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EMPIRE DISTRICT ELECTRIC COMPANY

Q. Please state your name and business address.

A. My name is James A. Busch and my business address is P. O. Box 7800, Jefferson City, MO 65102.

Q. By whom are you employed and in what capacity?

A. I am a Public Utility Economist with the Missouri Office of Public Counsel (Public Counsel).

Q. Please describe your educational and professional background.

A. In June 1993, I received a Bachelor of Science degree in Economics from Southern Illinois University at Edwardsville (SIUE), Edwardsville, Illinois.  In May 1995, I received a Master of Science degree in Economics, also from SIUE.  I am currently a member of the American Economic Association and Omicron Delta Epsilon, an honorary economics society.  Prior to joining Public Counsel, I worked just over two years with the Missouri Public Service Commission as a Regulatory Economist in the Procurement Analysis Department and worked one year with the Missouri Department of Economic Development as a Research Analyst.  I accepted my current position with Public Counsel in September 1999.  Further, I also am a member of the adjunct faculty of Columbia College, Jefferson City Campus, teaching Managerial Economics in the MBA program.

Q. Have you previously testified before this Commission?

A. Yes.  Attached is Schedule JAB-1 which is a list of the cases in which I have filed testimony before this Commission.

Q. What is the purpose of your testimony in Case No. ER-2002-424?

A. The purpose of my testimony is to discuss the Interim Energy Charge (IEC) that was adopted by approval of a Stipulation and Agreement in Empire’s last rate case, Case No. ER-2001-299.

INTERIM ENERGY CHARGE

Q. Please describe the Interim Energy Charge.

A. The Interim Energy Charge is an additional charge that is being added to each customer’s bill.  The IEC was designed in recognition of high prices and volatility in the natural gas market.  In the last rate case, an amount was built into rates for fuel and purchased power expense to develop a “base” rate.  This figure included a level of natural gas prices that was around $3.50 per MMBtu.  Changing the price of natural gas to around $5.50 per MMBtu while keeping all other factors constant derived the “ceiling” for fuel costs.  The difference between the base and ceiling was the additional amount to be charged to customers, or the IEC.  At the time of the stipulation, the IEC was $0.0054 per kWh.

Q. How does the IEC work?

A. In simple terms, the IEC insulates the Company from the impact of upward swings in natural gas prices.  It works as follows: if the combined, prudently incurred energy costs of Empire are above the base level but below the ceiling, the Company will refund the difference between the IEC it has been charging its consumers and its actual costs.  If total energy costs exceed the amount collected from the IEC, the Company must absorb those excess charges above the ceiling.  If total energy costs are below the base, the Company retains the amount of the cost reductions below the base.  Therefore, the Company benefits from price movements below the base and is insulated from price increase up to the ceiling.

Q. What was the original term of the IEC?

A. The Stipulation and Agreement in Case No. ER-2001-299 contemplated that the IEC would be charged from October 1, 2001 through September 30, 2003.  However, the Stipulation and Agreement in that case does not address whether a rate case filed after the IEC took effect and ending prior to the expiration of the IEC will affect the IEC. 

Q. What factors were relevant in the natural gas market that necessitated the implementation of the IEC for Empire?

A. One of the reasons driving Empire’s last rate case was the impact the price of natural gas was having, and could have had in the future, on the Company.  Prices at the beginning of 2001 were near $10 per MMBtu and had only fallen back to the $5.00 range by spring of that year.  In Case No. ER-2001-299, Empire requested recognition of a going forward price of natural gas of roughly $5.50 per MMBtu, based upon then current futures market price level.  Public Counsel and Staff, using different techniques, countered that the appropriate price of natural gas on a going forward basis should have been closer to $3.50 per MMBtu.  Through the negotiation phase of the case, it was determined that at that time, the market was extremely unstable and an alternative solution should be explored for determining the appropriate mechanism for pricing natural gas.  Thus the concept of an interim energy charge was agreed upon to help enable Empire to weather the storm of extremely high and volatile natural gas prices in a way that also provided some protection for consumers.

