas corporation as those terms are defined in Section 386.020(18) and (42),  RSMo 2000.  As such, Laclede is subject to the Commission’s jurisdiction pursuant to Chapters 386 and 393, RSMo 2000.

A tariff that has been approved by the Commission becomes Missouri law.  As a result, an approved tariff has the same force and effect as a statute.  Therefore, a tariff is to be analyzed in the same manner as a statute.
  In interpreting a statute, the purpose is to ascertain the intent of the legislature.
 The words of a tariff, as the words of a statute, should be given their plain and ordinary meaning when possible, but a reviewing body may look elsewhere for interpretation when the meaning is ambiguous or would lead to an illogical result that would defeat the purpose of the legislature.
   

Of course, when dealing with a tariff, there is no legislative intent to be discerned.  However, when interpreting the meaning of the Price Stabilization Program and the tariff that implemented it, it is necessary to discern the intent of Laclede in creating the program, as well as the intent of the Commission in approving the program.  

As should be clear from its name, the goal of the Price Stabilization Program was to stabilize prices paid by consumers for natural gas.  To achieve that end, the approved program allowed Laclede to use $4 million provided by its customers to purchase financial instruments to provide price stability to those customers. The program contained two, closely interrelated incentive features that were designed to maximize the protection afforded to the customers, while minimizing the cost of that protection.  As the program was designed, it was easy to determine the savings that Laclede was able to obtain for its customers. Those savings resulted from the sale of call options and that is all that the program and its implementing tariff were designed to measure. 

When both incentive clauses were working the program and tariff made sense.  Both Laclede and its customers could benefit from the sale of call options.  Both could receive a share of profits, but more importantly, Laclede’s customers received the benefit of having price protection against an unexpected increase in natural gas prices.  Unfortunately, when natural gas prices skyrocketed beginning in May of 2000, Laclede was in a position where it had to withdraw from the Price Protection Incentive portion of the Price Stabilization Program.  Consumers were left without the price protection to which they were entitled under the program.

Laclede agrees that once it withdrew from the Price Protection Incentive portion of the program it was no longer entitled to receive its share of profits from the sale of call options in the last three days of trading.  However, it claims that the other half of the program, the Overall Cost Reduction Incentive, was still in effect.  Under the tariff’s description of the operation of that incentive, Laclede would be allowed to retain a portion of the profits realized from intermediate trading of call options, in other words trading before the last three days of trading. 

However, without the price protection function of the Price Protection Incentive element of the program, the Overall Cost Reduction Incentive was merely a meaningless vestige.  Intermediate trading of call options did not necessarily provide any price protection to Laclede’s customers.  Laclede could sell its hedge positions at any time and collect and keep a portion of the proceeds.  Meanwhile, the price of natural gas used by those customers could keep rising after Laclede had sold out of its hedge position, leaving the customers unprotected.  For example, the selling price of natural gas may have been $1.00 above the strike price ten days before the expiration of the call option.  If the call option is sold on that date, Laclede and its customers would get to share in a profit of $1.00.  However, if by the expiration date of that call option the price of gas has risen to $3.00 above the strike price, can it still be said that Laclede’s customers have profited?  Laclede has its share of the profit from the sale of the call option and it can pass the increased cost of natural gas on to its customers.  The customers, however, have to pay for the gas out of their own pockets. 

What is more, when Laclede withdrew from the Price Protection Incentive clause it no longer had any incentive to hold call options until near their expiration, and thereby provide some protection to its customers against rising gas costs.  Instead, Laclede actually had a perverse incentive to sell its call options early, before the last three trading days, when it could still share in the proceeds of the sale. 

The Commission can only conclude that neither the Commission, nor Laclede intended to create such an unlikely and unfair outcome when they created the Price Stabilization Program.  There is no reason to believe that Laclede was in any way blameworthy because of its decision to withdraw from the Price Protection Incentive element of the program.  Certainly, Laclede was not responsible for the spike in natural gas prices that shocked consumers in the winter of 2000-2001.  However, there is no reason to believe that Laclede should be allowed to share in the illusory profits it made from trading in call options while the price that consumers had to pay for natural gas soared. 

