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INTRODUCTION 1 

Q. PLEASE STATE YOUR NAME, TITLE AND BUSINESS ADDRESS. 2 

A.  Blake A. Mertens. I am the Vice President Operations – Electric for The Empire 3 

District Electric Company (“Empire”). My business address is 602 South Joplin 4 

Avenue, Joplin, Missouri.   5 

Q. PLEASE DESCRIBE YOUR EDUCATIONAL AND PROFESSIONAL 6 

BACKGROUND. 7 

A. I graduated from Kansas State University in 2000 with a Bachelor of Science Degree in 8 

Chemical Engineering and a minor in Business.  I received a Masters Degree in 9 

Business Administration from Missouri State University in December 2007.  I am also 10 

a professionally licensed engineer in the state of Kansas.  I was employed by Black & 11 

Veatch Corp. immediately following my graduation from Kansas State University in 12 

May of 2000.  From June of 2000 through November of 2001, I held roles as a 13 

technical analyst and energy consultant for the Strategic Planning Group of Black & 14 

Veatch’s Power Sector Advisory Services in the Energy Services Division.  Duties 15 

included assisting in power plant siting studies, economic analysis of potential power 16 

plants using production cost modeling, independent engineering evaluations of plant 17 

assets, and market analysis of the California energy crisis of 2000 – 2001.  I went to 18 

work for Empire in November of 2001 as a Staff Engineer in Energy Supply where my 19 
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duties included tracking of plant capital and operating & maintenance (“O&M”) 1 

expenses, involvement in energy supply regulatory issues, evaluation of new generating 2 

resource options, assisting in the construction of new plant, and assisting in the 3 

modeling and tracking of fuel and purchased power costs.  In 2003, my title was 4 

changed to Planning Engineer with similar duties but more responsibilities in the area 5 

of generation planning.  In the fall of 2004 I took a position as Combustion Turbine 6 

Construction Project Manager.  In this position I was responsible for the construction 7 

and commissioning of a 150 megawatt (“MW”) combustion turbine at Empire’s 8 

Riverton Power Plant known as Riverton Unit 12.  Riverton Unit 12 went into 9 

commercial operation in April of 2007.  In the fall of 2006 I took on the position of 10 

Manager of Strategic Projects.  In this role I was responsible for the management of 11 

new generation and major projects for Energy Supply facilities.  This included 12 

representing Empire's interests at the Iatan, Plum Point and other off-system generation 13 

facilities.  In January of 2010 my duties were expanded to oversee Empire’s 14 

environmental and safety departments and my title was likewise changed to Director of 15 

Strategic Projects, Safety, and Environmental Services.  In April of 2011 I was 16 

promoted to Vice President, Energy Supply where I am responsible for power plant 17 

operations, fuel supplies, energy procurement and marketing, and energy supply 18 

services.   In my current role as Vice President Operations - Electric, I have added 19 

responsibility for engineering and commercial operations to my previous role.  In this 20 

role, I am accountable for the proper budgeting and accounting of capital, operating, 21 

and maintenance expenses for Empire’s generation, transmission and distribution 22 

assets, both individually- and jointly-owned. 23 
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Q. HAVE YOU PREVIOUSLY PRESENTED TESTIMONY BEFORE THE 1 

MISSOURI PUBLIC SERVICE COMMISSION (“COMMISSION”)? 2 

A. Yes.  I have presented testimony in several Empire rate cases in various jurisdictions, 3 

including Missouri. 4 

Q. WHAT IS THE PURPOSE OF YOUR REBUTTAL TESTIMONY IN THIS 5 

CASE? 6 

A. To respond to portions of the Direct Testimonies provided by Office of Public 7 

Council (“OPC”) witnesses John S. Riley and Charles R. Hyneman alleging 8 

imprudence by Empire.  In particular, I will address Mr. Riley and Mr. Hyneman’s 9 

failure to fairly evaluate Empire’s hedging decisions prospectively. 10 

Q. WHAT OTHER REBUTTAL TESTIMONIES WILL BE PROVIDED BY 11 

EMPIRE? 12 

A. Empire witness Aaron Doll will address discrepancies in OPC direct testimonies 13 

related to the implementation of Empire’s hedging practices, and Robert Sager will 14 

discuss the structure and policy of risk management for Empire as it relates to 15 

hedging activities. 16 

Q. IN RELATION TO THE AUDIT PERIOD, WHEN WERE HEDGES 17 

EXECUTED? 18 

A. For the audit period of this prudency review, March 2015 through August 2016, 19 

hedges were placed at various times between 2010 and 2015 as is defined in the Risk 20 

