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I N  ATTENDANCE : 

BARRY HUDDLESTON and DOUGLAS LAWRENCE, Senior D i  rector 

Strategy & P1 anni ng, Dynegy,  Inc. , 1000 Louisiana, S u i t e  5800, 

Hous ton ,  TX 77002 - 5050 

ROBERT ELIAS, FPSC Divis ion o f  Legal Services. 

CHERYL BULECZA-BANKS, Department o f  Competitive 

Services . 
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P R O C E E D I N G S  

CHAIRMAN JACOBS: Good afternoon. I ' d  l i k e  t o  take 

t h i s  time t o  welcome you a l l  t h i s  afternoon t o  a workshop tha t  

we hope w i l l  be very informative and absolutely very t imely,  

given so much o f  the events tha t  we've seen occur i n  the 

natural gas markets and other markets over the l a s t  few months. 

We thought an opportunity t o  s i t  down j u s t  t o  have an 

understanding and a discussion more about how these markets 

operate and then t o  begin t o  explore how one might approach 

r i s k  management. And tha t  r e a l l y  i s  the goal here i s  t o  

explore how one would approach i t  and what are the most 

reasonable measures tha t  might be avai 1 able t o  pract i t ioners 

out there. 

Today's presentation i s  intended as a general 

overview and k ind o f  an ins igh t  i n t o  t h i s  whole issue. As you 

probably are aware, there are dockets coming i n  the f a l l  which 

w i l l  deal w i th  these issues much more squarely, and we had had 

in te res t  from various par t ies t o  make presentations. Subject 

t o  the d iscret ion o f  the prehearing o f f i c e r  i n  those dockets, I 

would suggest t ha t  those requests be made more forma l y  w i th in  

the context o f  the speci f ic  dockets. 

And so, again, w i th in  d iscret ion o f  the prehearing 

o f f i cers ,  we w i l l  ant ic ipate al lowing some more focus and 

detai led presentations from spec i f i c  par t ies  i n  the context of 

those dockets. Having said tha t ,  we welcome you today, and we 
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Ippreciate your a t tent ion t o  t h i s  issue, and we look forward t o  

vorking wi th  you i n  the coming months and i n  the next year o r  

50 on resolving what we understand t o  be some r e a l l y  important 

Zhallenges as we take on t h i s  new brave world. 

And w i th  that ,  I would l i k e  t o  introduce our speaker 

for today. H i s  name i s  Barry Huddleston. We're glad he could 

j o in  us today. He i s  a l s o  a former employee o f  t h i s  great 

3gency, the PSC. tie has instructed i n  the Department o f  

iconomics a t  Flor ida S t a t e  University. He has a Bachelor from 

I h i o  State University, and a Masters o f  Science degree i n  

lconomics i n  Florida State. He also has extensive work toward 

pHD i n  economics a t  Flor ida Sta te .  With that ,  

qr Huddl eston. 

MS. BANKS: I f  1 could jus t  say one th ing  r i g h t  now, 

for those CPAs who are i n  the audience, there i s  a sign-up 

sheet t h a t ' s  r i g h t  i n  back o f  t h i s  tab le r i g h t  here tha t  you 

can sign up f o r  CPAs. 

MR. HUDDLESTON: I s  t h i s  on? We1 1, I 'm pleased t o  be 

I n  fact ,  Joe j u s t  came up back here. 

and reminded me tha t ,  oh, i t  was about 15 years ago, I guess, 

Joe and Roland were students o f  mine when I was s t i l l  a t  

F lor ida State; actual ly,  probably longer than 15 years ago, but 

i t  has been qui te  some t ime.  

I t ' s  been qui te  a while. 

What I ' m  going t o  do i s  sor t  o f  tee things up fo r  

Douglas Lawrence, who i s  the Senior Director i n  our Planning & 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

5 

Strategy Group. Douglas i s  sort o f  the subject matter expert, 
I ' m  'your overview guy, and t o  give you a 1 i t t l e  b i t  o f  an 
introduction t o  Dynegy, for those o f  you who may not know much 
about the company, Dynegy was established i n  1984 as Natural 
Gas Clearinghouse, one o f  the f i r s t  natural gas marketing 
companies . 

We 
are now an I 

w i t h  the Pub 

u t i l i t y  last 
1 i s t .  We' re 

re currently headquartered i n  Houston, although we 
linois corporation by virtue of having t o  comply 
ic  Uti1 i t y  Holding Company Act, since we bought a 
year. We're right now 54th on the Fortune 500 

a member of the Standard & Poor's 500 and we have 
about 6,000 employees. And for those of you who can buy and 

sell stocks, we're DYN on the New York Stock Exchange. 
As a profile o f  the company, we're i n  a l o t  o f  

different businesses, transmission and distribution; we have, 
as I sa id ,  a u t i l i t y  i n  I l l inois ;  we now are a global 

communications provider. We're primarily, though, focused on 
w h a t  I ' d call the energy convergence business , the convergence 
of gas and power into an energy marketplace. 

Our 2000 revenues were $29 b i l l  ion. We' ve got about 

$16 b i l l i o n  i n  assets, $16 b i l l i on  i n  market value. We own 
right now about 16,000 megawatts o f  generating capacity around 
the United States. We trade about 11 BCF per day i n  natural 

gas ,  134 million megawatt hours sold as a marketing company, 
ds  and propane sales as well. 
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I came wi th  Dynegy i n  the Destec Energy merger. 

iaving l e f t  the PSC here, I guess, i t  was ear ly  1991 t o  j o i n  

lestec Energy. And Destec merged four years ago w i th  NGC 

Zorporation and became Dynegy j u s t  shor t ly  a f t e r  tha t .  But 

lynegy's gone from a s ingle employee partnership i n  1984 t o  

jbout 6,000 employees now and almost $30 b i l l i o n  i n  annual 

nevenues. 

We also serve about a m i l l i o n  and a h a l f  r e t a i l  

xstomers throughout the United States, p r imar i l y  through what 

de c a l l  al l iances. We enter i n t o  a l o t  o f  s t ra teg ic  al l iances 

Mith ex is t ing  providers, both gas and power providers. In the 

southeast, as you can see, we've formed Southstar wi th  Atlanta 

:as L ight  & Piedmont, and do a l o t  o f  the gas marketing i n  the 

4 t l  anta area. 

We a1 so formed on wi th  Nycor and A l l  -Energy i n  the 

north And we ' r e  current ly  expanding t o  Europe. We opened 

of f ices i n  London and Milan, Luzanne and Holland. 

Unfortunately, I d i d n ' t  get any o f  those. 

What we do i s  s l i g h t l y  d i f f e ren t  than many o f  the 

marketing companies tha t  you've probably heard about. Dynegy 

i s  interested i n  taking physical posit ions and then trading 

around those physical posit ions. That's, essent ia l ly ,  how we 

manage our in ternal  r i s k .  So, i n  a l o t  o f  the areas where we 

are t r y i n g  t o  become more active, we're out there attempting t o  

construct and acquire generation. 
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So, most o f  our trading, as you can see, takes place 

i n  Cal i forn ia  and i n  the midwest where we have a l o t  of 

generating assets, the green dots on the chart.  We also do a 

l o t  o f  a c t i v i t y  i n  Ercot and a f a i r  b i t  i n  PJM, although a t  the 

present time we s t i l l  don ' t  own any assets i n  tha t  region. And 

I had t o  use t h i s ,  because t h i s  was our ad i n  "The Wal l  Street 

Journal, " and we 1 i ke t o  get i t  out there. 

it has any real meaning, though. 

I 'm not sure tha t  

To get t o  the meat o f  the top ic ,  I guess, basical ly,  

Mhat Dynegy does and what we suspect most o f  the u t i l i t i e s  

under your j u r i s d i c t i o n  here do i s  attempt t o  manage the 

v o l a t i l i t y  i n  the marketplace, through some kind o f  r i s k  

management mechanism or  series o f  r i s k  management mechani sms 

you can hedge, you can use derivatives, you can do forward 

contracts or, l i k e  most o f  us ind iv idua l l y ,  you can take out 

insurance. 

Most o f  the u t i l i t y  r i s k  managers around the country 

though have focused on the uncertainty associated wi th  earnings 

and looked a t  p r ice  exposures as opposed t o  volumetric swings. 

And so, what we used t o  always c a l l  the market r i s k  associated 

wi th  los ing and gaining customers, r e a l l y  haven't had the 

e f f e c t  u n t i l  we got i n t o  the deregulated environment where 

customers can now p ick and choose t h e i r  suppliers. And so, the 

u t i l i t y  managers i n  those areas are having t o  s t a r t  t o  look a t  

managing the vol ume, too. 
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Even so, there 's  s t i l l  not very much a c t i v i t y ,  a t  

least from looking a t  the other commodities markets. 

r t i l i t y  industry, there's not a l o t  o f  r i s k  management tha t  

takes place. And i n  looking through the l i t e r a t u r e ,  I guess, 

there are real ly three reasons tha t  I came across. 

I n  the 

F i r s t ,  the pace o f  deregulation has slowed. And so, 

i n  the areas where you had the real push for deregulation and 

A t i  1 i t y  managers were 1 ooking fo r  those mechanisms , t h a t ' s  now 

slowed down. They see a lower perceived movement toward 

3eregul a t i  on. 

