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AFFIDAVIT OF JOHN S. RILEY

STATE OF MISSOURI )
) ss
COUNTY OF COLE )

John S. Riley, of lawful age and being first duly sworn, deposes and states:

1. My name is John S. Riley. T am a Public Utility Accountant III for the Office
of the Public Counsel.

2. Attached hereto and made a part hereof for all purposes is my surrebuttal
testimony.

3. I hereby swear and affirm that my statements contained in the attached
testimony are true and correct to the best of my knowledge and belief.
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/fohn S. Riley, C.P.A.
Public Utility Accountant III

Subscribed and sworn to me this 28" day of July 2017.
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YPijs, — JERENE A BUCKMAN
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'%%SEAL§ Cole Counly Jerene A. Buckman

ZOFNMERY Commission #13754037 Notary Public

My Commission expires August 23, 2017.
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SURREBUTTAL TESTIMONY
OF
JOHN S. RILEY
EMPIRE DISTRICT ELECTRIC COMPANY

CASE NO. EO-2017-0065

Please state your name and business address.
John S. Riley, PO Box 2230, Jefferson City, Mig$ 65102
By whom are you employed and in what capacity?

I am employed by the Missouri Office of the RallCounsel (“OPC”) as a Public Utility

Accountant III.

Are you the same John S. Riley that filed direcand rebuttal testimony in this case?
Yes | am.

What is the purpose of your surrebuttal testimoy?

Due to Company witnesses’ contradictory and eading rebuttal testimony, | find it
important to reiterate the major points that OPE€ teveloped in arguing that the Empire
District Electric Company’s (“Empire” or “Companyhedging policy and practices are
imprudent due to inflexible and rigid purchasingwaes and have harmed ratepayers with
unnecessary hedging costs that have been shoulmeted customers. Company withesses
spend a great deal of print nitpicking my testimdoy error instead of laying out a
convincing argument that its hedging is prudehappears to me that the Company’s tactic

is to distract the Commission from the bigger pietu
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Case No. EO-2017-0065

Q.

Please state and explain each argument that ORtas against Empire’s hedging policy

and practices.

First, the policy is too rigid and inflexible fahe low price and low volatility natural gas
environment that has existed since 2011. As poiotg in direct testimony, Empire’s
hedging policy was never intended to protect rateysafrom upward price volatility but the
goal was to provide budgetary certainty to the Camypbetween rate cases. Empire’s
policy of purchasing natural gas contracts andvdavies five years in advance only
because an out-of-date, 16-year old hedging syrasedictating your actions is imprudent
and has caused ratepayers harm. OPC contendbeéh@abmpany should not have hedged

for this prudence review period at all.

Secondly, the Company knew prices were declining did not adjust the type of
purchases, the amount of purchases, or the timirthose purchases, and the ratepayer
suffered harm because of the Company’s disregarthéomarket’s changing conditions. |
have quoted sources from as far back as 2011 ntatated natural gas inventory levels
were elevated and as a result the natural gasspicald be coming down, or as in the case
of the Energy Information Administration (EIA) gfajpn page 9 of my rebuttal testimony,
prices would not reach the Company’s hedged poceriore than a decade. Even more
telling is the Company’'s own updates to the Coraiisthat point out declining prices,
and Company witnesses recognizing that hedginghat market environment would

produce losses, yet Empire did not alter its heglgnactices.

Third, Company personnel readily admit they doadjtist its hedging strategy for changes
in market dynamics which has caused over $13 millidosses that the ratepayer has been

subsidizing through the fuel adjustment clause CPA

The Commission should find that a reasonable pergould behave in a manner that would
reflect decision making that would personally affégeem, would not have hedged in that

market.
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REBUTTAL OF BLAKE MERTENS

Q.

How have Company witnesses contradicted their aw arguments that Empire’s
hedging has been prudent?

In Mr. Mertens rebuttal testimony, he questionsassertion that continued inventory levels
near or above the five-year average has suppressed and will prevent price spikes. Mr.
Mertens is arguing against the fundamental ecoroofisupply and demand. Near record
inventory levels is just an indication that supmyoutpacing demand. It is generally
accepted that an oversupply of a product will cgusalucers to cut prices to increase
demand and help reduce inventory levels. If inmgnlkevels stay high, prices will continue

to stay low.
Please explain the contradiction.