Management Policy (“RMP”) discussed in Empire witness Sager’s rebuttal testimony. 21 

Q. ARE EMPIRE’S ACTIONS REGARDING THE HEDGING OF NATURAL 22 

GAS PRUDENT? 23 
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A. Yes.  Empire’s fuel costs, including natural gas hedging costs, have been through five 1 

fuel prudence reviews1 prior to this case, and no imprudence has ever been found.  2 

Empire has been measured and consistent with regards to its natural gas hedging 3 

practice.   4 

Q. ON PAGES 3-7 OF HIS DIRECT TESTIMONY, MR. HYNEMAN DISCUSSES 5 

THE "PRUDENCE STANDARD." DO YOU AGREE WITH MR. 6 

HYNEMAN'S DEFINITION AND STATEMENTS REGARDING 7 

APPLICABILITY TO THIS CASE? 8 

A. No. Based on my understanding and experience, Mr. Hyneman's definition is 9 

incomplete and possibly misleading. I also disagree with his statements regarding the 10 

applicability of his standard to this case. 11 

Q. PLEASE EXPLAIN 12 

A. Empire agrees with the Staff of the Commission that the appropriate prudence 13 

standard to be applied in this case is set forth in the 1997 opinion of the Missouri 14 

Court of Appeals in a Associated Natural Gas case (954 S.W.2d 520). This Western 15 

District opinion fully defines and discusses the standards to be applied in this FAC 16 

prudence review. 17 

Q. DO YOU BELIEVE OPC HAS DEMONSTRATED IMPRUDENCE ON THE 18 

PART OF EMPIRE UNDER THE STANDARD AS DEFINED BY MR. 19 

HYNEMAN? 20 

A. No. OPC has failed to demonstrate any imprudence on the part of Empire. Instead, 21 

Empire has demonstrated that its hedging actions were "reasonable at the time, under 22 

                                            

1 Commission File Nos. EO-2010-0084, EO-2011-0285, EO-2013-0114, EO-2014-0057, and EO-2015-0214. 
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all the circumstances, considering that the company had to solve its problem 1 

prospectively rather than in reliance on hindsight." See Hyneman Direct, pp. 6-7. 2 

Q. DO YOU BELIEVE OPC HAS DEMONSTRATED IMPRUDENCE ON THE 3 

PART OF EMPIRE UNDER THE PRUDENCE STANDARD APPLIED BY 4 

STAFF IN THIS CASE - AND IN ALL PRIOR EMPIRE FAC PRUDENCE 5 

REVIEWS? 6 

A. No. First, OPC has failed to present testimony to create serious doubt as to the 7 

prudence of any hedging costs incurred by Empire during the review period. Second, 8 

Empire has demonstrated that its FAC costs were just and reasonable and, as stated 9 

above, that its hedging actions were "reasonable at the time, under all the 10 

circumstances, considering that the company had to solve its problem prospectively 11 

rather than in reliance on hindsight." 12 

Q. IS THIS THE FIRST TIME OPC HAS ALLEGED HEDGING IMPRUDENCE 13 

ON THE PART OF MISSOURI’S REGULATED ELECTRIC UTILITIES? 14 

A. No. The OPC alleged imprudence on the part of Kansas City Power & Light 15 

(“KCPL”) in File No. ER-2016-0285, on the part of Kansas City Power & Light 16 

Greater Missouri Operations Company (“GMO”) in File No. ER-2016-0156, and on 17 

the part of Empire in Empire’s last rate case (File No. ER-2016-0023). In each of 18 