The second one i s  where you end up wi th  no incent 

i n  place. And I remember from the textbook tha t  we used i n  

xonomics years ago, incentives matter. I t ' s  one of the 

fundamentals o f  economic thinking, and the incentives do 

ves 

matter. And i f  you don ' t  have the incentive associated w i th  

any r i s k  management scheme, i f  there's only a downside, then 

Nhy engage i n  anything? And so, without the incentives, you 

end up not r e a l l y  moving toward any o f  the r i s k  management 

too7 s . 
And then, f i n a l l y ,  once you end up with a movement 

toward e i ther  deregulation or, i n  many cases, j u s t  a movement 

forward i n  t ime,  you end up with a more fundamental and 

economic framework, and you end up moving toward a r i s k  

management scheme. What we do, as a partner i n  a l l  o f  that ,  i s  

e f fec t i ve l y  focus on three aspects o f  what we c a l l  the 
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marketing and trade opportunities. The physical asset, where 
we're looking at asset delivery, customer relationships, and 
having firsthand customer and market knowledge within the 
territories. 

The financial, where you end up with the exchanges; 
for example, the Nymex, entering into long and short positions, 
and looking at the settlement date. For example, in California 
you end up with a 45 or 60-day settlement date from the date of 
the transaction. And so, you end up with a long-term financial 
exposure that has to be managed there. 

And then, in the r i s k  management area, we're 
attempting t o  manage risk through a lot o f  different tools, and 
I'll mention just three o f  them in a little bit, and then let 
Douglas get more into detail, but we have the market-to-market, 
we value the risk, we have spot intramonth and long-term 
portfolios, and then we also get into weather derivatives and 
potentially emissions trading. 

What we have developed internally i s  really a series 
o f  three 1 inked areas. We have business- to-consumer , we have 
the business-to-business, and then we have a neutral energy 
exchange that we have partnered with a number o f  large 
providers, like Texas utilities, for example. And we've formed 
this trade spark, which is using - -  it's called e-speed. 
a network that you can go in and do neutral arrangements with 
third parties. We also have Dynegy direct, which i s  for those 

It's 
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customers who want t o  do deals w i t h  Dynegy and go through an 
hourly and da i ly  trading. And then, we have the retail 
alliances t h a t  I mentioned before. 

As products, we offer weather derivatives and 

real -time trading. We also o f f e r ,  as services, transmission - -  

we" 11 enter i nto 1 ong- term f i rm transmi ssi on arrangements and 

guaranteed deliveries and take the financial risk associated 
w i t h  those deliveries. We also engage i n  futures, call 
options, and the costless collar. 

So, w h a t  are forward contracts? Basically, I had t o  
put  this l i t t l e  chart i n  there t o  get the economist i n  me, but  

you're buying a forward contract t o  agree t o  a price a t  some 
future period. You can also sell or agree t o  sell a forward 
contract so t h a t  you're going be delivering a future price i n  a 
future period. Then, you have options where you have the 
option t o  engage i n  some activity. Most option contracts have 
stripe prices, expiration dates, and then some premium 
associated w i t h  the right t o  call  upon the operation i n  the 
future 

Here's a quick example for a call opt ion.  Rather 
t h a n  entering i n t o  a futures contract, you end up getting the 
r igh t  t o  call upon on a specific date. In this example, i t ' s  
June gas t h a t  you've purchased on March 25th a t  $5.11 a t  an 

opt ion price of 13 cents. So, i n  this scenario here the 
purchaser, you're not too f a r  above market, you're just paying 
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the 13% premium, but you end up where the a1 1 - i n  cost doesn't 

exceed $5.24. So, a t  anytime i n  the future you can ca l l  upon 

that, and you've j u s t  paid the 13 cents f o r  the r i g h t  t o  do 

that 

The futures contract i s  a var ia t ion where you end up 

with a standard product t ha t  then can be traded i n  an exchange. 

And so, you have a specif ied l o t ;  f o r  example, a 25-megawatt 

l o t  t ha t  would be then traded amongst part ies on a secondary 

basis so t h a t  you have primary contracts associated wi th  the 

f inancial  instrument, essent ia l ly .  

I n  that  same case, you have the March 25th - -  yeah, 

you have the March 25th, $5.18 futures pr ice,  and you have a 

spot p r ice  on May 25th, i n  t h i s  example, o f  $5.72, so t h a t  you 

end up being, on a d a i l y  basis, being able t o  see the value o f  

your futures contract and e i ther  1 iquidate or not 1 iquidate on 

a d a i l y  basis through the exchanges. But i n  the end, you end 

up w i th  the a l l - i n  cost o f  gas i n  t h i s  example o f  $5.11. You 

don' t  pay the 13% premium t h a t  you paid fo r  the c a l l  option. 

And then you have the costless c o l l a r ,  which don't  

ask me t o  explain. 

another presentation, and I ' m  not qui te sure tha t  I understand 

t h i s  one myself, so we ' l l  l e t  Douglas explain that .  And t h a t ' s  

the segue t o  Douglas. Douglas i s  our Senior Director i n  

Strategy 81 Planning w i th in  Dynegy marketing and trade. 

I actual ly,  borrowed t h i s  s l i de  from 

MR. LAWRENCE: Thank you, Barry. I ' m  t r y i n g  t o  get 
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- i d  o f  a cold, so i f  you can ' t  hear me, ho l l e r .  Appreciate the 

;ime t o  speak i n  f ron t  o f  you. This i s  k ind  o f  a d i f f i c u l t  

:opic t o  t a l k  wi th,  given the wide range o f  backgrounds anybody 

night have i n  the room here. 

One th ing  I ' d  l i k e  t o  ask: I f  there 's  anything I say 

:hat you f l a t  out don ' t  understand, whether you d i d n ' t  hear it, 

i t  d i d n ' t  make sense, the term doesn't make sense, ho l le r .  I ' m  

iere t o  answer any questions y a ' l l  may have. 

f a l l 1  and your time. Also, i f  I say something you disagree 

vi th,  e i ther  I stated i t  wrong or  you might j u s t  have a 

j i f f e r e n t  view o f  the world, again, t h a t ' s  what I ' m  here fo r .  

50 please, speak up, and I'll t ry  t o  get on the same page 

there. 

I ' m  here fo r  

What I want t o  walk through, basical ly,  i s  hedging i n  

9enera1, then discuss some o f  what we c a l l  the enterprise r i s k ,  

7ow do you i d e n t i f y  the r i sks  tha t  are out there. Depending on 

Mhat company you are, what industry you're in ,  there 's  a whole 

- -  j u s t  a large amount. And what I t r y  t o  do i s  l i n e  them up 

i n  very speci f ic  b u l l e t  points tha t  you can k ind o f  apply them, 

dhether you' r e  a generator, whether you' r e  developing widgets 

i n  the economic standpoint, whether you're Cisco, I n t e l ,  

Microsoft, e t  cetera, walk through a couple o f  the commodity 

r i sks  speci f ic  t o  t h i s  industry and then k ind o f  walk through a 

coupl'e exampl es . 
F i r s t  o f  a l l ,  does anybody have an idea what a hedging 
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irogram should be used for? Because the simple question I get 

311 day long i s  how do I know i f  my hedge was a good hedge or a 

>ad hedge? Any comments, ideas? Come on, somebody's got t o  be 

awake back there. 

Basical ly, the i n ten t  o f  a hedge i s  not t o  make money. 

dhenever you hear somebody say, "I made a heck o f  a l o t  o f  

noney on the hedge I executed," t ha t ' s  great, maybe you did. 

That ' s c a l l  ed a specul a t i  ve trade. 

A hedge i s  nothing more than t o  reduce pr ice  v o l a t i l i t y .  

4nd you have t o  look a t  both sides o f  the equation, your costs 

cer ta in  parts o f  the country current ly  

e ta lk ing  about hedging t h e i r  p r ice  

If you don ' t hedge the revenue side, 

you haven't locked in and you haven't lowered the v o l a t i l i t y  o f  

your earnings. 

care what market you're t rading i n ,  you have t o  look a t  both 

the revenue side and the cost side. 

I don ' t  care what your product i s  and I don' t  

As Barry ta lked about, t o  lock i n  the revenue side, w i th in  

some certainty,  t h a t ' s  why weather der ivat ives ex is t  current ly,  

t ha t  i s  now how you hedge your volumetric r i s k ;  not p r ice  r i s k ,  

j u s t  the question o f  what i s  the absolute load I'm going t o  

send t o  my r e t a i l  customers a t  some f i xed  and/or f loa t ing  pr ice  

for some time bucket. That 's the revenue stream. 

The cost side comes i n t o  what f i e l d  you're going t o  use, 

what's the pr ice  you're going t o  have t o  buy power a t  i f  a u n i t  
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goes down, what insurance payments do you have t o  insure an 

asset tha t  might f a l l  o f f - l i n e .  Example, wi th  a Crystal Rivers 

down here i n  Florida, i f  i t  drops o f f - l i n e  FPC has a p re t t y  

hard boat t o  f i l l ,  walking down tha t  path. 

Key component o f  executing a hedge i s  iden t i f y ing  what t h e  

I f  you don't  even know what r i s k  you're hedging, r i s k  i s .  

again, I ' d  kind o f  question what kind o f  hedge program do you 

have, i t ' s  nothing more than a spec trade. O f  course, t h a t ' s  

what we do fo r  a l i v i n g .  Other people don ' t  necessarily have 

incentive f o r  that .  

What you see on the screen there, I c a l l  i t  enterprise 

r i s k .  A l o t  o f  d i f f e ren t  terms. 

three d i f f e ren t  buckets. You have the market o r  commodity 

r isk ,  f inancial  r i s k ,  and then business or asset r i s k .  

I kind o f  break i t  up i n t o  

From the market or  commodity r i s k  you have f ixed pr ice,  

which i s  what, bas ica l ly  by defaul t ,  u t i l i t i e s  bas ica l ly  are a t  

r i s k  for. They are se l l i ng  a t  f ixed pr ice.  I f  they are buying 

f loat ing,  l i k e  what happened i n  Cal i fornia,  i t  becomes very 

costly. You have a basis r i s k ,  which means you have a 

f inancial  product t h a t ' s  l i q u i d l y  traded I can use t o  hedge, 

but i t  may not be the same physical locat ion tha t  I actual ly  

have t o  buy or se l l  the product a t .  The Henry Hub, versus 

Florida zone two, zone three, e t  cetera. 