As was pointed out on page 10 and 11 of my tabtéstimony; the Company updated its
integrated resource plan (“IRP”) in March 2012 gethiyears before this prudence review
period. Empire explained that fuel price estimdtage been significantly reduced due to
the increased gas production from horizontal gdéndr The contradiction occurs when

Mr. Mertens attempts to rebut my position, butdvis1 Company uses OPC reasoning when

updating the annual IRP that was presented to ehen@ission:

The added production has boosted natural gas sgpiplistorage
facilities underground to levels that are abdQtpercent higher
than the five-year average, according to the Energy
Department. According to the U.S. Energy Informatiam
Administration (EIA) Short-Term Energy Outlook (February 7,
2012), natural gas spot prices averaged $2.67 pdBtM at the
Henry Hub in January 2012, down $0.50 per MMBtunfrthe
December 2011 average and the lowest average mjoptide
since 2002 Abundant storage levels, as well as ample supply,
have contributed to the recent low pricesEIA expects the Henry
Hub spot price will begin to recover after this teirns inventory
draw season ends and will average $3.35 per MMB®20iL2 and

3
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$4.07 per MMBtu in 2013. One of the factors conttibg to
recent downward movements in natural gas prices been
unusually warm weather throughout much of the Uhi&tates
during the winter of 2011-2012, which has the dftdadepressing
natural gas demand for space heatinijyatural gas working
inventories continue to set new record seasonal Mg and
ended January 2012 at an estimated 2.86 trillion duc feet
(Tcf), about 24 percent above the same time last 3¢
(Emphasis added).

The Company’s updated IRP points out that aboeea@e storage levels and excess supply
is the reason for the lower prices. Empire alsatiaes the information comes from the

EIA, the most authoritative agency when it comasfiarmation regarding energy related
matters and the report even menti@hart-Term Energy Outlook publications that | refer to

in my rebuttal testimony. Mr. Mertens contends thg reliance on storage volume is an
unacceptable method in forecasting future priceésigegCompany lowered its pricing
estimates for the very same reasons that | provided

Mr. Mertens includes a Table BAM-2 in his rebutil testimony that he contends
indicates that these were the forecasted prices f@015 listed on the NYMEX Futures
Exchange five years prior to the prudence review ped and that this is a better
indication of the expected prices for the periodsiquestion. Do you agree?

No. The NYMEX Futures market is simply a marketated to transfer price risk. Just
because the word “Future” is in the descriptionthd market it does not mean it is an
accurate forecast of future prices. This is anotimstance of Empire witnesses
contradicting each other’s testimony.

Please explain the contradiction.

Mr. Mertens provided no footnotes or referentteshe authenticity of his table which |

reproduced below, but the table does raise twoasti@g questions.

! EO-2012-0294, 2012 Integrated Resource Plan Andpdhte Report, Page 6 and Riley Rebuttal, pagmé®5

through line 10 Page 11
4
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Futures Months | 1/29/2010 | 2/26/2010| 3/31/201o| 4/30/201o| 5/28/2010| 6/30/2010| 7/30/201o| 8/27/2010| 9/30/201o| 10/29/201o| 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 5713 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

2015 NYMEX Henry Hub Futures as of
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 5771 5.683 5.570 5.447 5.364 4.998 4.622
4/1/2015| 5.431 5576 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 5912 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 5575 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

First, why is a utility buying hedges oviur years into the future? Before KCPL and
GMO suspended their natural gas hedging progranes,companies extended hedging
transactions out to 36 months. Neither Libertyliti#s nor Ameren Missouri hedge longer
than three years dut Empire Electric is the only Missouri utility theknow of that hedges
past three years. Empire’s hedging policy caltsafoninimum of 10% hedged for the year
2015 by December 31 of 2011, yet Empire was buf@tb futures in October of 2010.
OPC has already argued that the Company’s politgpsudent, but Company’s practice of
buying futures even farther out than its own popayameters is even more speculative, and

may be an imprudent purchase regardless of ang pricost impact.

2 Referencing Liberty and Ameren Hedging Presematio
5
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Second, Mr. Mertens argues that OPC should cansige‘forward curve” of the futures
market as the indicator of what prices will behe future. As | stated before, the NYMEX
futures market is a transfer of price risk and adborecaster of future prices. The reason
why a “forward curve” is a poor predictor of nafugas prices four or five years down the
road is due to a lack of liquidity in the markeattfiar into the future. 1 will explain market
liquidity and the speculative nature of forwardcps by using Mr. Doll's NYMEX table
AD-2 on page 6 of his rebuttal testimony.