Q. How were consumers protected by the IEC?

A. If Empire had taken the natural gas costs issue to hearing in the last case and prevailed, the going forward price of approximately $5.50 per MMBtu would have been used in the fuel run to help determine rates.  As the price of natural gas fell and Empire started purchasing cheaper natural gas, any amounts below the built in rate would have essentially gone to Empire’s bottom line as profits.  Therefore, the IEC created a base rate that allows consumers the opportunity to benefit from lower natural gas prices, down to the base amount.  Once costs drop below the base level, the Company receives all of the benefits.

NATURAL GAS MARKET

Q. What has been the level of natural gas prices since the implementation of the IEC?

A. The price of natural gas started to fall after its record settle for January 2001.  By October 2001, the price of natural gas had fallen below $2.00 per MMBtu.  Since then, the price of natural gas has settled between a low of $2.006 per MMBtu in February 2002 and a high of $3.457 per MMBtu in April 2002 on a monthly basis.  The August contract expired at a price of $2.976 per MMBtu.  Attached, as Schedule JAB-2 is a graph showing the monthly settlement price of natural gas on the NYMEX since January 2001.  

Q. What were some of the factors that have led to a more normal range of natural gas prices?

A. There have been several reasons why the price of natural gas has moved back to its more normal range.  First, the price spike experienced throughout the nation appears to have been an anomaly.  As I have discussed in testimony in Case No. ER-2001-299, there were many factors that led to the price spike of the winter 2000 – 2001.  Second, there may have been certain questionable trading activities by a number of natural gas marketers that artificially pushed the price of natural gas to extreme heights.  Third, more natural gas has been put into storage over the last year and a half.  Fourth, the nation experienced a relatively mild winter of 2001 - 2002.  This helped dampen the demand for natural gas and allowed storage levels to remain strong.  Finally, the overall economy has been in the doldrums since 2001.  With the slow economy, demand for natural gas has not been as great as it was in prior years.

Q. What is the current 12-month NYMEX futures strip?

A. As of August 14, 2002, the 12-month futures strip is $3.479 per MMBtu.  This represents the 12-months of September 2002 through August 2003.

Q. Are the conditions in the natural gas market as unstable as they were when the IEC was implemented?

A. No.  Even though natural gas will probably always be a volatile commodity, under current market conditions, there is a low probability that an extreme increase in natural gas prices in the near term will occur.

Q. Has Empire taken steps to protect itself from upward volatility in the natural gas market?

A. Yes.  Empire has initiated a natural gas hedging program through its Risk Management Program that sets out the parameters under which it will purchase certain levels of natural gas protection over the course of time to limit the company’s exposure to upward price volatility.  The hedging program that Empire employs is briefly described in the direct testimony of Company witness Brad Beecher (Beecher direct, page 3, lines, 18 – 27).

Q. Does this mean that Empire is completely insulated from price movements?

A. No.  Empire has created parameters that detail how much natural gas it will lock in on a yearly basis.  If the price of natural gas increases over the course of time, the price that Empire will be able to lock in will be higher.  The hedging program lowers Empire’s risk of higher prices, especially against sudden price spikes, similar to those experienced in the run-up in the winter of 2000 – 2001.

Q. Has Empire proposed a new IEC in this proceeding?

A. Yes.  Empire has offered to reduce the level of the IEC which it charges its customers by approximately $9,000,000.  Approximately $7,000,000 of this request has already been agreed to by the parties to this case and approved in Case No. ER-2002-1074 that clarified language concerning the true-up audit.

Q. What are the parameters of Empire’s new IEC?

A. Empire, due in part to the lower natural gas prices that it acquired and available to it in the market, has proposed a reduction in both the base rate and ceiling rate that constitute the IEC.

PUBLIC COUNSEL’S RECOMMENDATION

Q. What is Public Counsel’s recommendation regarding the IEC?

A. Public Counsel believes that since the market has stabilized relative to the time of the implementation of the IEC, the IEC needs to be reconsidered.  Now that the market situation is more stable, the IEC is no longer necessary and a return to traditional ratemaking procedures is appropriate.  The IEC was needed at the time it was approved and proves that as market conditions warrant, the regulatory process can be flexible to address the needs of the parties.

Q. Are you aware of any other past mechanisms that were approved by the Commission to deal with abnormal situations in costs that was terminated by the Commission?

A. Yes.  In the early eighties, the Commission used a forecasted fuel process for electric generating companies to combat inflation.  That process was discontinued once the inflationary problems of the early eighties were alleviated.  