Index r i s k ,  you could be buying f ixed and you're s e l l i n g  

a t  a f l oa t i ng  pr ice,  you don't  know what tha t  pr ice i s ,  t h a t ' s  
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can ' t  trade. Nymex i s  very l i q u i d .  I 

buy an unl imited amount - - I can ' t  buy 

unl i m i  ted amount o f  shares, theoret i  ca' 

moving too f a r .  

The f inancial  r i s k  deals wi th  any 

15 

a r i s k .  And then you end up having l i q u i d i t y  issues tha t  the 

narket may be very l i q u i d  today, and I enter i n t o  a hedge i n  a 

transaction knowing I may be able t o  r o l l  out o f  it, and do 

other ac t i  v i  t y  . 
We1 1, i f  a1 1 o f  a sudden l i q u i d i t y  disappears, which i s  

one o f  the worst things that  can happen t o  a company l i k e  us, 

and it happened - - I ' 11 show you some graphs 1 a te r  - - back i n  

' 9  - - I think i t  was '98 and '99, when Federated and a couple 

o f  the other power companies i n  the midwest went under, t he  

worst th ing tha t  happens i s  l i q u i d i t y  dr ies up, then you have 

people l i k e  us, three or  four o f  us, standing around h i t t i n g  

each other i n  the head. I t ' s  not very much fun, because you 

go t o  buy I n t e l ,  I can 

that  much, but an 

l y ,  without the pr ice 

company, I don' t  care 

where you're located. Now, Flor ida,  you might be wondering the 

foreign exchange r i s k .  

you do business with Mississippi.  And I'm from there, k ind o f  

t o  a degree, so I can say that ,  d i d n ' t  want t o  offend anybody. 

I put tha t  up there, probably because 

Credit r i s k ,  which i s  a very key component, and t h a t ' s  the 

issue you've seen out i n  Cal i fornia.  And I'm not hammering 

Cal i fornia,  but c red i t  r i s k  i s  a v iable business r i s k  you'd 

have t o  insure against. 
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Any company, whether i t ' s  a u t i l i t y  or whether i t ' s  Cisco 

o r  whether i t ' s  some other company, General Motors, they have a 

f iduc iary  responsib i l i ty  t o  insure t h e i r  shareholders against 

cred i t  r i s k .  And so, you have t o  look a t  ways t o  insure 

against tha t  r i s k  and not just  the market r i s k .  

Then, the business and asset r i s k .  Y a ' l l  a re  probably a 

l o t  bet ter  versed than I am, but you have the transmission 

transportation, whether i t  ' s gas , whether i t  ' s power, whether 

i t ' s  a coal t r a i n  coming i n ,  you have operational r i s k  i f  an 

asset f a l l s  o f f - l i n e  or a production u n i t  goes o f f - l i n e ;  legal  

and regulatory r i s k  and then also weather, which i s  basical ly 

revenue and demand r i s k .  

Now, t h i s  s l ide  i s  somewhat outdated, but the in ten t  i s  

looking a t  power, and t h i s  i s  looking a t  the supply r i s k  or the 

reserve margin, each region across the country, looking a t  it 

from a NERC perspective, some are a l i t t l e  b i t  long supply and 

some are a l i t t l e  b i t  short. And s i t t i n g  i n  t h i s  room 

everybody kind o f  understands and agrees w i th  that .  

That has a dramatic impact on how prices and the markets 

themselves react. I t  has a more s ign i f i can t  impact tha t  i s  

power-specific. When you th ink o f  the implications on gas, 

there's a l o t  o f  t a l k  about nuc uni ts  being b u i l t ,  which i s  a 

fantast ic  idea. They s t i l l  don ' t  know what t o  do wi th  the 

waste product a f t e r  you generate. Un t i l  t h a t ' s  determined, I 

don' t  see many nuc un i ts  coming online. 
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Coal i s  very nice and exci t ing,  but i t  depends on what 

four view o f  the market i s ,  and they s t i l l  have emissions 

issues. So, the low cost o f  coal today may not be there f i v e  

years from now i f  they continue w i th  the regulatory 

m v i  ronment . 
Now, the fun begins. Again, i f  I say anything t h a t  

joesn ' t make sense, hol 1 e r  . 
AUDIENCE: What are those numbers? 

MR. LAWRENCE : Those numbers? I bel i eve, everybody 

:an get a shot back a t  tha t .  What you're looking a t  i s  i n  

1999, t h a t ' s  the reserve margin, basical ly,  defined as the 

2xpected peak, o r  instantaneous peak versus the amount o f  

supply, name p la te  generation capacity avai lable. 

AUDIENCE: 

MR. LAMRENCE: That was a snapshot in time, yes, 

I j u s t  don ' t  remember i s  tha t  7 or 9%? 

taken from R D I ,  and tha t  was a database about 18 months old a t  

the time we had it. 

AUDIENCE: I j u s t  don ' t  remember any numbers tha t  

low. 

AUDIENCE: I th ink,  Roland, t h a t ' s  the f i r m  plus and 

unf i rm.  

MR. LAWRENCE: You can look a t  some speci f ic  pockets 

i n  Cal i forn ia ,  and they ' re  30% excess generation. You look a t  

i t  as an aggregate fo r  the given area, the given NERC region. 

And i f  you look a t  everything r o l l e d  i n ,  tha t  was the estimate 
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3 D I  had from the reported documents tha t  are out there. That 's 

7ot necessarily our view o f  the world, but  t ha t  i s  of ten 

w b l  i c l  y- he1 d documents tha t  have been reported. 

COMMISSIONER PALECKI: How do you explain the 39% f o r  

the New York area f o r  2002? 

MR. LAWRENCE: That's a good question. I was going 

t o  come back t o  tha t  one. 

t ha t ' s  p re t t y  close t o  what's going t o  be i n  there. Now, you 

get i n t o  i n - c i t y ,  t h a t ' s  a whole d i f fe ren t  picture,  and tha t ' s  

dhat everybody's reading about today. 

I t ' s  not very high. Actual ly, 

I n - c i t y  New York, there's going t o  be problems. 

Outside o f  New York City and i n  New York, i n  general, there i s  

about a 39% reserve margin. Location's key, l i k e  any real  

estate. People are bu i ld ing  a l l  over the board. Like i n  

Texas, they ' re  a l l  over the board, not many i n  the northern 

par t  o f  Ercot near Dallas. 

There i s  a congestion automatically, about $6 t o  $7 

r i g h t  now, people are p r ic ing  up t o  go t o  from the southern 

par t  o f  Texas t o  get up t o  the Dallas/Fort Worth area. Up i n  

the NPC c i t y  o f  New York i n - c i t y ,  very expensive, i t ' s  worth a 

l o t  o f  money; outside, you can get i t  from a l o t  o f  d i f fe ren t  

areas. So, the reserve margin i n  aggregate f o r  the region i s  

about 39%. 

AUDIENCE: (Comment. ) 

MR. LAWRENCE: What do you consider nonfirm? That's 
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a good question. And i f  you record them as nonfirm, what 's  the 
likelihood t h a t  Florida Power Corp. Is going t o  take 500 

megawatts and just a l l  o f  a sudden say boom, you signed a 
contract, I'm blocking you out ,  because I can get up in to  
Georgia and sell i t  t o  Southern Company. I mean, I understand 
vJhat you're saying and this i s ,  again,  just t ak ing  the da ta  
available from RDI,  and there i s  a distinct difference. We've 
tried t o  discuss t h a t  i n  a l l  the regions across the U.S., w h a t  
is nonfirm and w h a t  - - because t h a t  ' s nothing more t h a n  an 
hourly option, 15-minute option. What i s  t h a t  worth i n  

u t i l i t ies  i f  they're wil l ing t o  actually exercise tha t ?  That's 
a good question. 

MR. HUDDLESTON: Yeah, one t h i n g .  In a l o t  o f  the 
other areas of the country, the interruptible load Isn' t  really 
considered demand. I t ' s  actual ly  a supply resource. So, you 

end up, for example, i n  Ercot, the calculation there i s  t h a t  
you end up showing i t  on both sides, basically, or potentially 
on the supply side, bu t  not on the demand side. So i n  the 
marketplace, as I see i t  i n  the future, where you've got  the 
abi 1 i t y  t o  interrupt economical ly ,  and you have customers who 
are w i l l i n g  t o  do t h a t  who are wi l l ing  t o  b id  in to ,  for 
example, the ancillary services market, we end up w i t h  i n  Ercot 
having somewhere between 3 and 4,000 megawatts available t o  
provide the spinning reserves. And they're bidding i n  

economical l y  t o  have themselves interrupted on 15-minute basi s. 
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So, I th ink,  you end up with some d i f fe ren t  numbers when you 

s t a r t  t o  look a t  i t  as a marketplace. 

MR. LAWRENCE: The v o l a t i l i t y ,  one comment on that  i s  

I by defaul t  that  i s  the most misused word i n  trading, period. 

don't  care who you're ta lk ing  and how experienced the traders 

are, because I misuse it every day. V o l a t i l i t y  i s  nothing more 

than another term used t o  describe an expected deviation around 

an underlying mean i n  s t a t i s t i c a l  terms. That 's a l l  i t i s .  

I t ' s  taking standard deviat ion or variance, assuming 

Black Scholes math, which i s  a normality o f  the d is t r ibu t ion  

coming up w i t h  a number percentage, but also takes i n t o  account 

timed expirat ion. But you s t a r t  t rading v o l a t i l i t y  and a l o t  

o f  traders, theoret ica l ly ,  buy i t  low and s e l l  i t  high and 

th ink they made money and they r e a l l y  d idn ' t ,  because the 

underlying assumptions going i n t o  tha t  math changes over time. 