those three prior cases, as well as in the instant case, it appears OPC is alleging 19 

imprudence solely on the grounds that hedging losses have been incurred during one 20 

of the lowest natural gas spot markets we have seen in the past 15 years.  21 

Q. DID THE COMMISSION DENY RECOVERY OF ANY HEDGING COSTS AS 22 

A RESULT OF THE IMPRUDENCE ALLEGED BY OPC IN ANY OF THE 23 

THREE CASES REFERENCED ABOVE? 24 
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A. No. To Empire’s knowledge, the Commission did not deny recovery of any hedging 1 

costs, including hedging losses, as a result of OPC’s allegations of imprudence. 2 

Q. DOES OPC EVALUATE HEDGING DECISIONS USING HINDSIGHT? 3 

A. Both Mr. Riley and Mr. Hyneman allege to evaluate Empire’s hedging practices 4 

prospectively to avoid hindsight bias, however, they make no attempt to account for 5 

the “perfect information” they have about the natural gas market.   6 

Q. WHAT IS HINDSIGHT BIAS? 7 

A. Hindsight bias is the cognitive bias occurring when there is an overestimation of the 8 

ability to predict or forecast a future event after having knowledge of the event’s 9 

outcome.  In today’s layman terms, this could be referred to as “Monday morning 10 

quarterbacking.” 11 

Q. WHY DO YOU BELIEVE THAT MR. RILEY AND MR. HYNEMAN FAILED 12 

TO EVALUATE EMPIRE’S HEDGING PRACTICES “WITHOUT 13 

HINDSIGHT BIAS” OR “PROSPECTIVELY” AS STATED IN THEIR 14 

TESTIMONY? 15 

A. Never once do they provide evidence of the natural gas forward curves at the times 16 

the hedges were executed. Rather, Mr. Riley and Mr. Hyneman rely on macro storage 17 

volumes, a current table of NYMEX prices which provide “perfect information” of 18 

how the natural gas market settled, and misidentification of current spot prices as a 19 

reasonable indicator of future prices.  Furthermore, their testimonies are littered with 20 

misrepresentations of: Empire’s hedging positions, policy intent, cited publications 21 

conclusions, etc. which serve to conflate the issue at hand and will be addressed in 22 

Mr. Sager and Mr. Doll’s Rebuttal Testimonies.   23 
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Q. WHY IS IT IMPORTANT TO PROVIDE EVIDENCE OF WHAT THE 1 

FORWARD CURVES WERE AT THE TIMES HEDGES WERE EXECUTED? 2 

A. To avoid hindsight bias and fairly evaluate the hedging activity prospectively, you 3 

must provide the applicable forward curves to determine what the natural gas forecast 4 

was at the time rather than where the future prices eventually settled. Appendix 5 

BAM-1 is the Public Fortnightly article cited by Mr. Hyneman on page 12 of his 6 

Direct Testimony. The article states that, in part, as follows:  7 

…Intervenors have tended to take a retrospective view when 8 
evaluating the efficacy of hedging programs. While it’s tempting to 9 
look at historical hedging based on current information and perfect 10 
hindsight, the regulatory standard for what is reasonable and prudent 11 
must consider the availability of information and what was known at 12 
the time hedging decisions were made. This is the standard 13 
commissions have adopted when reviewing historical hedging costs.   14 
 15 

This “retrospective view” and “perfect hindsight” are precisely the activities that both 16 

Mr. Riley and Mr. Hyneman engage in with their Direct Testimonies in this case.  17 

Neither Mr. Riley nor Mr. Hyneman provide the forward curves at the time the 18 

hedges were executed, and, as a result, are unable to determine what would be 19 

considered reasonable at the time.  Furthermore, Mr. Riley alleges on page 4 of his 20 

Direct Testimony that the Energy Information Administration (“EIA”) and Empire’s 21 

own consultants were providing low cost natural gas forecasts but that Empire was 22 

either unable or unwilling to respond to this information.  This allegation has 23 

absolutely no data to support it and is deconstructed in Empire witness Doll’s 24 

