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BEFORE THE PUBLIC SERVICE COMMISSION
OF THE STATE OF MISSOURI

STAFF'S REPLY TO LACLEDE'S RESPONSE
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In the Matter of Laclede Gas Company's

	

)
Experimental Price Stabilization Fund .

	

)

	

Case No. GO-2000-394

COMES NOW the Staff ("Staff') of the Missouri Public Service Commission

("Commission") and in reply to the Response of Laclede Gas Company ("Laclede" or

"Company") filed on January S, 2001, to Staffs Recommendation of December 22, 2000, states

as follows :

I .

	

Laclede implies that Staff asserted that there is no "need for effective and

workable price protection program" . (Laclede Response, p . 2, T3) .

	

Staff, of course, has

suggested no such thing.

	

Rather, in its December 22 filing, Staff has pointed out to the

Commission that the design of Laclede's Experimental Price Stabilization Program ("PSP") has

not produced the results that the Commission and Laclede's customers expected under current

market conditions, and will produce detrimental effects in a future declining market, as well .

The Staff has suggested at every opportunity that price protection is a critical issue for

customers,

2.

	

It is clear from a review of the Commission's Report and Order in Case No .

GR-98-484 that the Commission strongly expected the PSP to produce a price cap for Laclede's

customers .

	

It is just as clear from the PSP as proposed by Laclede and approved by the



Commission that no such price cap was guaranteed . See the letter from Laclede attached hereto

as Attachment A. Further, the failure to produce a price cap was predictable in a market of rising

natural gas prices by the inclusion of a ninety-day window to permit the Company to speculate

on the movement of prices, while leaving customers without a guaranteed price cap . If prices

move against customers, as they did last year, the guaranteed price cap disappears.

3 .

	

The Staff firmly believes that the purpose of programs such as the PSP is to

protect customers by insuring that a limit is put on the upward price movement they face . Staff

does not believe that the benefits of possible profit on movements in the gas market justify the

elimination of the expected insurance against unlimited price increases .

4 .

	

Laclede suggests (Laclede Response, p . 2 - 3, JT4,5) that it had realized more

than $28 million from PSP activities by the end of December 2000. Staff finds these calculations

curious, at best .

	

The cost savings appear to be greater than the total authorized cost of the

program. See HC Attachment B. Staff notes that Laclede could have secured almost twice the

benefit, at half the cost, by simply obtaining price insurance in a timely manner (See HC

Attachment C), without waiting either to gauge its opportunity for profit under the PSP, or for

Commission authority to modify its hedging program later in the year .

5 .

	

The PSP is flawed . The PSP permits the Company to speculate at no risk for

ninety days, while exposing its customers to the risk of losing an effective cap on natural gas

prices . When the market moves against its customers, Laclede seeks Commission approval to

take the steps needed to protect customers . This additional delay in a volatile market results in

harm to Laclede's customers.

6 .

	

The flaws in the PSP will continue in the future . When the market price of

natural gas retreats from current record levels, Laclede will reap a windfall by operation of the



market, not necessarily action of its own. Customers lose protection in a rising market, and pay

more for the delivered cost ofgas through incentives in a declining market. The PSP is designed

so that "heads" Laclede wins, and "tails" customers lose.

7 .

	

Staff suggests here, as it did last fall with Missouri Gas Energy, that the

Commission should give the LDCs clear direction that LDCs are expected to exercise their best

judgment to secure natural gas in the face of changing market conditions ; clearly document the

framework and basis for those decisions ; and that the Commission will review those decisions in

the ACA process . The Commission gave MGE clear direction to secure protection for customers

in its best judgment, and it should apply the same judgment to Laclede .

8 .

	

The Commission has indicated that it will consider this issue prior to February 14 .

If the Commission feels that it needs to take evidence and hear argument on this matter, Staff

respectfully suggests that it hold a one-day hearing, and hear arguments, on February 2, 2001, or

some other date in the first week of February .

Respectfully submitted,

DANA K. JOYCE
General Counsel

I,t_,V~ ~ .5
Thomas R. Schwarz, Jr .
Deputy General Counsel
Missouri Bar No. 29645

Attorney for the Staff of the
Missouri Public Service Commission
P. O. Box 360
Jefferson City, MO 65102
(573) 751-5239 (Telephone)
(573) 751-9285 (Fax)
e-mail : tschwarz@mail.state.mo.us
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Mr. Dale Hardy Roberts
Secretary/Chief Regulatory Law Judge
Missouri Public Service Commission
301 W. High Street
Jefferson City, MO 65 101

LACLEDE GAS COMPANY
720 OLIVE STREET

57 . LOUIS, MISSOURI 63101
(314) 342-0601

June 1, 2000

RE:

	

Case No. GO-2000-394; Notice Regarding Price Protection Incentive

Dear Mr. Roberts :

The above-referenced case was established by the Commission to monitor
Laclede Gas Company's ("Laclede") revised Price Stabilization Program ("Revised
PSP"), as approved by the Commission in its Report and Order dated June 15, 1999, in
Case No . GO-98-484. Pursuant to the terms of the Revised PSP, the purpose ofthis letter
is to notify the Commission that Laclede is exercising its right to declare the Price
Protection Incentive component of the Program inoperable for the second year of the
Program .