What you have i s  a gen stack, again, a snapshot i n  

t ime from what was available from the RDI power dat, looking a t  

the various uni ts  that  are out there i n  demand fo r  the FRCC. 

And i t ' s  k ind o f  interest ing that  they have two "S" hooks. 

What I c a l l  the "S" hook i s  i f  you're k ind o f  f l a t l i n e d  i n  the 

middle par t  o f  the stack a t  around 10,000, going up t o  around 

35,000, a l o t  o f  the regions across the U.S., t h a t ' s  p re t t y  

f l a t  l i ne .  Actual ly, t h i s  one appears from the snapshot we had 

on prices tha t  have kind o f  two humps there. You have 

extremely low v o l a t i l i t y  when you have a l o t  o f  un i ts  around 
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;he same generation cost t r y i n g  t o  dispatch and shadow pr ice  

?ach other. 

I can generate i t  a t  25 bucks. I ' m  going t o  s e l l  i t  

I know somebody down the road's a t  25 and For 25 and a penny. 

3 nickel The prices don' t  move too much. What happens i s  

vhen you get i n t o  the low load time frame where you have assets 

;hat can ' t  go o f f - l i n e ,  a c a l l  u n i t  can ' t  ramp down very f a r ,  

i t ' s  actua l ly  going t o  s t a r t  going i n  a t  a loss and get h i t  

zero pr ice  or  negative and bas ica l ly  i n  order t o  stay on- l ine  

50 they can ramp up the next day, because i f  they ramp down i t  

nay not come back up tomorrow, may not come back the balance o f  

the week. 

Also, on the high end o f  the stack when you have the 

loss o f  load probabi l i ty ,  a l o t  o f  people c a l l  i t  there 's  a 

trading term, but we won't go i n t o  tha t  one today. The idea i s  

there's a fear you're about t o  run out o f  generation, what i s  

the pr ice  you would pay? And I don't th ink  they've ever tested 

that i n  the market. Although we've h i t  f o u r - d i g i t  and 

f i v e - d i g i t  pr ic ing,  there i s  no comment or  no pr ice  I ' v e  come 
across from anybody out there o f  what would I receive as 

payment from HL&P Reliant, who owns my AC un i t ,  who shut i t  

down when i t ' s  110 degrees outside, 100 humidity i n  Houston. 

You know, 1 might can take a phone c a l l  from the wi fe  and kids 

saying, "The house i s  kind o f  warm, dad, what can we do about 

it?" That's very expensive. So, you have a l o t  o f  high 
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~ o l a t i l i t y  tha t  occurs i n  those time buckets. 

Now, when you look a t  supply and demand and you t r y  

to apply tha t  t o  market, there 's  d i f fe ren t  times o f  the day, 

3 i f fe ren t  times o f  the season, e t  cetera, tha t  tha t  v o l a t i l i t y  

takes i n t o  account. 

What I was able t o  p u l l  down on the next s l i de  was 

some actual hourly p r ic ing  from the l a s t  week o r  two upping 

?JM. You can see the spikes, the - -  I guess, the color varies, 

the mauve color, I ' m  not sure what i t  i s ,  t h a t ' s  the off-peek 

hours. Basical ly, 11:OO and 12:OO a t  n ight  and 1:OO through 

5:OO i n  the morning. The white background i s  the on-peak, the 

16-hour peak time frame. You can see a l l  o f  those days, except 

f o r  one which went i n t o  a weekend, spiked up t o  about 85 bucks. 

The v o l a t i l i t y  on the off-peak time frame, you can 

see, ac tua l l y  goes t o  zero i n  one o f  those days and then runs 

back up t o  the mid 30s again. That 's extremely v o l a t i l e  from 

an absolute pr ice.  

When you go from 30 bucks down t o  zero and then back up t o  30 

bucks, t h a t ' s  a p re t t y  good pr ice  move. 

I t  doesn't spike t o  four or f i v e  d ig i t s .  

Now, t h i s  i s  j u s t  a k ind o f  a breakdown o f  the fuel 

r i s k  tha t  ex is ts  out there between Flor ida versus the res t  o f  

the U.S. ; 23% gas, give or  take, about 36% coal, 20% o i l .  The 

res t  o f  the U.S. and aggregates around 53% coal. The thought 

process over the next f i v e  t o  ten years, i f  95% plus o f  the new 

generation i s  going t o  be gas-f i red,  those p ie  charts are going 
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to  change dramatically, which brings i n t o  question the 

i n t e g r i t y  o f  the gas g r i d  tha t ' s  out there. 

I won't t a l k  about tha t  today, but i t  has 

implications when you're looking a t  you own an asset, and you 

have t o  hedge your fue l ,  you have t o  hedge your power, you have 

t o  hedge your revenue streams, there 's  a l o t  o f  issues you have 

t o  th ink  about. 

Now, t h i s  i s  a graph I have t o  include, j u s t  because 

I l i k e  graphs. The math doesn't do tha t  I ' m  a simple trader. 

much for me. That's an example o f  a $3.25 expected pr ice  f o r  

gas. 

some timed expirat ion. You can see, i f  you go t o  say, hey, 

what's the chance o f  h i t t i n g  f i v e  bucks, i t ' s  very slim. I t ' s  

not going t o  move out there very f a r .  I t ' s  p r e t t y  t i g h t  

d i s t r i bu t i on  r i g h t  there around the main. 

Relat ive ly  low v o l a t i l i t y  o f  35%, which again, assumes 

When you increase the v o l a t i l i t y ,  you can see now the 

chance o f  h i t t i n g  f i v e  bucks actual ly  ex is ts  out there, same 

number simulation, same graph. A l l  we d l d  i s  change the 

v o l a t i l i t y  o f  the d is t r ibu t ion ,  f la t tens  i t  out and moves the 

pr ice,  which means i t ' s  j u s t  going t o  jump a l l  over the board. 

So tha t ' s ,  i n  essence, what vol a t i  1 i t y  means. 

Now, i s  there any day traders, ex-day traders i n  

here? Uh, huh, got one. I used t o  be one, too. Now my kids 

aren ' t  going t o  college, but t h a t ' s  a l l  r i gh t .  

the chart  t h a t ' s  up there, t h a t ' s  the v o l a t i l i t y  o f  natural 

I f  you look a t  
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gas. The green l i n e  i s  actua l ly  Yahoo. The white l i n e  i s  the 

Nasdaq Composite, and then I 've categorized three regions 

across the country; west, which I used E l  Paso, San Juan, 

midwest was Appalachian Columbian Gas, Techco, and then east 

was Transco Zone 6, and I 'm New York. 

And what I looked a t  was the spot cash prices tha t  

were realized, the index prices, f o r  tha t  time frame and then 

d id  a r o l l i n g  20-day period. And the reason f o r  doing that ,  

i t ' s  doing a l o g - t o - l o g  o f  the return, standard deviation and 

a l l  tha t  math. 

The reason I d i d  a r o l l i n g  20-day period i s  t o  kind 

o f  see how the v o l a t i l i t y  moved through a month and through 

season. You can see i t  spikes up i n  the winter, as you would 

expect, but i f  you look a t  the l a s t  par t  o f  '00 going i n t o  ' 0 1  

the v o l a t i l i t y  not only rocked up extremely high f o r  gas, it 

started t o  increase on the length tha t  i t ' s  staying there 

which, again, indicates the fundamental market i t s e l f  has 

shi f ted.  

spiked, but now i t ' s  staying up there and i t ' s  a l o t  longer i n  

duration than had been h i s t o r i c a l l y .  And Yahoo, I d i d n ' t  show 

the pr ice  chart, but t ha t  was a p r e t t y  v o l a t i l e  stock. 

It doesn't have a spike or  two i n  the winter. I t ' s  

Now, i f  you look a t  power, s i g n i f i c a n t l y  d i f fe ren t .  

I t  makes Yahoo and the Nasdaq look almost f l a t l i n e d .  You can 

see i n  '98 and '99 extremely high pr ice  spikes. Those are the 

bald spikes. That's where a l o t  o f  companies went bankrupt. 
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rhey were taking a very small premium fo r  c red i t  r i sks  and 

assumed v o l a t i l i t y .  And you can be making money a l l  day long, 

nett ing those premiums by se l l ing  options, but a l l  o f  a sudden 

Mhen they get struck, one day can put you bankrupt, and t h a t ' s  

rJhat happened. 

You can see also the fundamental market there t h i s  

summer, the v o l a t i l i t y  d idn ' t  spike qu i te  as high, but i t ' s  a 

l i t t l e  b i t  longer, a l i t t l e  b i t  longer i n  duration because o f  

a l l  the unknown. And again, tha t  j u s t  shows power as v o l a t i l e  

as the Nasdaq or Yahoo, I kind o f  put  tha t  f o r  comparison. The 

power i t s e l f  i s  a l o t  more vo la t i l e .  

Now, I ' m  not  going t o  run through these d i rec t l y ,  but 

t h i s  i s  each one o f  the three regions broken out, so you can 

see instead o f  a l l  power o r  a l l  gas, i t  shows the two 

commodities and the Nasdaq on top. 

Now, the one I w i l l  concentrate on PJM east, the red 

l i n e .  You have the Nasdaq and Yahoo, you have gas, and you 

have the power. That red l i n e  tha t ' s  on top o f  both those, 

t h a t ' s  the v o l a t i l i t y ,  the spark spread between gas and power, 

and I'll come back t o  tha t  i n  a minute. 

The idea when you have a gas- f i red  asset, I'll use 

tha t  f o r  simp1 i c i t y  sake, you theore t ica l l y  have fuel exposure 

on gas, you're short gas, and you're long power. So, you have 

power exposure, revenue exposure, but t ha t ,  by def i n i  ti on , 

takes i n t o  account the underlying movements o f  two markets. 
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I t ' s  not j us t  the power market, i t ' s  not j u s t  the gas market, 

it ' s two markets together. 