Rebuttal Testimony. 25 

Q. WHAT WOULD BE AN IMPARTIAL METHOD TO EVALUATE THE 26 

REASONABLENESS OF EMPIRE’S HEDGES USING INFORMATION 27 

THAT WAS KNOWN AT THE TIME? 28 
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A. Examine the forward curves at the general time frame the hedges were secured. 1 

Q. WHAT WOULD BE A REASONABLE SOURCE TO DETERMINE THE 2 

FORWARD CURVES AT THE TIMES THE HEDGES WERE SECURED? 3 

A. The forward curves could be provided by using the NYMEX prices in the general 4 

time frame that the hedges were executed.  The reason you would want to use the 5 

general time frame that the hedges were secured would be to provide context as to the 6 

information that was present leading up to and at the time the hedges were secured - 7 

rather than just the information present at the time the hedges were secured. 8 

Q. ARE NYMEX FUTURES A REASONABLE METHOD OF FORECASTING 9 

NATURAL GAS PRICES? 10 

A. Yes.  In File No. ER-2004-0570, the Commission indicated that NYMEX futures are 11 

an appropriate method of forecasting prices.  Furthermore, in Mr. Hyneman’s Direct 12 

Testimony, he cites to a chart sponsored by Dana Eaves of the Commission Staff 13 

(“Staff”) in Staff’s Report in File No. ER-2016-0156 (GMO). This chart, which 14 

references NYMEX futures, is used by Mr. Hyneman to make the point that Staff 15 

shares in Mr. Hyneman’s assessment that natural gas prices are expected to remain 16 

stable in the future.  From these statements, it appears Mr. Hyneman takes no issue 17 

with using NYMEX futures as a reasonable indicator of future natural gas prices. 18 

Q. YOU MENTION MR. RILEY’S RELIANCE ON STORAGE VOLUME AS AN 19 

UNACCEPTABLE METHOD OF FORECASTING FUTURE PRICES.  20 

EXPLAIN THE CONCERN WITH USING MACRO STORAGE VOLUMES. 21 

A. On page 7 of his Direct Testimony, John Riley cites EIA storage volumes and 22 

indicates that the weekly natural gas storage report is strongly correlated with natural 23 

gas prices.  Presumably, Mr. Riley believes this is further evidence that hedging while 24 
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macro storage volumes are at high levels is imprudent and thus Empire’s hedging 1 

program is imprudent.  This conclusion is flawed in many ways.  Although Mr. Riley 2 

acknowledges that macro storage volumes cannot perfectly predict prices, he makes 3 

the illogical leap that so long as natural gas storage gas levels are above 5 year 4 

averages, price spikes are suppressed. Mr. Riley fails to acknowledge that significant 5 

natural gas storage volumes only prevent adverse price movements as it relates to a 6 

shortage on storage nationwide.  A disruption in supply, for example, would 7 

adversely impact natural gas prices regardless of macro storage levels.  The 8 

Fortnightly article, relied on by Mr. Hyneman, pondered potential supply side 9 

disruptions including “…environmental regulation that slows shale gas production, 10 

additional compliance requirements that increase shale gas production costs…” 11 

would have an adverse impact on natural gas prices.  Furthermore, on a micro level, 12 

local disruptions in supply such as pipeline constraints can also greatly affect the 13 

price of natural gas.  Finally, Mr. Riley fails to recognize that even if macro storage 14 

volumes and price stability were perfect predictors and the sole supply side concerns, 15 

they do not predict natural gas prices in the future.  The EIA does not produce a 16 

natural gas storage forecast for the next five years to assist in determining the price of 17 

natural gas.  Once again, Mr. Riley’s inability to fairly evaluate decisions made from 18 

a prospective basis is evident in the fact that his analysis only seeks to explain natural 19 

gas price movements after they occur, rather than assess the predictors of natural gas 20 

prices for the future. 21 

Q. HOW DOES MR. HYNEMAN’S USE OF THE HISTORICAL NYMEX 22 

FUTURES SETTLEMENTS IN HIS DIRECT TESTIMONY PREVENT A 23 
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FAIR AND PROSPECTIVE ASSESSMENT OF EMPIRE’S HEDGING 1 