Commodity Futures Price Quotes For
Natural Gas nymex)

(Price quotes. for NYTMEX Matural Gas delayed at least 10 minuies as per exchange reqguiremenis]}
Also available: electronic Session Quotes

Trade Matural Gas now with:
‘Cllck sar Current Session Frior Day

‘Chart Open High Loy Last Time Set Chg ol Sei Op Int Opt's
Jurr17 - 3082  3.021 | 3.037 20L | 3.037  -0.019 | 119322 | 3.056 141820 GCall Fut
Aug 17 - 3102 3042 3060 JZO0L 3060 -0.0M18  TFEOFT | 3078 227320 call Put
Sep 17 - 3087 3.034 3047 0L 3047 -0.017 31022 30684 181116 ca=il Put
Oct17 - 3108 32057 3070 J¥OL 3070 -0.016 24075 | 3.086 177414 Call Put
Mow 17 - 3172 | 3.124 | 3136 JF0L | 3136 | -0.014 12158 3150 72402 Call Put
Dec 17 - 3304 | 3263 3272 J¥OL | 3272 0011 7201 3283 65253 Call Put
Jan'18 - 3387 3349 3356 70U 3356 -0.010 11994 3366 1089898  cai Put
Feb 12 - 3367 32327 3337 200 2337 -0011 3699 3348 45716 Call Put
Mar12 - 3308 3266 3275 201 32575 _poiz aras 3287  T6466 Call Put
Apris - 2904 2878 2882 20U | 2882 -0.015 11441 2.897 84095 Call Put
Miay 18 - 2869 2844 2847 J¥O0L o847 D015 3557 2.862 34940 Call Put
Jun'18 - 2896 2872 | 2876 ,2°L | 2876 -0.014 847 2.890 20420 Call Put
Jurris - 2923 2905 2904 20U 2g04 0013 2065 2917 25335 Call Put
Aug 18 - zgze 2908 2911 JF0L | 2911 -0.014 1119 2925 16999 Call Put
Sep'18 - 29003 2834 2888 J¥0L  osms  po0ds 1275 2003 47061 Call Put
Oct18 - 2920 2900 2904 J2OL 0 2904 -0.016 2383 2920 39582 Call Put
Mowv' 128 - 2960 2952 2952 301 2952 0017 1040 29689 20479 Call Put
Dec' 18 - 3.085 3.082 | 3.084 ¥0L | 3084 -0.015 983 3.099 21878 Call Put
Jan'19 - 3182 34172 3470 JFOL 3470 0016 2021 3126 112086 Call Put
Feb'19 - 3163 3154 3146 20U 3146 -0.016 690 3162 3505 Call Put
Mar19 - - - 3006 S2OL 3080 @ -D.016 820 3.096 4808 Call Put
Apri19 | 2720 | 2720 2720 2726 G20l 2726 -0.009 473 2.735 4655 Call Put
May'19 2684 2684 2684 2681 201 26831  -0.009 12 2.690 1551 Call Put
Jun'19 - - - 2716 J209L 27pgs  -0.009 - 2718 1406 Call Fut
Jur19 - - - 2746 G201 2739  -0.009 - 2745 1205 Call Put
Aug 19 - - - 2760 0L 2753 | -p.009 16 2762 1160 Call Put
Sep'19 - - - 2753 80U 2746  -0.009 - 2755 1115 Gall Put
Oct19 - - - 277s 80U 2771 | -p.o09 - 2780 2149 Call Put
Mov' 19 - - - 2853 p%0U | 2846  -0.009 - 2855 1345 Call Put
Dec'19 - - - 32001 20U 29881 -0.009 2 3.000 1350 Call Put

6
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Liquidity in the NYMEX natural gas market can bgkined as the amount of buying and
selling (volume) of contracts for any given timefie The timeframe is usually a month.
Reviewing the schedule above, you can see that thea large amount of volume in the
early months of 2017. There is a great deal ofrfgugnd selling. These are vdrguid
timeframes. A high amount of liquidity fortifieki@ going price for natural gas in that
month - there is buying and selling in a narroveg@riange so the price is well established.
As can be seen towards the bottom of this scheditier, Apr'19, there is less and less
volume (liquidity) as the timeframe gets farthed darther from the current month. With
very few buyers and sellers; the expected pridess certain and is subject to unproven

price support.

The contradiction here is that Mr. Mertens congetttht his schedule demonstrates the
expected price for 2015 natural gas way back im0208r. Doll's schedule tells us that
there is very little liquidity after 24 months arkderefore, not enough buyers and sellers 50
or 60 months in the future to accurately forechstftuture price. To say that the forward
curve for January 2015 natural gas was $6.74 MNiBpwurely speculative because there is
not an active market for natural gas that far itite NYMEX Futures Markét Mr.
Mertens’ own tables demonstrate that the NYMEX goar predictor of future prices by
noting that in January 2010 the price for Janu@db2natural gas was $7.40 but in January
of 2011, the futures price for January 2015 nagealwas $5.87. That is a 21% drop in one

year.