The way those markets move together, t h a t ' s  why the 

red l i n e  i t s e l f  i s  more v o l a t i l e  than e i ther  one o f  the 

zommodities themselves. A l o t  o f  people ignore tha t  and s t i l l  

clo. Does tha t  make sense? 

CHAIRMAN JACOBS: Quick question. 

MR. LAWRENCE: Yes. 

CHAIRMAN JACOBS: We saw some - - I bel ieve, i t  was 

during one o f  the midcourse correction dockets. We saw the 

natural gas l ines ,  and they d i d n ' t  seem t o  be tha t  v o l a t i l e  

during the l a s t  summer they got - -  then the f a l l  and winter i s  

Jlrhen i t  appears they got more vo la t i l e .  

MR. LAWRENCE: Right. 

CHAIRMAN JACOBS: Your data seems t o  indicate they 

started ear l  i e r  than that .  

MR. LAWRENCE: Le t ' s  go back t o  the gas one. 

Again , keepi ng i n  mind vol a t i  1 i t y  ' s the most m i  sused 

term out there. You do have the winter spikes you see coming 

i n  around December o f  '98, the pink and red l i n e ,  t h a t ' s  

bas ica l l y  your west and your east gas, then the same th ing  

going i n t o  - - s ta r t ing  i n  November o f  '99 and Jan/Feb o f  '00 , 

2000. Then, what's happened i s  tha t  actua l ly  the west, tha t  

blue l i n e  - -  l e t  me show the west spec i f ic .  

out almost a year ago - - 

I t  started blowing 
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CHAIRMAN JACOBS: Okay, I see. 

MR. LAWRENCE: - -  which i s  the purple l i n e .  It 

started back i n  the summer Q2, Q3. 

'00.  That's the pink l i ne ,  t h a t ' s  power and gas, and t h a t ' s  

kind o f  dwarfed, because those are so vo la t i l e .  Basical ly, 

s ta r t ing  around September you can see the l i nes  break out for 

the west which are red, then they j u s t  ran through the roof i n  

the winter, and they've been there ever since. 

It started around June of 

CHAIRMAN JACOBS: I see. 

MR. LAWRENCE: So, yes, i t  i s  more v o l a t i l e  i n  the 

winter, but t h i s  past, the Q3, people were worried about t h i s  

winter coming up, the prices started moving around qu i te  a b i t ,  

t ha t ' s  without any major hurricanes h i t t i n g .  

Now, k ind o f  running o f f  what Barry had h i t  on 

b r i e f l y ,  t o  insure the predictable cash flow, you've got 

various r i s k  exposures you need t o  worry about as a u t i l i t y .  

You have power, fue l ,  revenue stream, e t  cetera. 

The easiest way t o  execute those, i f  I go and - -  we 

don ' t  do t h i s  as a company, e i ther  - -  i f  I go and t r y  t o  get 

some sexy, exot ic  der ivat ive out there and go execute it, 

chances are I ' m  not going t o  know what I ' m  doing. 

the time you take i t  apart, repackage i t  back together and get 

a pr ice,  a do l la r  I ' d  pay t o  buy or  s e l l  tha t ,  chances are i t ' s  

so convoluted, we have no idea what we're get t ing i n to .  

Because by 

The key component i s  you have t o  i d e n t i f y  each 
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indiv idual  r i s k  bucket t ha t  you deal with. That was the 

enterprise r i s k  you hand1 e, whether i t  ' s fuel , whether i t  ' s 

power, whether i t ' s  revenue, which i s  weather-related, e t  

cetera, tear them apart ind iv idual ly ,  then determine how 

they ' re  related back and for th ,  then you determine what your 

p o r t f o l i o  r i s k  i s .  

A l o t  o f  companies 1 ' ve seen, and a l o t  o f  customers 

we deal with, thought they were j u s t  - -  they were opened t o  the 

garoo, they were about t o  go bankrupt; I mean, they had a l o t  

o f  r i sks  they were dealing with, yes they did. When you put it 

together i n  a po r t fo l  i o ,  they're p re t t y  we1 1 sel f -insured and 

sel f - hedged and had very 1 i t t l e  r i s k  they were actual l y  deal i ng 

with, but they were churning and burning paper a l l  day long 

t r y i n g  t o  hedge tha t  exposure that ,  theoret ica l ly ,  d i d n ' t  

ex i s t ,  but the fuels manager thought he was wide open, the 

power guy thought he was wide open, the  guy doing coal and 

emissions had t h e i r  own book going, and the corporate en t i t y ,  

overal l  enterprise r i s k ,  wasn't keeping i n  control o f  the 

overal l  posi t ion o f  the company. And a t  the end o f  the day, 

they were p re t t y  we1 1 sel f - insured and sel f - hedged. 

The analysis I go through here ta l ks  about a single 

secur i ty analysis; i .e., power and gas widget, you name it. The 

graph there looks - -  t ha t  was a snapshot back from March 2000 

and looked a t  Apr i l  o f  '00 out fo r  12 months. The blue l i n e  on 

the bottom i s  what the actual futures contracts were t rading 
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a t ,  the individual 12 monthly contracts a t  Henry Hub. The red 

l i n e  indicates what the actual average o f  the monthly cash 

3 r i  ces were. 

So, by defaul t ,  i f  I was short gas and I had t o  buy 

gas, would i t  have been more beneficial t o  lock i n  tha t  blue 

l i n e  on the bottom than pay the red l i n e  up top? Well, from a 

f inancial  perspective 20/20, yes, I don' t  th ink  anybody i n  here 

dould say no. With the in ten t  o f  executing tha t  hedge and 

locking i n  tha t  blue l i n e ,  would tha t  have been a good trade or 

a bad trade i f  1 d i d  i t  today, 30 minutes l a t e r ,  I get a l l  my 

deal sheets together, okay, I ' v e  got a f i xed  pr ice  fo r  gas fo r  

the next 12 months. I f  i t ' s  t o  say tha t  you thought gas prices 

vrlere going up and you want t o  1 ock i n  a 1 ow pr ice  today, t h a t ' s  

a spec trade, t h a t ' s  not a hedge. See the difference? 

Yes, i t  was a great trade, i t  was a great hedge, but 

I hedged i t  not because I thought the pr ice  was going up. 

hedged i t  mainly t o  hedge my cost. 

cost was going t o  be, and so you' r e  going through the decrease 

i n  your earnings over time. 

I 

I wanted t o  know what my 

That's the example o f  t h i s  one here. Those two 

graphs, the average cost f o r  each o f  those t i m e  periods, i s  

$4.16. One, the curb i s  i n  backwardation, which means i t ' s  

going down over t ime;  the other, contango, which means i t ' s  

j u s t  i t ' s  a pos i t ive slope going up from day one t o  day x. The 

average pr ice  on each one o f  those i s  4.16. 
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the market and bought i t  every day i n  e i ther  one o f  those 

narkets, I would have paid on average $4.16. 

Now, back on Barry's example tha t  he had up there, I 

Mon't spend much time, because he already went through i t  once. 

The idea o f  t h i s  i s  f o r  case A, basical ly,  the pr ice  ran up; 

you locked i n  a pr ice,  the pr ice went up, you theore t ica l l y  had 

a good hedge o r  a good trade. Case B, the pr ice  ran down. 

You're thinking, wel l ,  jeez, I could have bought the spot a t  

$4.50, instead o f  locking i n  $5.11 back i n  March. Again, Case 

B i s  not a bad trade. You wanted t o  lock i n  your $5.11 cost. 

That's why you executed the hedge. Yes, you l o s t  61 cents, 

because the actual average pr ice went down t o  $4.50 i n  the spot 

market, but you're guaranteed t o  pay $5.11. 

So, you have t o  define what i s  the reason I ' m  

executing the hedge? What's the reason I'm get t ing i n t o  the 

trade? Is it because I ' m  going t o  arb the market and, I think, 

the market's going up or going down? That 's not a hedge. 

Now, the other example Barry talked about i s  you, 

basical ly,  get a c a l l  option t o  lock i n  a cap o r  a maximum 

pr ice.  Basical ly, the costless co l l a r ,  i n  order t o  do tha t  

previous example, you have t o  pay 13 cents. That's a premium 

you have t o  pay out o f  pocket cash flow today. 

Some companies are not w i l l i n g  t o  pay tha t  insurance 

premium, and so i n  order t o  o f f se t  tha t  they can se l l  a put 

i n t o  the market. And, basical ly,  by s e l l i n g  the put, you're 
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locking i n  a floor on how far you can take advantage when the 
narket goes down; which, i n  this example, i f  you have the $5.11 

:all ,  you could take the 13-cent premium, go through the market 
md f ind  out you can get a $4.37 floor. 

So, you flowed i n  the market from 4.37 t o  5.11, you 

pay no more t h a n  5.11, but  you have t o  pay a t  a min mum 4.37. 

loes t h a t  make sense? That's the costless collar. I t  doesn't 
cost you any cash today. You receive premium for selling the 
p u t  and you pay the premium out for buying the collar. 

AUDIENCE: Is t h a t  done i n  two separate transactions? 
MR. LAWRENCE: Two separate transactions. Sometimes, 

you can do i t  w i t h  the same counterparty or the same person 
that 's out  there. Sometimes people are wil l ing t o  pay, instead 
of 13 cents, some are wi l l i ng  t o  pay, w h a t ,  6 1/2 cents, so 

volumetrically now you d o n ' t  have a perfect collar, because 
you've locked i n  your t o t a l  5.11 up top ,  but  you only sold half  

the amount on the put  side. Now, I ' l l  come back t o  some more 
general comments on hedgi ng . 