ACTIVITY? 2 

A. On page 12 of Mr. Hyneman’s Direct Testimony, he includes the EIA publication 3 

(Table BAM-1) of NYMEX Henry Hub spot prices from January 1997 – April 2017 4 

to support his supposition that changes in the natural gas market have created an 5 

environment in which hedging is imprudent, and, since Empire has continued to 6 

hedge the natural gas needs of natural gas generating units, it has engaged in 7 

imprudent and unreasonable behavior.   8 

 Table BAM-1 9 

 10 

Mr. Hyneman once again fails to acknowledge the “perfect information” he has when 11 

making the determination that natural gas prices were going to continue to decline 12 

and remain stable. For example, below is Table BAM-2 which is depicting the 13 

NYMEX Henry Hub futures price near the end of each calendar month for 2010 and 14 

2011, which is the timeframe when the higher priced hedges during the audit period 15 

were executed. 16 

Year Jan Feb Mar Apr May Jun Jul Aug Sep Oct Nov Dec

  1997            3.45            2.15            1.89            2.03            2.25            2.20            2.19            2.49            2.88            3.07            3.01            2.35 

  1998            2.09            2.23            2.24            2.43            2.14            2.17            2.17            1.85            2.02            1.91            2.12            1.72 

  1999            1.85            1.77            1.79            2.15            2.26            2.30            2.31            2.80            2.55            2.73            2.37            2.36 

  2000            2.42            2.66            2.79            3.04            3.59            4.29            3.99            4.43            5.06            5.02            5.52            8.90 

  2001            8.17            5.61            5.23            5.19            4.19            3.72            3.11            2.97            2.19            2.46            2.34            2.30 

  2002            2.32            2.32            3.03            3.43            3.50            3.26            2.99            3.09            3.55            4.13            4.04            4.74 

  2003            5.43            7.71            5.93            5.26            5.81            5.82            5.03            4.99            4.62            4.63            4.47            6.13 

  2004            6.14            5.37            5.39            5.71            6.33            6.27            5.93            5.41            5.15            6.35            6.17            6.58 

  2005            6.15            6.14            6.96            7.16            6.47            7.18            7.63            9.53          11.75          13.42          10.30          13.05 

  2006            8.69            7.54            6.89            7.16            6.25            6.21            6.17            7.14            4.90            5.85            7.41            6.73 

  2007            6.55            8.00            7.11            7.60            7.64            7.35            6.22            6.22            6.08            6.74            7.10            7.11 

  2008            7.99            8.54            9.41          10.18          11.27          12.69          11.09            8.26            7.67            6.74            6.68            5.82 

  2009            5.24            4.52            3.96            3.50            3.83            3.80            3.38            3.14            2.99            4.01            3.66            5.35 

  2010            5.83            5.32            4.29            4.03            4.14            4.80            4.63            4.32            3.89            3.43            3.71            4.25 

  2011            4.49            4.09            3.97            4.24            4.31            4.54            4.42            4.06            3.90            3.57            3.24            3.17 

  2012            2.67            2.51            2.17            1.95            2.43            2.46            2.95            2.84            2.85            3.32            3.54            3.34 

  2013            3.33            3.33            3.81            4.17            4.04            3.83            3.62            3.43            3.62            3.68            3.64            4.24 

  2014            4.71            6.00            4.90            4.66            4.58            4.59            4.05            3.91            3.92            3.78            4.12            3.48 

  2015            2.99            2.87            2.83            2.61            2.85            2.78            2.84            2.77            2.66            2.34            2.09            1.93 

  2016            2.28            1.99            1.73            1.92            1.92            2.59            2.82            2.82            2.99            2.98            2.55            3.59 

  2017            3.30            2.85            2.88            3.10 

      Henry Hub Natural Gas Spot Price (Dollars per Million Btu)