There was only one Price Stabilization Program.  To permit the Price Stabilization Program and its enabling tariff to operate as proposed by Laclede would frustrate the intent of the Commission and Laclede in creating the program and approving the tariff.  Therefore, the Commission concludes that as a matter of law, the Overall Cost Reduction Incentive element of the Price Stabilization Program ceased to function at the same time that Laclede exercised its right to withdraw from the Price Reduction Incentive element of the program.  Therefore, Laclede is not entitled to claim a share of the proceeds from the sale of call options under the terms of that incentive element.     

The Commission’s conclusion that the Overall Cost Reduction Incentive element of the Price Stabilization Program ended when Laclede withdrew from the Price Reduction Incentive element of the program must bump up against the Stipulation and Agreement signed by the parties in September of 2000.  Laclede contends that this Stipulation and Agreement means that all elements of the Price Stabilization Program remained in effect,  except for the Price Reduction Incentive, and the requirement that Laclede provide hedging coverage for 70 percent of its flowing supplies of natural gas.  However, a look at the actual language of the Stipulation and Agreement indicates otherwise.  Paragraph 4 of the Stipulation and Agreement states that “[s]ince the parties were unable to agree on the Company’s other proposed revisions to the PSP, all remaining provisions of the existing PSP currently in effect will remain in full force and effect.”  That language does not affirmatively state that any particular element of the Price Stabilization Program is in effect.  It simply states that this Stipulation and Agreement does not change the effectiveness of any provision of the Program.  Thus, if, as the Commission has found, the Overall Cost Reduction Incentive element became ineffective at the same time as did the Price Reduction Incentive element, then this Stipulation and Agreement does nothing to resuscitate that element.  

The Commission is mindful of the fact that it is deciding this case on the basis of a theory that has not been argued by any party.  Laclede, of course, argues that it should be allowed to retain its share of proceeds under the Overall Cost Reduction Incentive.  Staff has consistently offered the theory that the Overall Cost Reduction Incentive remained in effect, but that savings under that incentive had to be calculated in a more restrictive manner.  Laclede contends that by deciding this case on a different theory, the Commission has denied it an opportunity to present evidence to refute the allegations against it, thereby denying it its right to due process of law.   

In other circumstances, Laclede might be correct.  However, in this case the Commission is reaching its decision entirely upon the basis of its conclusions of law about the meaning of the words of a tariff and a stipulation and agreement.  Those documents clearly are in the record of this case and both parties have presented extensive information about them.  Laclede has presented evidence and argument about both documents, and no additional testimony could change the words of either the tariff or the Stipulation and Agreement. As a result, in this case, Laclede’s due process rights have not been compromised.

DECISION

After applying the facts as it has found them to its conclusions of law, the Commission has reached the following decisions regarding the issues identified by the parties.  

A.
What were the controlling Price Stabilization Program (“PSP”) Tariff and Program Description terms for the October 1, 2000 through September 30, 2001 ACA period?

The Commission has determined that the Overall Cost Reduction Incentive became inoperative at the same time as the Price Protection Incentive.  

B.
Do the controlling PSP Tariff and Program Description 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?

Since the Overall Cost Reduction Incentive was inoperable during the applicable ACA period, Laclede is not entitled to retain any portion of the proceeds received by the Company through its purchase and sale of call options during that period.

IT IS THEREFORE ORDERED:

1.
That the recommendation of the Commission’s Staff that Laclede Gas Company be required to flow back to its customers $4,872,997 in proceeds that were not previously distributed from the Price Stabilization Program account from the winter of 2000-2001 is adopted by the Commission. 

2.
That Laclede Gas Company shall establish the account balances in its next ACA filing in compliance with the recommendations of the Staff of the Commission.

3.
That Laclede Gas Company’s Motion to Strike, or, Alternatively, for Leave to Respond is denied.

4.
That Laclede Gas Company’s Request for Oral Argument in Response to Consideration of and Reliance on New, Extra-Record Matters at Agenda Meeting and, if Necessary, Petition to Reopen the Record and Establish New Procedural Schedule is denied.

5.
That any pending motions that the Commission has not specifically ruled upon are denied.

6.
That this Report and Order shall become effective on May 9, 2003.

BY THE COMMISSION

Dale Hardy Roberts

Secretary/Chief Regulatory Law Judge

( S E A L )

Simmons, Ch., Lumpe and Gaw, CC., concur;

Murray and Forbis, CC., dissent; 

certify compliance with the provisions of 

Section 536.080, RSMo 2000.

Dated at Jefferson City, Missouri,

on this 29th day of April, 2003.
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