As contemplated by the Revised PSP, such action has been necessitated by radical
changes in the market conditions governing natural gas prices in general and natural gas
financial instruments in particular . Even before the second year of the Revised PSP
commenced in March 2000, the cost of financial instruments had already increased to a
point where the targeted price protection level established for this year was some 70
cents greater than the highest catastrophic price levels (i.e . $4.00 per MMBtu)
established in prior years . Unfortunately, rather than decline, as most industry experts
and observers were expecting, such costs have only continued to escalate to
unprecedented levels, with the result that the cost to obtain even catastrophic price
protection has more than tripled over the amount authorized for that purpose under the
Revised PSP. As shown by the attached articles from the Wall Street Journal and Gas
Daily , this radical change in market conditions has been attributed to a number of factors,
including the increased use of natural gas in electric generation, less than anticipated
supplies of natural gas from Canada, and abnormally low storage levels .

Laclede intends to do whatever it can to procure reasonable price protection for its
customers outside the ambit ofthe Price Protection Incentive in the months that remain
before the onset of the winter heating season . However, as a result ofthe 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

Attachment A-1



any losses resulting from the purchase of price protection above the catastrophic price
level established by the program (i.e., $5.20 per MMBtu) .

cc : Commissioners
Office of the Public Counsel
Thomas R. Schwarz, Jr.
David M. Sommerer

Sincerely,

Kennet Neises

2 Attachment A-2



WALL STREET JOURNAL

- ECONOMY

Deal 'Comes Amid Record Prices for Gas
Devon, Santa Fe Snyder

Look for Bigger Role
In Production in U.S.

By ALExEi BARRioNurvo
Staff Reporter of 1Yie W~s~ Jotmta~

Almost as if on cue, Devon Energy
Corp . last week agreed to buy Santa Fe
Snyder Corp . for $2 .35 billion to take ad-
vantage of an unusually strong market for
natural gas-and then natural-gas prices
rose to all-time highs.

Devon, based in Oklahoma City, and
Santa Fe Snyder, Houston; said that com-
bined, they hope to be a bigger player in
U.S. production, which is needed now
more than ever. Both companies have
large holdings in the Rocky .Mountains,
one of North America's most promising
natural-gas regions.

Further, the companies . see the natural-
gas problem as long-term, not a single
day's spike. "Natural-gas supply is reach-
ing a crisis level," said Larry Nichols, De-
von's president and chief executive of-
ficer.

Driving the higher prices is an in-
creased demand for natural gas, coupled
with tight supply.,

For the better partof a decade, natural-
gas prices have lingered around 82 per
million British thermal units. Last week,
fueled by inventory levels that are 25%
lower than last year, prices climbed to
more than 84 per million BTUs . On Friday,
the June contract settled at 84 .41, eclipsing
the previous high of 84 in January 1997,
according to Stephanie Nichols, a trader
at El Paso Energy Corp .

Greater demand from users such as
power plants that need more and more
natural gas to keep running, disappointing
results from some wells and less-than-ex-
pected imports from Canada have all con-
tributed to the current supply crunch.
Worse, the price had been so low for so
long that many companies have been reluc-

TUESDAY,MAY 30, 200

Gas Meter
Natural gas in storage in billions of cubic
feet (left axis) and the future's price per
millions of BTUs (right axis)

Sources Energy Inramation Admintsnanon s May 2000
Short-Teen Energy Outlook Database . New Yak
Mercanthe Exchange

tant to spend to drill for new reserves or to
recover more from existing wells.

Drilling has picked up in recent weeks,
with both combined oil and natural-gas rig
counts up 64%6 from last year to 849 . But
natural-gas demand is expected to grow
376 this year, and many analysis think re-
cent production could be too little too late
to stave off a serious supply problem this
winter.

"I don't see how we are going to make
it," saidRonald J. Barone, an analyst with
PaineWebber. "You have to have rig
counts over 1,000 for a sustained period
just to replace production."

Complicating the situation is the in-
creasing use of natural gas to fuel electric
power plants, particularly during times of
peak demand . The U.S . has a shortage of
power capacity generally and that is forc-
ing power plants to use more natural gas
when they normally woWd build storage
for the winter months . With crude oil
prices running at 830 a barrel, power pro-
ducers have little incentive to switch to oil
to fuel their plants .

"It isn't that there isn't gas available to

P . A2

handle summer demand," says Dave Cos-
tello, an economist with the Energy Infor-
mation Administration . "But we are trad-
ing off availability now for availability in
the winter when we really need it ."