Source: https://www.eia.gov/dnav/ng/hist/rngwhhdm.htm
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Table BAM-2 1 

 2 

 3 

 The top row provides the last business day of each month for 2010 and 2011, with the 4 

applicable 2015 monthly forward curves below each date.  These tables capture the 5 

natural gas market projections for 2015 based on information that would have been 6 

known at the time some of the longer term hedges from the audit period were 7 

executed.  It is clear from this table that the $1.93 - $2.99 monthly spot gas provided 8 

in Mr. Hyneman’s table (Table BAM-1) for 2015 would not have been predicted 9 

based on the forward curves.  Furthermore, what information we could gather from 10 

Mr. Hyneman’s historical NYMEX spot prices (Table BAM-1) is that the last period 11 

in which NYMEX spot prices were in the low $2.00 to high $1.00 range was in 1998 12 

& 1999, which was followed by a period of approximately 9 years in which prices 13 

increased.  As stated on page 2 of the Public Utilities Fortnightly article relied on by 14 

Mr. Hyneman:  15 

Futures Months 1/29/2010 2/26/2010 3/31/2010 4/30/2010 5/28/2010 6/30/2010 7/30/2010 8/27/2010 9/30/2010 10/29/2010 11/26/2010 12/31/2010

1/1/2015 7.405 7.200 7.060 7.094 6.972 6.739 6.264 6.376 5.929 5.933 6.122 5.983

2/1/2015 7.385 7.175 7.025 7.054 6.927 6.694 6.209 6.331 5.884 5.888 6.082 5.938

3/1/2015 7.170 6.955 6.825 6.854 6.727 6.494 6.029 6.156 5.709 5.713 5.912 5.760

4/1/2015 6.570 6.365 6.345 6.384 6.247 6.049 5.594 5.821 5.344 5.348 5.562 5.402

5/1/2015 6.525 6.320 6.305 6.349 6.212 6.019 5.569 5.806 5.334 5.333 5.549 5.390

6/1/2015 6.590 6.380 6.365 6.407 6.270 6.077 5.604 5.836 5.362 5.355 5.573 5.410

7/1/2015 6.665 6.455 6.440 6.479 6.340 6.147 5.656 5.881 5.404 5.390 5.613 5.452

8/1/2015 6.730 6.520 6.505 6.544 6.403 6.210 5.704 5.929 5.452 5.430 5.653 5.492

9/1/2015 6.765 6.555 6.540 6.577 6.436 6.243 5.729 5.954 5.477 5.450 5.673 5.512

10/1/2015 6.870 6.660 6.645 6.679 6.538 6.345 5.814 6.034 5.557 5.528 5.748 5.587

11/1/2015 7.125 6.910 6.895 6.929 6.776 6.580 6.014 6.224 5.742 5.708 5.926 5.757

12/1/2015 7.400 7.185 7.175 7.209 7.038 6.840 6.234 6.434 5.947 5.910 6.141 5.972

Futures Months 1/28/2011 2/25/2011 3/31/2011 4/29/2011 5/27/2011 6/30/2011 7/29/2011 8/26/2011 9/30/2011 10/28/2011 11/25/2011 12/31/2011

1/1/2015 5.871 5.966 6.244 6.167 6.137 5.889 5.797 5.688 5.567 5.484 5.118 4.733

2/1/2015 5.838 5.936 6.224 6.142 6.117 5.855 5.765 5.653 5.532 5.450 5.083 4.705

3/1/2015 5.706 5.826 6.134 6.057 6.042 5.771 5.683 5.570 5.447 5.364 4.998 4.622

4/1/2015 5.431 5.576 5.864 5.757 5.757 5.486 5.423 5.311 5.217 5.154 4.775 4.444

5/1/2015 5.421 5.566 5.879 5.777 5.775 5.501 5.436 5.321 5.227 5.164 4.783 4.454

6/1/2015 5.441 5.586 5.909 5.807 5.815 5.536 5.469 5.349 5.255 5.192 4.811 4.481

7/1/2015 5.481 5.626 5.954 5.850 5.860 5.576 5.505 5.384 5.290 5.227 4.848 4.518

8/1/2015 5.514 5.661 5.994 5.882 5.897 5.609 5.535 5.408 5.312 5.249 4.870 4.538

9/1/2015 5.531 5.676 6.009 5.892 5.912 5.624 5.546 5.415 5.319 5.256 4.875 4.541

10/1/2015 5.601 5.746 6.069 5.944 5.962 5.672 5.588 5.445 5.349 5.286 4.905 4.576