Let me run through the multiple security analys-is, I 

I f  you're converting Deutsch call them the spread options. 
mark t o  yen, different interest rate tenors, that 's  a spread 
option. You've got  two underlying commodities, two underlying 
markets you deal w i t h .  For a generation asset I'm going t o  
concentrate mainly on the fuel component and the power 
component. I kind o f  alluded t o  t h a t  earlier. 
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Basical ly, you have the two d i f f e ren t  markets, and 

you have the fuel component, i f  i t ' s  gas, i s  the Henry Hub wi th  

some basis. So not t o  get i n t o  

have two d i f f e ren t  markets you p 

market plus your basis market t o  

speci f ic  pr ice.  That's a whole 

r o l l  up i n  there, but l e t ' s  j u s t  

say, a t  the hub and you've got a 

the power side. 

he detai 1 s, tha t  you actual l y  

ay with, you have a Henry Hub 

get your physical locational 

nother commodity you ve got t o  

assume we're looking a t  fue l ,  

generator s i t t i n g  there f o r  

The heat r a t e ,  we bas ica l ly  look a t ,  and then I'll go 

back t o  t a l k  about one o f  the graphs I had ea r l i e r .  The heat 

r a t e ,  basical ly,  i s  the e f f i c iency  o f  the p lant  which indicates 

i f  you're going t o  run fo r  - - yes. 

AUDIENCE: Could we go back one step i f  we could. 

The gentleman over there made a comment there was actual ly  two 

separate transactions. But i f you' r e  actual 1 y 1 ong fuel , 1 e t  ' s 

say a par t i cu la r  costless co l l a r  t ha t  you were looking a t ,  

you're actual ly  get t ing three transactions; you're dealing wi th  

the transaction f o r  the commodity i t s e l f ,  together w i th  the 

f inancial  instruments tha t  are being l a i d  i n  on top o f  it; i s  

tha t  not correct? 

MR. LAWRENCE: Yes. What the costless c o l l a r  does i s  

bas ica l ly  locks i n  the pr ice  band tha t  you're going t o  buy a t .  

AUDIENCE: And t h a t ' s  t rue  f o r  the s l ides tha t  you 

showed on pu t t i ng  a hedge on, come up wi th  the pr ice  o f  $5.11, 
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you're actual ly  involved i n  the commodity acquis i t ion as w e l l  

as the f inancial  instruments and taken together t o  produce the 

$5.11. 

MR. LAWRENCE: That's a good point .  You can blend 

the exchange for physical . You can take a f inancial  product 

and convert i t  t o  a physical very easi ly.  If  you're looking a t  

actual 

have t 

you ' r e  

t o  buy 

number o f  transacti  ons executed, yes, you ' d actual 1 y 

iree; one, you're buying the physical gas, and then 

f inanc ia l l y  locking i n  the range a t  which you're going 

a t .  So, j u s t  three physical transactions on paper. A 

l o t  o f  times you can do a l l  t ha t  w i th  one counterparty or  

you've already locked i n  the gas and a l l  you're doing i s  

f l  lpping out o f  whatever p r ice  scheme you have and 1 ocking i n  a 

col 1 a r .  

This i s  an example o f  the heat r a t e .  I th ink,  we a l l  

p re t t y  much know t h i s  one, I believe, on the f ron t  end. The 

example here i s  gas a t  481.5. 10 heat ra te  gives you $48.15 

power. Same th ing  on the generation margin. You take tha t  

48.15. 

i n  p r o f i t s  you make f o r  t ha t  one megawatt, you generate $4.85. 

Then, you end up having the spread between the two. 

I f  the pr ice  i s  t rading a t  53 bucks, you have x dol lars  

Now, I went through tha t  p re t t y  quickly on the heat 

ra te  and the sparks rate,  because i t ' s  p re t t y  simple math. 

You've got the math t o  go from your gas pr ice  t o  get t o  a power 

pr ice.  You know what the power market i s ,  you've got some 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

2 1  

22 

23 

24 

25 

34 

nargin i n  between. 

I f  I ' m  s i t t i n g  here today t r y i n g  t o  dispatch, say, 

t h i s  hour and I ' m  t r y i n g  t o  dispatch from 3:OO - -  from 3:OO t o  

4:00, 4:OO t o  5:00, I pre t t y  much know i f  I ' m  on how many 

megawatts I ' m  going t o  burn and how much gas I need. 

doing a budget and I ' m  planning fo r  next summer, how many hours 

do you th ink  any given asset's going t o  run? 

I f  I ' m  

I mean, I have mathematical equations, I ' v e  got 

simulation models, 1 don' t  care how you s l i c e  and dice it, you 

come up w i th  some adjusted amount o f  megawatts you th ink you're 

going t o  generate. That's where the d i f f i c u l t y  and the fun 

begins, because when you're s i t t i n g  here today r i g h t  now fo r  

the next hour, i t ' s  p re t t y  p l a i n  Jane, i t ' s  an 0 1  type trade; 

i n  the money I ' m  going t o  get dispatched or I ' m  not. 

I f  I ' m  s i t t i n g  here looking out - -  and t h i s  was done 

about s ix  months ago, but the general concept holds - -  i f  I ' m  

looking a t  May, June, July, August and Sep. o f  ' 0 1  and '02, 

t ha t  graph indicates I ' ve got 100 megawatt capacity generati ng 

assets s i t t i n g  there. So, a t  any given point  and time I could 

ramp the th ing  up, contrary t o  what a l o t  o f  people thought we 

could do, gas-f i red,  s ta te -o f - the -a r t ,  as we can b u i l d  them 

now, we run them up, w i th in  f i v e  minutes, boom, you're f u l l  

board 

I f  I want t o  hedge my physical exposure on power, I 

am long 100 megawatts o f  capacity. I f  I would generate, 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21 

22 

23 

24 

25 

35 

theoret ica l ly ,  given the gas or the fue l ,  my variable O&M, my 

emissions, and everything else, a t  50 bucks and the market's a t  

$100, what size block am I going t o  s e l l  on the forward market? 

Am I going t o  se l l  100 megawatt block t o  lock i n  a l l  the 100% 

o f  the capacity o f  tha t  asset? Now, there i s  no r i g h t  o r  wrong 

answer t o  that .  We have the view o f  the world, and t h a t ' s  what 

I'm explaining here. And I can argue three t o  four d i f f e ren t  

views, i f  I need to .  

The point  being, i f  you oversell the amount o f  power 

you th ink  you're actual ly  going t o  need f o r  t ha t  spec i f ic  

asset, you have overhedged, and now you have not j u s t  a hedge, 

you have plus a spec trade on. 

Conversely, on the gas side, i t ' s  the exact same 

thing. You have less than 100% o f  the time tha t  assets are 

going t o  be in the money. 

money today. What are the chances you're going t o  run every 

on-peak hour when tha t  May contract comes up t o  play or July 

contract? S l i m  t o  none. You might run f u l l  board for three 

days, and then shut down the r e s t  o f  the month. That's kind o f  

the way things work, t h a t ' s  the way they've always worked, 

t h a t ' s  the way they ' re  going t o  continue t o  work, because 

demandhuppl y fundamental s don ' t  change t h a t  much, j u s t  the 

p r i  c i  ng scheme. 

I don' t  care i f  i t ' s  50 bucks i n  the 

That would indicate tha t  i f  I thought I was going t o  

burn a l l  16 hours, a l l  on-peak days, a l l  on-peak hours f o r  
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However, once we 

36 

have t o  go out and buy 39 - -  35 

-peak block instead o f  megawatts, i t  

hub. But I ' d  have go out and buy 35 

look a t  what i s  the probabi l i ty  o f  

the number o f  hours or  days i t ' s  expected t o  run, you've got a 

s i  gni f i cant1 y d i  f ferent p i  cture . Agai n, because you ' r e  not 

looking a t  j u s t  the gas 0 1  on/off,  i t ' s  an option. And by 

je fau l t ,  you have a p robab i l i t y  o r  some s t a t i s t i c a l  

significance o f  how often you think tha t  t h ing ' s  going t o  run. 

j u s t  because i t ' s  i n  the money I t ' s  not going t o  run every day, 

today. 

Does tha t  make sense? 

the hedging program comes i n t o  p 

That ' s where the d i  f f i  cul t y  o f  

ay. It makes very common 

sense f o r  me t o  go out and hedge my exposure from a physical 

commodities side. 

going t o  buy gas, and I ' v e  locked i n  the spread that  exists. 

I ' v e  done tha t  from the physical commodity perspective as well 

as locking i n  some market value, and I ' m  theore t ica l l y  hedged 

on that  asset. You throw i n  the problem o f  w e l l ,  now I ' v e  got 

a revenue and I ' m  actual ly se l l i ng  a t  a f i xed  price, wi th  a sum 

certain band, but I ' v e  got a volumetric r i s k ,  t ha t ' s  where the 

weather derivatives come i n t o  play. 

I ' m  going t o  forward s e l l  power and I ' m  

Now, j u s t  because we've got a sexy and exotic and 

fantast ic hedging program f o r  Company A, the other company may 
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qot hedge a th ing and may make more money than you. That 

loesn' t  mean your hedging program was wrong, because the next 

year they may not make any money a t  a l l .  They've got very 

v o l a t i l e  earnings. So, it goes back again t o  the d e f i n i t i o n  o f  

hedgi ng . 
I f  I had locked i n  on tha t  previous gas l i n e  a t  the 

f i r s t  o f  the meeting, i f  1 locked i n  a t  t ha t  blue l i n e  and I 

lnlas paying and the pr ice  dropped t o  $1.70, I ' d  look l i k e  an 

i d i o t ,  compared t o  the r e s t  o f  my counterparties out there w l  

d idn ' t  do anything, they're j u s t  f l oa t i ng  i n  the breeze and 

they're paying $1.70, and I locked i n  three bucks. I'm a t  a 

didn ' t notice anybody fa1 1 o f f  and nod 

MS. BANKS: In hedging, aren 

t o  determine what k ind o f  pr ice you w i  

i n  order t o  get t o  the point  where you 

MR. LAWRENCE: I mean, yes. 