It is interesting to note that Mr. Mertens arguleat the Company was not imprudent
because it was purchasing at a price that wasl latethe NYMEX futures market. OPC
has already pointed out that the future curve tsargood indicator of future prices so OPC
wants to reiterate that Empire’s policy should héneflexibility to avoid and not purchase

at inflated prices, hence our contention that Eepipolicy and practices are imprudent.

% | used the June 2010 month end $6.739 from Mridwesrtable as the reference for the January 20&Hgr

7
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REBUTTAL OF AARON DOLL

Q.

Empire witness Aaron Doll's rebuttal testimony & the top of page 2 describes
Empire’s hedging as a “ladder approach” that “provides maximum level volumetric
thresholds... with the ability to procure above the lands if desired.” Mr. Doll states
“this structure allows for strategic input to vary amount of natural gas hedged.” Is this

description concerning?

Yes. Mr. Doll appears to be saying Empire’srapph is a one-way ladder that can only be
climbed upward with more hedges and more expengetmatepayer. In other words, the
flexibility touted by Mr. Doll allows only formore hedging and not less hedging. This is
another indication that Empire’s inflexible hedgwil never result in less hedging even
where hedging less than Empire’s strict progransmapproach is clearly the prudent

decision.

Mr. Doll responded to your direct testimony exarple where Empire hedged 1 million
Dekatherm at $5.44/MMBtu. He stated that the tranactions in question were
acquired in five transactions, not one transaction.Assuming Mr. Doll is correct, does

this change the point you made in direct testimonwith this example?

No, but | do need to make a slight correctiomiyp direct testimony | mentioned the 2011
December Gas Position Report because the Compaegging policy requires that a
minimum of 10% of the 2015 expected gas burn beyédddyythe end of December 31,
2011. | should have used the word™bystead of “inDecember of 2011” when referring to
the gas purchased at $5.44/MMBtu. The Companylfiésl of the 2015 gas requirements
hedged by the end of December 31, 2011. An incowerd choice does not change the
fact that the Company employs a “lock and leavedtsgy that hedged well in advance of
the settlement date even though it acknowledgentitatal gas prices were falling. Empire

experienced hedging losses in every month of thdgurce review period, which were then
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passed through to the customers, because the befgiity required the Company to

hedge.

Mr. Doll responds to your example of the 1 milbn Dekatherm purchase by including
a table that he says shows Empire was “in the monégt the time of the transactions as
indicated by the forward curves leading up to the bdge transaction dates (p.3). What
does Mr. Doll mean when he says Empire was “in themoney” and do you agree with

his testimony?

I’'m not completely sure what Mr. Doll is desang. The term “in the money” is defined by
Investopedia.com adri the money means that a call option's strike price is belbe t
market price of the underlying asset or that thiéestprice of a put option is above the
market price of the underlying asset. Beimghe moneydoes not mean you will profit, it

just means the option is worth exercising.”

Another way to describe the phraséiis the money” refers to an option contract that, if it

were exercised today, would be worth more than $0.

If I understand Mr. Doll's statement correctlyethl would agree that it is a self-fulfilling

prophecy.
Please explain.

Both Mr. Doll and Mr. Mertens have argued tha forward curve is the appropriate future
price to use when placing hedges. To place hedgdhases at the forward curve price and
then later argue that your purchase was “in theayibat the time of the transaction can
hardly be challenged. Of course it is in the mon&kie point that needs to be emphasized
is that purchasing contracts at the forward cumreepfour or five years in advance is
nothing more than a betThe Company is not placing hedging transactions firain
advance to protect the ratepayer. It has pointeédrothe Hedging Section of the Risk
Management Policy (“‘RMP”) that it makes these taatisns for budgetary certainty and
9
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regulatory lad. It could care less what price is locked up in@@t 2011 for natural gas
that will be delivered in 2015 because the ratepeyk reimburse them through the FAC

no matter how bad a bet the Company made.

Let us review some of the transactions that Dbll has referred to above and see how the
Company disregards prudent purchases for the daf@erasting certainty. Below is a
table from Empire’s October 20X0ompany Gas Position Report.  These were purchases
made in October for various dates but the last &neo for periods within the prudence
review period. It is my understanding that these fanancial swaps placed with either
Wells Fargo or Bank of America. Swaps are findrtcaansactions that exchange a floating
price for a constant price to come due on a pdatiaate (swapping cash flows). It is my
understanding that swaps are more negotiable dubketonore individual nature of the
transaction as opposed to purchasing futures orN¥RIEX futures market. The far
column on the right in the below table is the MarRece which | believe is the forward
curve that Mr. Doll and Mr. Mertens contend is ttwéce that should be relied on to
determine if a hedge is “in the money.” The irgérg fact concerning this table is that
Empire’s 10/29/2010 purchases for June and Julp®b were purchased above the Market
Price. The Market Price is approximately 30 centye than what the Company will

actually pay when it buys natural gas from the Bewt Star Pipeline.