Q. If the Commission does not adopt a new IEC at this time, what should happen regarding natural gas prices on a going forward basis?

A. In this proceeding, the Commission should order an appropriate level of fuel costs to be built into Empire’s rates under traditional ratemaking procedures.  As a part of those appropriate fuel costs, Public Counsel recommends that a price of $3.147 per MMBtu should be used as the appropriate natural gas cost.  Further, the refund procedure for the IEC, as set forth in the Stipulation and Agreement in Case No. ER-2001-299, should be implemented now to refund any excess charges collected by the IEC.  The effective date of the refund should reflect a date of September 30, 2002, to include one full year of fuel costs.
Q. How did you determine the appropriate level of natural gas costs to be used in the fuel run to determine overall energy costs?

A. I have altered my traditional method of combining historical prices with the futures strip.  I believe that my methodology is an appropriate model for determining the natural gas price to use in the fuel run to help calculate fuel costs.  However, in this case, I believe that another factor should also be considered.  The other factor that I have taken into account in this proceeding is the level of price protection Empire has already established through the use of various hedging mechanisms.  Therefore, I have used data provided by Empire in its Gas Position Summary sheet in my analysis.  The most current date of this report is from June 24, 2002.  This report details how many volumes of natural gas the Company expects to use, hedge, the percent of volumes hedged, and the average cost of all volumes hedged.

I took the average hedged price per volume that the Company has hedged for the rest of 2002 (October – December) and for the years 2003 and 2004.  I then determined the amount of un-hedged volumes the Company has for those years and used historical prices to determine an expected hedged level for those volumes.  I then combined the actual hedged volumes with my historical calculation to determine the appropriate level of natural gas prices to use in the fuel run.

Q. Other than the natural gas market, are there any other reasons to terminate the IEC at this time?

A. Yes.  As contemplated by the Stipulation and Agreement in Case No. ER-2001-299, any amounts collected through the IEC above and beyond the actual costs incurred by Empire will be refunded.  Starting the refund now will mean that more of the customers who actually overpaid will get their money back.  Waiting the full two years for repayment of the money will increase the odds that the individuals who have paid the excess will no longer be customers of Empire and may be difficult to locate.

Q. If the Commission determines to keep the IEC in place until expiration on September 30, 2003, should consideration be giving to starting the refund policy now?

A. Yes.  As mentioned above, giving any refunds to consumers now has merit.  Further, if the Commission adopts the proposal of altering the IEC, it would be easier to determine the amount of the refunds based on the initial set of parameters, then determine any future refunds based on the new IEC amounts.

Q. If the Commission determines that IEC should continue until its expiration date, should the base and ceiling be adjusted?

A. Yes.  As the Company has proposed in its direct testimony, the base and ceiling prices should be adjusted to account for the activities that the Company has already undertaken and the overall relative stability of the natural gas market compared to last year.

Q.  If the floor is re-based, what should be the new level?

A. The new floor should be $2.925 per MMBtu.

Q. How did you determine the appropriate base?

A. To determine a new base I simply calculated an historical level of natural gas prices.

Q. Why did you use an historical level to determine the base?

A. Since the IEC insulates the Company from certain increases in prices, a lower price of natural gas, based on historical prices is appropriate.  This way, the consumers will not be harmed if prices fall, and they will receive some of those benefits since they are at risk for price increases up to the ceiling.

Q. What is your new ceiling?

A. For the ceiling, I simply used the 12-month futures strip.  As I stated earlier, the 12-month futures strip is $3.479.




Q. Why do you believe that the 12-month futures strip was appropriate to use to determine the ceiling?

A. I believe that the 12-month futures is appropriate because it represents the level at which the Company can go out into the market today to lock in prices.  Further, since the Company already has locked in volumes below this level, it will be able to withstand an increase in prices in the short run.  Additionally, this is similar to the methodology employed by Empire to determine the ceiling in the original IEC.

Q. Would the new floor and ceiling be retroactive to October 2001?

A. No.  The new floor will be instituted from the effective date of any Commission order in this case.  Any earnings by Empire prior to a re-basing will remain with Empire.

Q. Does this conclude your direct testimony?

A. At this time.
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