0 

disadvantage competitively. Again, does tha t  mean i t  was a bad 

hedge? Not i f  you go back t o  why you executed the hedge i n  the 

f i r s t  place. 

That 's it. Pretty simple some days. Is there any 

questions? I went through a l o t  o f  t ha t  p re t t y  quickly, and I 

o f f  too quick so... 

t you basical ly having 

1 accept as reasonable 

r e  going t o  - -  
Right now - -  and I ' l l  

put i t  i n  something some people may be looking a t  - - i f  you're 

looking a t  refinancing your house, what's a good ra te  f o r  a 

30-year conventional loan r i g h t  now? Anybody have an idea what 

they'd lock a t ?  
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AUDIENCE: 6 1/2. 

MR. LAWRENCE: 6 1/2? Why not 6? Why not 5 3/4? I 

Greenspan's going t o  lower the ra te  again. So yes , going 

lack t o  your question, you have t o  decide as a company, as an 

indiv idual ,  as an en t i t y ,  what am I hedging and what p r ice  

level do I 1 ike? It may end up meaning you may lock i n  three 

3r four d i f f e ren t  p r ice  levels and you have a weighted average 

D f  your hedge. You don't  j u s t  lock and load and execute a l l  

100 contracts f o r  one given month j u s t  because you got l i f t e d .  

You have t o  lock i n t o  and properly define what you're doing. 

4nd each ind iv idual ,  each company, has a d i f f e ren t  idea of what 

that r i g h t  p r ice  i s .  And no, we're not always r i g h t .  

CHAIRMAN JACOBS: But i t  would - -  the a l ternat ive on 

the other end i s  t o t a l l y  going wi th  spot. 

MR. LAWRENCE: Exactly. And tha t  i s ,  by de f in i t ion ,  

a decision not t o  hedge i s  a hedging decision. 

going t o  do nothing, I'm going t o  f l o a t  and buy da i l y ,  buy 

hourly, t ha t  i s  a r i s k  management decision whether you want t o  

agree t o  i t  or not. You decided, you f e l l  through the r i s k ,  

you said, "Hey, I'm going t o  go and f l o a t . "  What i s  your 

incentive t o  hedge r i g h t  now? I may not have any incentive. 

I f  I put on a good hedge and I locked i n  three bucks and i t  

saved me from buying a t  seven bucks, I theore t ica l l y  made four 

bucks on my gas ca l l s .  So what? Where does tha t  go r i g h t  now? 

I f  I decide I'm 

What's the incentive f o r  a shareholder o f  a given 
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u t i l i t y  t o  keep tha t  money as par t  o f  my stock price? Right 

now i t  goes back t o  the r a t e  base, e t  cetera, e t  cetera. 

Reliant r i g h t  now i s  t r y ing  t o  pass through a fuel increase, 

because they ' re  paying more than they thought they budgeted, 

and so now we're going t o  have t o  pay more fo r  power because o f  

t h e i r  fuel adjustment clause. That's p re t t y  standard. So, i t  

depends on why you get i n t o  the hedge and what the incentives 

are, but going i n t o  the da i l ies ,  by def in i t ion ,  i s  a decision 

t o  do nothing, so i t  i s  a r i s k  management pol icy. 

COMMISSIONER JABER: Somet h i  ng I haven ' t heard you 

t a l k  about i s  how companies hedge for business and asset r i s k ,  

i n  par t icu lar  regulatory. 

MR. LAWRENCE: When you f igure that  one out, give me 

a ho l le r .  There i s  no hedge against regulatory or legal r i s k  

tha t  I know o f .  I mean, Ca l i fo rn ia 's  a prime example; not t o  

h i t  Cal i forn ia  again, I won't say anything on record tha t  w i l l  

get me i n  trouble, Barry, don't worry. 

But a t  the end o f  the day, i t  goes back t o  locational 

marginal p r i c ing  i s  a concept. PJM uses it, up i n  the 

northeast they use it. I do a deal today that  I th ink  looks 

good, and then tomorrow they ' re  going t o  t e l l  me whether I made 

money or not. That's not an open competitive market. 

t o  buy a car, I know what p r ice  I ' m  paying today, I know what 

I ' m  going t o  borrow, I know what I ' m  paying down cash. 

come back a week l a t e r  and the dealer says, "Oh, by the way, 
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qou're 5,000 under, you owe me another 5. "  So, the legal and 

-egulatory "S" e f fec t ,  there's not much you can do t o  hedge 

that. 

MR. HUDDLESTON: Actually, though, there are 

strategies 

MR. LAWRENCE: There are strategies, yes. 

MR. HUDDLESTON: Yeah, I wouldn't c a l l  them hedging 

strategies, but j u s t  as an example, not t o  p ick on Cal i fornia,  

)ut t o  p ick on Nevada, we entered i n t o  asset sale agreements 

h e r e  we were buying assets from Nevada Power, and started the 

3rocess f o r  regulatory approval and the leg is la tu re  passed a 

)ill and the governor signed the b i l l  tha t  declared a 

noratorium on the sale. 

We1 1 , tha t  I s not generally something tha t  you 

zontemplate as you're moving i n t o  a purchase, but i f  you know 

that t ha t  kind o f  exposure's out there, then c lea r l y  you're not 

going be w i  11 ing  t o  pony up as much money up f ron t  . You 

2 f fec t i ve l y  reduce the value o f  the assets, because you are 

uncertain o f  the regulatory climate fo r  the future. So, I 

think, you end up po ten t i a l l y  dimming your outlook compared t o  

areas where they have a more stable regulatory environment. 

COMMISSIONER JABER: O r  where they've c lea r l y  

deregul ated? 

MR. HUDDLESTON: Well, i t  i s n ' t  so much the 

deregulation, because you always have the - - assuming tha t  

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

21  

22 

23 

24 

25 

41 

there i s  FERC oversight, you always have the FERC oversight f o r  

the market-based ra te  author i ty.  And so, i t ' s  nothing - -  

nothing i n  the U.S. i s  yet  deregulated, per se. You s t i l l  end 

up f i l i n g  your wholesale t a r i f f s  a t  the FERC and s t i l l  end up 

having t o  defend your a b i l i t y  t o  s e l l  a t  market-based rates. 

But theore t ica l l y  speaking, i f  you have tha t  cer ta in ty  and then 

you know tha t  next month something's not going t o  change and 

next year something else i s n ' t  going t o  change, then sure, tha t  

stabi 1 i t y  i s  important for future investment. 

And i f  you look a t ,  you know, j u s t  the u t i l i t y  

industry i s  a very small par t  o f  the U.S. economy, although i n  

Cal i forn ia  it seems t o  have taken on a p r e t t y  important part,  

but the investment opportunities are a l l  over the board. And 

the do l la rs  tha t  you're t r y i n g  t o  a t t rac t ,  i f  fo r  some reason 

i t  doesn't look l i k e  you have a stable environment, then the 

do l la rs  don ' t  come i n t o  the u t i l i t y  industry, the dol lars  go 

i n t o  some other industry or some other par t  o f  the world o r  the 

U.S. 

MR. ELIAS: With the s i tuat ion out west and with the 

pr ice  o f  fuels, i n  par t i cu la r ,  natural gas being so much higher 

than we've seen i n  a l o t  o f  years, I ' m  looking fo r  something o f  

a perspective from somebody who's got experience broader than 

j u s t  Florida. Are you aware - -  have you seen any pa r t i cu la r l y  

innovative programs tha t  address some o f  these pr ice  issues, 

v i s - a - v i s  customers t ha t  have been implemented by state 
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commi ssions or have been proposed anypl ace around the country, 

something tha t  we could look t o  as maybe an idea t h a t ' s  worthy 

o f  fur ther  study? 

MR. LAWRENCE: N o t  r ea l l y .  There's some b i l a te ra l  

transactions tha t  have been done. For example, us w i th  other 

counterparties helping t o  manage t h e i r  fuel  exposure, but from 

actual commissions , u t i  1 i t y ?  whether i t  ' s been state or 
federal, I haven't seen anything out there yet ,  no. And the 

problem being f o r  the comment ea r l i e r ,  they ' re  f loa t ing  i n  the 

d a i  1 i es  and buying spot, because there 's  no incentive t o  do 

anything e l  se. 

MR. HUDDLESTON: I th ink,  you do end up sor t  o f  

focusing more on what not t o  do as opposed t o  being able t o  

po int  t o  somebody whose done a pa r t i cu la r l y  good job. You 

know, f o r  example, Cal i forn ia  you cer ta in ly  don ' t  want t o  

mandate tha t  everything has t o  be purchased on the spot market 

and not l e t  them enter i n t o  any long-term arrangements. 

But I th ink,  a po r t fo l i o ,  and i f  you go t o  any o f  the 

management 1 i terature,  the po r t fo l  i o  management, PJM i s  

probably a p re t t y  good example o f  a market t h a t ' s  been 

r e l a t i v e l y  competitive a t  the wholesale leve l  f o r  many, many 

years, based upon the pool t ha t ' s  been i n  existence there f o r  

40 plus years. 

And i f  you look a t  that ,  even before they went t o  the 

PJM ISO, tha t  you j u s t  look a t  the u t i l i t y  par t ic ipat ing,  
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u t i l i t i e s  par t ic ipat ing,  the 10 owners, you can look and see 

tha t  they were entering in to ,  even i n  the pool context, 

something i n  the neighbored o f  70% o f  t h e i r  transactions were 

b i  1 ateral and 1 ong term and sel f - d i  spatched. 