11/1/2015 5.743 5.881 6.224 6.089 6.114 5.810 5.723 5.575 5.472 5.408 5.017 4.671

12/1/2015 5.948 6.091 6.464 6.329 6.364 6.042 5.957 5.798 5.697 5.635 5.244 4.881

2015 NYMEX Henry Hub Futures as of

2015 NYMEX Henry Hub Futures as of
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…history repeatedly has shown that commodity market conditions are 1 
never stagnant, and that markets often correct as supply and demand 2 
factors re-balance. The recent 24 months of price declines have lulled 3 
many stakeholders into believing that low gas prices are now the norm, 4 
but market conditions will change at some point. The question is 5 
when, how quickly, and to what degree? If we have learned anything 6 
from the past, it is that we cannot predict the future with certainty. In 7 
the future, changing supply-demand factors might turn market prices 8 
in the other direction.   9 
 10 

Q. ASIDE FROM LOOKING AT THE FORWARD CURVES AT THE TIME 11 

HEDGES ARE PUT INTO PLACE, ARE THERE OTHER FAIR METHODS 12 

TO PROSPECTIVELY EVALUATE THE REASONABLENESS OF 13 

DECISIONS TO HEDGE NATURAL GAS? 14 

A. Yes.  The Public Utilities Fortnightly article specifically mentions an analytical 15 

exercise called avoided cost analysis to evaluate a hedging program without 16 

succumbing to the pitfalls of retrospection.  Specifically, the article states that 17 

“(m)any stakeholders have focused on costs associated with hedging, but there has 18 

been less focus by all parties on avoided cost analysis. In several instances, success—19 

or lack thereof—has been measured by comparing the hedged prices to spot market 20 

prices.”  21 

Q. WHAT IS AVOIDED COST ANALYSIS AND HOW IS IT PERFORMED? 22 

A. Avoided cost analysis is a form of scenario analysis where alternate outcomes are 23 

considered in order to determine the potential costs avoided as a result of a decision.  24 

In particular, at page 1, the authors of the Public Utilities Fortnightly article elaborate 25 

as follows: 26 

“Further, what’s missing is more analysis of the potential avoided cost. 27 
Additional scenario analysis would demonstrate the risk of what could 28 
have occurred as well as estimate the potential price exposures avoided 29 
as a result of hedging.”   30 
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What is simply be suggested here is to evaluate the efficacy of the hedging program 1 

by using potential price exposures and comparing the costs that would be avoided by 2 

hedging.  This is an important concept in evaluating a hedging program as it removes 3 

the perfect information bias and critiques the efficacy on a fair and prospective basis. 4 

Q. DID MR. HYNEMAN PERFORM AN AVOIDED COST ANALYSIS WHEN 5 

EVALUATING EMPIRE’S HEDGING PROGRAM AS THE AUTHORS OF 6 

THE PUBLIC UTILITIES FORTNIGHTLY ARTICLE RECOMMENDED? 7 

A. Not to my knowledge.   8 

Q. MR. RILEY AND MR. HYNEMAN REFER TO VARIOUS ARTICLES IN 9 

THEIR DIRECT TESTIMONIES. DO THESE ARTICLES SUPPORT OPC’S 10 

POSITIONS IN THIS CASE? 11 

A. For the most part, no. Mr. Riley and Mr. Hyneman conflate nearly every article cited 12 

in their testimonies to fit the narrative that natural gas hedging by a utility in the 13 

current natural gas market is imprudent and a wave of unwindings are occurring 14 

across the nation. As detailed above, the conclusions reached in the Public Utilities 15 