42003 RMP, opening paragraph of the Section 4 Hep§irategy
® Information gathered from the “market details” @bthe monthly Gas Position Reports
10
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Transaction Delivery  Settlement Trade
Date Date Date Ticket  Supplier DTh

Wells

10/19/2010 1/1/2013 12/27/2012 BB29E Fargo 70,000
Wells

10/19/2010 2/1/2013  1/29/2013 BB29E Fargo 70,000
Wells

10/19/2010 3/1/2013 2/26/2013 BB29E Fargo 70,000
Wells

10/19/2010 4/1/2013  3/27/2013 BB29E Fargo 70,000
Wells

10/19/2010 5/1/2013  4/26/2013 BB29E Fargo 70,000
Wells

10/19/2010 6/1/2013 5/29/2013 BB29E Fargo 70,000
Wells

10/19/2010 7/1/2013 6/26/2013 BB29E Fargo 70,000
Wells

10/19/2010 8/1/2013  7/29/2013 BB29E Fargo 70,000
Wells

10/19/2010 9/1/2013  8/28/2013 BB29E Fargo 70,000
Wells

10/19/2010 10/1/2013 9/26/2013 BB29E Fargo 70,000
Wells

10/19/2010 11/1/2013 10/29/2013 BB29E Fargo 70,000
Wells

10/19/2010 12/1/2013 11/26/2013 BB29E Fargo 70,000

10/21/2010 6/1/2014 6/26/2014 BB31lE BofA 100,000

10/21/2010 7/1/2014  7/29/2014 BB31lE BofA 200,000

10/21/2010 8/1/2014  8/27/2014 BB31lE BofA 200,000

10/29/2010 7/1/2015 6/26/2015 BB32E BofA 200,000

10/29/2010 8/1/2015 7/29/2015 BB32E BofA 200,000

Av. Price

5.36
5.36
5.36
5.36
5.36
5.36
5.36
5.36
5.36
5.36
5.36

5.36
5.24
5.285
5.33
5.50
5.50

Basis
(1=Nymex,
2=S Star,

Contract $ 3=PEPL)

375,200
375,200
375,200
375,200
375,200
375,200
375,200
375,200
375,200
375,200
375,200

375,200
524,000
1,057,000
1,066,000
1,100,000
1,100,000

—_——

I= =

[

Market
Price

5.623
5.579
5.421
5.106
5.091
5.111
5.151
5.186
5.206
5.281
5.453

5.655
5.238
5.274
5.309
5.390
2.430

This begs the question, why did the Company natgota natural gas price above the

Forward Curve? Why would the Company be compdlethake that arrangement four
years and eight months before the settlement daée \Wenry Hub spot price for that day

was $3.36 MMBtu? The answer is that the Empirg oates about price certainty and not

whether it is prudent to make the transaction feonend-user’s perspective.
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John S. Riley
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Q.

Mr. Doll is critical of your references to Henry Hub spot prices rather than the futures
price (pp. 4-5). He states your analysis is flawdoecause Empire does not have fixed
transportation contracts at Henry Hub, and insteadsources its fixed contracts from

the Southern Star Central Gas Pipeline (“SSCGP”).Has he confused the issue?

Yes. References to the Henry Hub pipeline intangle are rarely used to indicate an actual
delivery of natural gas. Rather, the Henry Huthésbenchmark daily natural gas settlement
price. Normally, the natural gas purchased or abldenry Hub through a NYMEX futures
contract is financial in nature and the transacisouonrelated to an electric utility's actual
purchase of natural gas to fuel its generationtpfariThe average monthly spot price at
Henry Hub helps illustrate this point. If it is ©ber of 2010 and the current spot price is
$3.36, should Empire unquestionably purchase ragasafor $5.50 to be settled in July of
2015? OPC argues that there was nothing in tlesept moment to indicate that a hedge
needed to be made for 63.7% more than the curre@ four years and eight months into

the future.