If producers can't boost gas supplies,
many analysts are betting prices -could
shoot up over the 85 per million BTU level
this winter.

Natural-gas supply fell when many in-
dependents cut back drilling by more than
4076 during the oil downturn that began in
1998 and saw crude prices fall to about $11
a barrel in 1999 . Drilling activity has yet to
return to 1997 levels . "The companies are
still shell-shocked over what happened in
1998," said Frederick Leuffer, an analyst
with Bear Steams .

Deepwater areas in the Gulf of Mexico
that were thought to be promising for natu-
ral gas turned out to be more oil-rich than
expected . Shallower areas on the Gulf's
shelf contain more gas but. require con-
stant investment to stem decline. Low
prices also slowed production from Can-
ada, a region the U.S . market relies on for
supply. This year, imports are running
4076 below expected levels for the year, the
EIA said .

In this environment, the stocks of
North American energy production compa-
nies such as Devon and Santa Fe have
been flying. Devon's shares have risen
80% this year, hitting an all-time high of
$59.50 last week. However, Devon's shares
fell 83 .06'25 to $55.625 Friday at 4 p.m . in
American Stock Exchange composite trad-
ing. Analysts blamed the stock's fall on
concerns that Devon paid too much for
Santa Fe Snyder, Devon's biggest deal to
date . Shares of Santa Fe Snyder were up
75 cents -to 811.75 at 4 p.m. Friday in New
York Stock Exchange composite trading.

The combined company will be the
fourth-largest independent exploration
and production company in the U.S . By
buying Santa Fe Snyder, Devon will more
than double its natural-gas reserves in the
Rocky Mountain region, where Devon has
specialized in low-cost extraction of natu-
ral gas from shallow-water coal deposits .
Devon said the region is estimated to hold
two trillion cubic feet of gas.
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Gas Daily.
Henry Hub spike could mark new price trend

T
he move of the average Henry Hub spot price above $3 50/mmBtu on May 18 and near
WmmBtu on May22 wasunprecedented for this time of year This most recent period marks

only the third timewhen spot prices at HenryHubhave approached

or exceeded $4 . In fact, spot prices there have rarely exceeded 53 .
The average daily spot price at Henry Hub exceeded $3 for the

first time in late December 1995 . That period marked the most signifi-

cant spot market price event ever at the Henry Hub . h began on Dec.

21, 1995 when the average posted spot price increased 55e/mmBtu to $3701mmBm after

rising above $3 the previous day. By the end of the following week, though, the price had

declined almost $1 from that high level.

Then prices quickly rebounded above $3.50 when the industry realized that working gas in

storage levels may have declined to almost 2 trillion cf, a level nor experienced that early in the
(continued anpage 8)

Special look at
Louisiana,
see page 5.
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winter heating season since December 1976
when gas deliveries to customers werecurtailed .

It's worth recalling that the winterof 1976
provided much of the needed motivation for
the passage of the National Gas Policy Act
(NGPA) decontrol of natural gas prices, and
the high prices created by the NGPA were the
fundamental incentive for the development of
the spot gas market .

The average daily price at Henry Hub
reached a peak of $14 on Feb. 2, 1996 in re-
sponse to a sudden drop in temperatures . Prices
generally stayed above $3 .50 until the end of
February 1996 . At that time, working gas lev-
els stood at 1 trillion cf, once again an almost
unprecedented level for that time of year- By
the end ofthe heating season working gas lev-
els had plummeted to 758 billion cf.

The next heating season - 1996-97 -
also experienced low working gas in storage

Gas Daily

levels . A cold spell early in the heating season
contributed to high prices but not nearly as
high as the previous year.

Storage levels today are currently higher
than then were at the same time in 1996 and
in 1997 . Prices are also significantly higher
than they were, and this is the problem. There
is hesitancy on the part of speculators to put
gas in storage and take the bet that prices will
rise enough at some point in the future to cover
the cost of the commodity and storage .

The futures market gives no relief. On
May 19, settlement prices revealed that prices
were expected to remain high for the rest of
the year. The 6-month NYMEXforward curve
was significantly above forward curves forpast
years at this time . In fact, the May 19 forward
curve was more than $1 .501mmBtu above
these forward curves from the past . This
change in price was equivalent to the level of

0Copyrighl2000 by Fimndal Times Energy

Friday, May 20, 2000

spot prices in 1994 and the first half of 1995
(see spot price figure below) .

The overall shape of [he current forward
curve is not that much different from previous
years. Yet the rise in price is only 1U. from
June to January, much smaller than in the pre-
vious two years, providing little incentive to
store gas since the cost of storage for the same
period clearly exceeds this difference .

Looking to last year
Current high prices are explained, in part,

by the high recent prices [hat preceded them .
Settlement prices a[ the close of trading for
the April and May NYMEX contract were
record-setting for those delivery months .
Higher prices in April and Maywere not en-
tirely surprising and were viewed as part of a
longer-term trend but the price bar they at-
tained was surprising .
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