Fortnightly article referenced by Mr. Hyneman throughout his Direct Testimony and 16 

the EnerKnol article referenced by Mr. Riley on page 4 of his Direct Testimony are 17 

directly contrary to the positions being taken by Mr. Hyneman and Mr. Riley in this 18 

case. Both articles state that the gas markets will continue to be dynamic and exhibit 19 

historically low prices as a result of the proliferation of shale gas development. The 20 

articles also state that the current environment provides a tremendous opportunity for 21 

utilities to lock in low natural gas costs for their customers into the future. 22 
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Q. DOES MR. HYNEMAN AGREE WITH THE CONCLUSIONS AND 1 

RECOMMENDATIONS SET FORTH IN THE PUBLIC UTILITIES 2 

FORTNIGHTLY ARTICLE? 3 

A. It appears that he does not. The penultimate conclusion of the article is as follows: 4 

It is somewhat ironic that in today’s market, as the price of hedging 5 
has declined, stakeholder support for hedging has waned. The low-6 
price and low market-volatility environment introduces opportunities 7 
to execute hedges at historically attractive price levels. If utilities 8 
were to abstain from hedging until volatility increased and market 9 
prices rose, the cost of hedging would increase to the point where 10 
hedging could be deemed by regulators to be too costly for 11 
ratepayers.   12 
 13 

The article ultimately concludes by providing two recommendations: 1) improve 14 

stakeholders understanding of supply and demand fundamentals and explain events 15 

that could cause adverse price movements; and 2) work collaboratively with various 16 

stakeholders to understand all the perspectives and work to address all of the concerns 17 

so that utilities and customers may benefit from the current supply side conditions 18 

before the market shifts and the window of opportunity closes. These conclusions and 19 

recommendations are directly contrary to OPC’s positions in this case that Empire 20 

should cease all hedging activities and that Empire acted imprudently when hedging 21 

during a period of low natural gas spot markets. 22 

Q. WHAT IS EMPIRE’S POSITION REGARDING THE FUTURE OF 23 

NATURAL GAS HEDGING? 24 

A. Empire believes that natural gas hedging in the current historic low market is the 25 

prudent course of action.  Not once in Mr. Riley’s or Mr. Hyneman’s Direct 26 

Testimonies do they address an increase in natural gas demand as a result of low 27 
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prices.  As stated on page 8 of the EnerKnol article referenced in Mr. Riley’s Direct 1 

Testimony:  2 

…natural gas prices are projected to stay low, lower prices will 3 
increase demand for electricity generation, petrochemical production, 4 
and LNG exports, placing some upward pressure on prices. The 5 
Environmental Protection Agency's (EPA) regulations on carbon 6 
emissions could result in retirement of older coal-fired electric 7 
generation facilities, potentially requiring combined cycle natural gas 8 
generation to fill the generation gap. Cheniere Energy's Sabine Pass 9 
facility, with a total liquefaction capacity of three billion cubic feet of 10 
natural gas per day (bcf/d), is expected to be the first to liquefy natural 11 
gas produced in the Lower 48 states for export and is scheduled to 12 
come online in late 2015. Export facilities will greatly increase natural 13 
gas demand when they come on line. Demand is also influenced by 14 
weather and pipeline constraints. For these reasons, hedging could 15 
reach a point where the current costs to consumers turn into substantial 16 
benefits.  17 
 18 

Simply stated, when prices are at historical lows, upward price risk is much greater 19 

than downward.  The entirety of the sources cited by Mr. Riley and Mr. Hyneman 20 

themselves provides a  clear picture that the natural gas market remains dynamic, as 21 

has been the case through the commodities’ history, and upward pressure on prices 22 

will be exhibited through either increased demand or supply side constraints.  23 

Empire’s current hedging plan is poised to mitigate those conditions and provide 24 

price certainty to our customers.  25 

Q. DOES THIS CONCLUDE YOUR REBUTTAL TESTIMONY?  26 

A. Yes it does.27 

https://enerknoldata.com/home?agency=USA-FED-EPA
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