Mr. Doll does bring up an interesting point. Empirgghases its gas from the SSCGP
which normally has a cheaper price, usually 200tc@énts cheaper than Henry Hub quoted
settlement prices. However, financial gains anskds on swaps/futures contracts are
determined using the Henry Hub price for settlemgmiposes. OPC has calculated
financial losses of $10,712,168.00 based on theyHdub settlement price. If losses were
calculated on the SSCGP prices, the loss wouldviee greater due to the even lower

pricing activity from that pipeline.

Mr. Doll argues that hedging losses that equal 3% of the cost of natural gas during
the 18 month prudence review period does not accuely reflect the impact of the

Company’s hedging program. How do you respond?

® NYMEX began using Henry Hub Natural Gas Futuremil, 1990. From the CME Group article “Henry biu

Natural Gas Futures: Global Benchmark”
12
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A.

Mr. Doll's answer to that question on page 10Cg lirl of his rebuttal testimony is probably
the most descriptive yet simple explanation thatoae could use to describe Empire’s
hedging philosophy: Empire utilizes hedges to lock in price$. For the Company it has
never been about protecting the ratepayer from wpywace volatility and it has never
really been about how much the Company actuallg paynatural gas. It has always been

about budgetary certainty and recovering its dostates.

Now having to respond to MDoll's contention that the Commission should rewvigne

Company’s hedging results over the life of the paagis ironic.
Please explain the irony.

When OPC submitted data requests to the Compéaimgasr information concerning what
information the Company relied on prior to the micke period to formulate its hedging
purchases for the prudence review timeframe, Enghijected to providing any information
that was outside of the 18 month prudence reviawge Now Mr. Doll seeks to have the
Commission review the Company’s entire history iohmcial hedging gains and losses.
What | see as extremely frustrating is that Mr. |IDadded this history lesson while
judiciously leaving out key physical hedging lossesthat the results look more favorable

than the actual facts.
What were the losses that Mr. Doll left out of s table?

The annual physical hedge totals were omitted filgm Doll's calculations. OPC
understands that this docket is a prudence rewevarf 18 month timeframe from March
2015 through August of 2016, but Company witnesses attempting to sway the
Commission with a feel good story implying that Brenly lost $3.1 million in 15 years.
Schedule JSR-S-1 has a more complete listing osfesses. When the physical hedging

losses are included in the calculations, Empiredpproximately $41 milliod. In fact since

" Month end Gas Position Reports were used to tabtha monthly losses.
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the Company was granted a FAC in September 20088ses from both physical and
financial hedging losses are in excess of $95 dilli That alone is $11.5 million annually

that the ratepayers have been saddled with siedeAR was granted to the Company.

Claiming a $41 million loss is quite a bit diffeent than Empire’s assertion that it only
had a $3.1 million lose over 15 years. Can you dam how you determined the

physical hedging losses that are listed on your setiule?

Yes. In response to OPC data request 1327, ierppovided weekly Gas Position Reports
from 2002 through 2016. | include in my directitesny, as Schedule JSR-D-4 month-end
reports for the prudence review period. | revigwee month-end reports for every month
from the beginning of 2003 through February 20I6.include all of the month-end reports
to this testimony would be voluminous but to getusmderstanding of the format of the

report you can view some selected reports in Stba@R-S-2.

Gas Position Reports list the total hedged amfmurthe month and then breakout physical
hedging (forward contracts) and financial hedgismyaps and futures) into sections. The
Physical Hedges section lists the amount purchasbeékatherms (“Dth”), total cost of the

purchase, price paid per Dth and the market pee®th. The final line in the section is the
difference between the contract price and the menthmarket price. This is the gain or
loss calculated as of the date at the top of therteThe reports are always projecting the
gains or losses for three months in advance. Aedeer 31, 2015 report list January,

February and March 2016 totals as of the known etantice as of December 31.

What | did then is tabulate the listed amountahgr loss for each month end for each year
and listed the year-end totaled. To illustrateiséd the December 31, 2003 report to
determine the gain/loss for January 2004. | usediary 2004 to record the total for
February, February month end for the March totad apntinue the process through
November 2003 to determine the physical gain/los2003. | did the same steps for each
month and year from 2003 through February 2015thed September through December
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2016. The monthly totals for the 18 month prudemsgew period were calculated in the

spreadsheet in Schedule JSR-D-5 from my diredirtest.
How accurate are your annual totals?

Because | used the Company’s prior month-encketaorices there will be some variations
in actual gain/loss due to the change in markeepsihen the contract actually came due
during the month. For example, the December 304 268port lists a market price of $5.833
per Dth. The Southern Star pipeline price in Januas listed on the January report as
$5.763/Dth. So the actual gain/loss in the moritBamuary when the contract came due
would be adjusted by .07/Dth ($5.833 less $5.7@8) the December month-end total. So
in every month there will be some adjustment ugl@awvn when the contract is actually

executed.

To have complete confidence in the gain/loss | ldidhave to match the Southern Star
Pipeline price for the day of the contract executiath the price/Dth set out in the contract
much like | did with the prudence review monthdiafwon’t be necessary because OPC is
not formulating an adjustment outside the prudesuew period. This exercise was only
completed because the Company interjected an inetenpicture of its hedging history in
testimony. When the dust settled, an estimated5%8illion had been lost to physical

hedging transactions from 2003 through 2016.
How should the Commission view the 38.5% hedgirigss totals?

The 38.5% represent the losses within the preeleeview period. There is no reliance on
hindsight in OPC’s arguments that Empire’s hedgshgnprudent. Since April of 2015
OPC has been arguing that the Company’s hedgirjgesa have been imprudéntiaving
losses represent 38.5% of the cost of natural gasodstrates that Empire Electric is

ineffective as well as imprudent.

8 ER-2016-0023, Company hedging policy was offigialuestioned in April, 2015 during an issues megtivith
Staff and Company. Testimony was filed May 2, 2015
15



© 00 N O 00~ W DN

[T T S SN S
o D W N P O

16

17
18
19

20
21
22
23
24
25

Surrebuttal Testimony of
John S. Riley
Case No. EO-2017-0065

Q.

A.

Do you have any final remarks concerning Mr. Ddls rebuttal of your testimony?

Yes. Both Mr. Doll and Mr. Mertens display dla of what they contend is the October
2010 futures prices for NYMEX 2015 natural gas.eyfprovide a weak argument that the
forward curve is the price that should be reliedamdetermine future price estimates. They
do not provide any justification or historical neface to show that the forward curve is
accurate. They do not provide any facts demongfréthe reasonableness of using forward
curves for future pricing. A quick review of th@@pany’'s Gas Position reports will reveal
that NYMEX pricing for July 2015 prices in Octol&r2010 were $5.50. In October 2011
- $5.23, in 2012-$4.32, in 2013-$4.02, in 2014-$3Ad finally in October 2015 the price
was $2.34. The Company cannot make a case fomdberacy of pricing by using
NYMEX forward curve prices. The EIA predicted lowerices, less volatility and were
constantly updating their evaluations with thedateformation throughout 2011, 2012 and
2013. The Company should have relied on thoseigti@ts and used a more flexible
hedging plan to take advantage of the price reslgtoccurring in the natural gas market

instead of programmatic order placement that bestdtepayers over $13 million.

REBUTTAL OF ROBERT SAGER

Q.

Mr. Robert Sager testifies primarily about the Rsk Management Policy (‘RMP”) and
the Risk Management Oversight Committee (“RMOC”). What is your takeaway from

this discussion?

Mr. Sager misses the point of the case. Hs failargue that the Company has a prudent
hedging plan; instead Mr. Sager spends a greataidahe explaining how the RMP is
reviewed and has evolved as if the RMP is the fpoait of this case. It is not. The OPC
does not take issue with the RMP in general. @guiraent is with Section 4, HEDGING
STRATEGY pages 9 through 11 which OPC contends, with tloegon of the opening

paragraph, has not changed since 2003. The RMfhave gone through an evolution but
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the hedging section of the RMP is stagnant andrémasined stagnant despite significant

changes in the gas markets.

Mr. Sager says he doesn’t understand how you caefer to Empire’s hedging strategy

as “rigid” or “inflexible”. How do you respond?

Empire has a hedging strategy that has not mesed since 2003 despite major changes in
the volatility of the natural gas market. Withimst hedging strategy, the only mention of
monitoring is the “expected gas burn”. There isnmention of any gas market scenarios,
whether that would be disruptions, weather phena@meor abrupt forecast changes one
way or the other. The only change mentioned iscgasumption and nothing else is listed

that would alter the buying requirements.

Company personnel have a simple set of rules ltowfovhen it comes to natural gas

purchasing:

* Hedge a minimum of 10% of year foexpected gas burn
* Hedge a minimum of 20% of year thregpected gas burn
* Hedge a minimum of 40% of year tveapected gas burn
* Hedge a minimum of 60% of year oegpected gas burn

(Emphasis added)

These minimum percentages must be in place by Decker 310of each year. Nowhere

in this section does it allow for purchases of lg& these annual requirements. If the
Company recalculates its expected gas burn andidates that it will burn more fuel than

the Company previously expected, then Company peetanust hedge the appropriate
amount to reach the new required percentage. Webdefines_“rigid” as: “Precise and

accurate in procedure. Deficient in or devoidlexibility.”® The above quoted guidelines

can hardly be described in any other way than agid inflexible.

° Merriam Webster's Collegiate Dictionary, tenthtéi
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Q.

Mr. Sager contends (p. 5 lines 12-14) that “onef the strengths of Empire’s hedging
policy is that it allows for flexibility within the strategy based on market conditions
without requiring constant revision to the policy.” Is this similar to Mr. Doll's

characterization that was discussed earlier in thisestimony?

It is similar in that the only flexibility is tthedge more not less. What is bothersome about
this statement is that there is no place withiniib@ging section of the RMP that Mr. Sager
can point to that backs up his contention that imgdgs based on market conditions.
Empire absolutely does not place hedges based deentanditions. As Empire attested to
in Docket EW-2013-0101 with its answer to Staff €imn 10: Should utilities have a
budget for their hedging programs? Why, or why not?

Empire’s response It would depend upon the structure of the heglgin

program. For exampl&mpire’s historical hedging program has involved

the dollar cost averaging of a predetermined percaage of its future

natural gas requirements (as forecasted by our fueind purchased power

and customer demand budgeting processes) over muylie years. This type

of program does not involve the use of specificuahribudgets for hedging.
(Emphasis addéd

The Company reinforces that stance with its andwebtaff Question 11: How active
should electric utilities be in changing hedgingipons or strategy based on new market

conditions and new information?

Empire’'s Response Market conditions and new information should be

monitored by the electric utilitiedyut _the hedging program_should be

designed to avoid wholesale changes in positions etrategy based on

speculative forecasts of prices or future eventéEmphasis addéd

18



Surrebuttal Testimony of
John S. Riley
Case No. EO-2017-0065

10
11
12
13
14
15
16
17
18
19
20
21
22
23

24
25

What these answers confirm is that Empire hedgesdtural gas/olume requirements
without consideration of market conditions when mgkits hedging purchases which is

why ratepayers are footing the bill for $13.1 roifliin this prudence review period.

Mr. Sager states that you and OPC witness ChadeR. Hyneman do not provide any
examples of the rigidity or inflexibility of the Company’s hedging policy. Can you

point out any transactions that substantiate your aim?

Every transaction is geared toward satisfying riquired year-end percentage level of the
RMP and a review of Empire’s purchases indicatescthmpany is satisfying its hedging
requirements. The first page of Schedule JSRiSi2the Company’s Gas Position Report
for September 2012. In keeping with the requirasieat out in the Hedging Section of the
RMP, the Company must, by December 31, 2012, ha¥%e & the expected burn for 2013,
40% of 2014, 20% of 2015, and 10% of 2016 expegésdourns hedged. In September the
hedging amounts were 51%, 25%, 15% and 4% respBctiBy the end of October 2012,
hedging purchases brought the percentages up tgedreend requirements of 60%, 40%,
20% and 10%. An interesting note to these 2012-g¢md totals is that the Company
recalculated its expected burn for 2014 and inexk@s expectations causing the year-end
percentage to drop from 40% to 39%. However, bipkr 2013 the required percentage
of 60% for 2014, 40% for 2015, 20% for 2016 and 09?2017 had all been met. Again in
2014, the percentages in September were 63% fds, 2LBP6 for 2016 but only 17% for
2017 and only 6% for 2018. As expected, in October2017 and 2018 percentages jump
to 20% and 11% respectively. Every year, the Gompneets its 60, 40, 20, 10 goals. It
does not deviate from this rigid, inflexible regumrent regardless of what the market

conditions are at the time.

Has the OPC satisfied the requirements under th€ommission’s prudency standard
by raising serious doubt over the prudency of Empie’s hedging practices?
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A.

Yes. OPC has not only raised serious doubthbatdemonstrated that a reasonable person
would not have engaged in the hedging practices Hnapire Electric has steadfastly

followed. The Company has disregarded the changbg natural gas markets and has not
adjusted its hedging policy to reflect the stapiit the gas markets. The Company’'s
imprudence has caused $13.1 million in unnecedsases that the Commission should

return back to the ratepayer through the FAC.

Are there any changes to your direct or rebuttaltestimony that you would like to

correct at this time?

Yes. My Schedule JSR-D-5 in direct testimonyswhe preliminary spreadsheet that
calculated the Company’s hedging losses duringthdence audit timeframe. Steps were
taken to calculate the Missouri jurisdictional pmwtof the losses, however, | inserted the
original spreadsheet in as my schedule insteathefctlculated Missouri losses. I'm
including the corrected schedule as Schedule JSR-S-

Does this conclude your surrebuttal testimony?

Yes it does
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