And so, even i n  a market t ha t  was tha t  mature, the 

u t i l i t i e s  were making the decisions based upon how best t o  

manage t h e i r  por t fo l ios .  And, I think,  t h a t ' s  bas ica l ly  the 

bottom l i n e ,  you don' t  put a l l  your eggs i n  any basket. 

MR. ELIAS: And I ' m  th ink ing tha t  there may be a 

subset o f  customers out there, commercial and/or indus t r ia l ,  

t ha t  would be w i l l i n g  t o  pay a premium f o r  p r ice  certainty.  

MR. HUDDLESTON: Well, t h a t ' s  cer ta in ly  the case. 

You look a t  self-generation options, f o r  example. My former 

company was a subsidiary o f  Dow Chemical, and Dow Chemical ' s  

been i n  the self-generation business f o r  over 100 years, and i t  

was pr imar i l y  the case, Dow wanted t o  be s e l f - s u f f i c i e n t .  

And you look a t  the g u l f  coast uni ts,  f o r  example, o f  

the Dow Chemical plants there, they've got almost 2000 

megawatts o f  generating capacity and on a regular basis we're 

entering i n t o  i n te r rup t i b le  contracts w i th  the u t i 1  i t i e s  

get t ing low-priced power and then i f ,  f o r  some reason, there 

was an economic i ncenti ve they woul d essenti a1 1 y sel f - i nterrupt 

and generate inside the fence. And so, they managed t h e i r  

p r i  ces by having redundant capacity. 

MR. LAWRENCE: Yes. 
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AUDIENCE: (QuestionKomment) 

MR. LAWRENCE: I n  general, you have t o  fo l low the 

zhain a l l  the way through as you already threw out there. You 

have t o  look a t  - - ignore the customer base f o r  the moment. 

4nd I don' t  mean tha t  i n  a bad sense, anybody hol lers  a t  me. 

I f  I have an asset s i t t i n g  there, and I want t o  generate my 

least cost and I want t o  s e l l  a t  the highest revenue, by 

Aefau t you j u s t  want t o  make as much money as you can f o r  the 

asset 

Walking through your r i s k  tolerance as a company, 

because each company i s  d i f fe ren t ,  we assume r i s k  a l l  day long, 

and t h a t ' s  what we enjoy and we do f o r  a l i v i n g .  Others, they 

look a t  i t  and they p r o f i t  i n  a hurry. You need t o  i d e n t i f y  

how do you define making the most money for tha t  asset, i s  tha t  

buying i n  the hourly, buying i n  the da i l y ,  buying i n  the spot 

o r  i s  it saying I ' m  going t o  hedge 80% o f  my expected fuel band 

and I ' m  going t o  buy the res t  when the month comes up, when the 

day comes up? Which i s  r i g h t  for you as an ind iv idual ,  which 

i s  r i g h t  f o r  you as a company, which i s  r i g h t  f o r  you as a 

given u t i 1  i t y  commission or service commission i s  not - - 
they're a l l  going t o  be d i f fe ren t ,  they a l l  should be 

d i f f e ren t  . 
It goes back t o  the example, I can lock i n  a $3.00 

p r ice  or  I can buy spot and average $5.00. The $3.00 p r ice  you 

locked i n  looks l i k e  a good p r i ce  f o r  the trade, but i f  tha t  
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doesn't go through, a l l  the way through the chain down through 

the customer base and they don' t  benef i t  from tha t ,  where does 

the benef i t  go, where i s  the incentive? 

So, you need t o  make sure everything i s  t i e d  from 

t r y i n g  t o  minimize your cost or s tab i l i ze  your cost, maximize 

the revenues from the company, but you also have t o  take i n t o  

account the ratepayers have t o  get what they th ink  i s  a good 

pr ice  f o r  a minimal rate,  and there 's  no easy answer f o r  that .  

AUDIENCE: As  a follow-up, i t  seems tha t  i f  you do 

incur regulated companies t o  hedge tha t  there has t o  be some i n  

the sense tha t  some o f  the fuel w i l l  be above what those spot 

prices would have been below. 

MR. LAWRENCE: Exactly. It would look l i k e  a bad 

trade. 

We've been dealing wi th  t h i s  f o r  years. We've got 

counterparties coming t o  us and saying I want t o  pay no more 

than x on my fuel and I want t o  guarantee a f i xed  pr ice  fo r  my 

customers. Oh, and by the way, i f  the market goes south and 

there 's  some benef i t  there, I want t o  share i n  tha t  also.  So, 

we take a l l  the r i s k  and we make no money. That i s  not how, 

you know, the United States market works, t ha t  I ' m  aware o f ,  

except - - wel l ,  never mind, I won't say tha t ,  Barry. So, you 

have t o  take tha t  i n t o  account. And again, the idea t o  hedge, 

if you're t r y i n g  t o  decrease the v o l a t i l i t y  o f  the ra te  the 

customer's payi ng, decrease the vol a t i  1 i t y  associated wi th  the 

I mean, you can ' t  have your cake and eat it, too. 
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cash from your earnings as a company, t h a t ' s  a reason, then, t o  

hedge. Yes, you might be paying above spot p r ice  f o r  fuel , you 

might be s e l l i n g  below spot p r ice  fo r  power, t ha t  doesn't mean 

i t  was a bad hedge. But i f  the next f i v e  years the customer 

has locked i n  a cer ta in  r a t e ,  t h e y ' l l  know what i t  i s .  

AUDIENCE: (Comment. 1 
MR. LAWRENCE: That was on the l i s t  I submitted 

I don' t  have a per trade fee. The reason being we do ea r l i e r .  

so many trades, a f te r  January they work f o r  f ree f o r  us, 

because we max out the amount o f  rates we pay them. I know 

Nymex there 's  p re t t y  much a defined fee, l i k e ,  a 1/2 penny, 

give or take, don't  quote me on that,  but i t ' s  a very minimal 

transaction, especial ly i f  you're only going t o  execute - - 

you' r e  not churning and burning a1 1 day 1 ong or  a1 1 week 1 ong. 

I f  you're going t o  decide what the hedge i s ,  and you can get i t  

done and trade very few throughout the year, transaction costs 

are very minimal. 

The biggest cost i s  how you're going t o  manage the 

hedge, who's going t o  look a t  i t  t o  make sure i t  was a good 

hedge and the proper hedge and i t ' s  not doing Monday morning 

quarterback; hey, t h i s  hedge i s  the most worthless strategy we 

executed. That's not the in ten t .  The in ten t  i s  t o  look a t  

what d i d n ' t  work, what were the assumptions we had, why were 

they necessarily not correct and modify tha t  going forward. 

And t o  r o l l  out o f  the hedge and re-execute a 
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I t ' s  j us t  d i f f e ren t  hedge i s  not necessarily a spec trade. 

get t ing a better view o f  the world and a be t te r  d e f i n i t i o n  o f  

what your strategy i s . 
AUDIENCE: I n  the long term, generally speaking, an 

e l e c t r i c  u t i l i t y  hedging on a fue l ,  i s  the goal more t o  reduce 

pr ice  v o l a t i l i t y  or reduce fuel costs i n  the long run? 

MR. LAWRENCE: If you're executing a hedge t o  reduce 

costs, again, t h a t ' s  probably the wrong reason t o  enter 

hedge. 

AUDIENCE: 

MR. LAWRENCE: I t  should t o  be t o  reduce pr ice 

I t ' s  t o  reduce pr ice  v o l a t i l i t y .  

v o l a t i l i t y ,  and by defaul t ,  reduces - -  i f  I have an idea what 

my generation cost i s  going t o  be, now I ' m  only worry-ing about 

one market a t  the moment, a power market. 

range i n  my power market, now I kind o f  have an idea of the 

band tha t  my revenue's going t o  be, given some volumetric take 

o f  the customers. So again, i f  you execute the hedge t o  

minimize your cost, t h a t ' s  the wrong reason t o  execute a hedge. 

That 's a spec trade, i n  my mind. Now, you can get three Phds 

and argue d i f f e ren t l y ,  but i n  simple terms the hedge i s  t o  

reduce vol a t i  1 i ty  whether i t  be pr ice o r  earnings. 

If I had locked i n  a 

AUDIENCE: I guess, the basic question about 

launching o f f  o f  tha t  i s  tha t  i f  there 's  zero hedging going on, 

and as you say, t h a t ' s  a decision about how you're going t o  

manage the r i s k ,  say you're not going t o  have any hedge 
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whatsoever - - 
MR. LAWRENCE: Right. 

AUDIENCE: - -  how do you use an incentive f o r  the 

u t i l i t y  when you may or  may not f u l l y  recover what's being 

handled v i a  ratepayers fo r  a l l  re la ted costs, how do you reduce 

u t i l i t y  or do you reduce the program f o r  u t i l i t i e s  t o  s t a r t  t o  

engage i n  the corporate leve l ,  how do you determine what tha t  

corporate leve l  i s ?  

MR. LAWRENCE: That's k ind o f  what I was going t o  ask 

you, but t ha t ' s  a l l  r i g h t .  I ' m  Joe Blow, the consumer. My 

r a t e ' s  from Reliant jacked around qu i te  a b i t  the l a s t  couple, 

three years, because o f  gas, because o f  power, a l l  those; 

Ercot, as you saw, was pre t ty  healthy reserve margin-wise, the 

fuel cost i s  a l o t  higher than they were forecasted t o  be, 

because i t  was roughly a t  the hub o f  what i t  traded four or  

f i v e  bucks fo r .  

I f  I have a customer or another counterparty u t i l i t y  

and they c a l l  i t  Huddleston Marketing arm, comes i n  and 

guarantees fo r  f i v e  years my ra te  can be w i th in  a cer ta in  

range. I can go back and say, h i s to r i ca l l y ,  I took so many 

k i lowat t  hours and megawatts, however b i g  your house i s  or  

business i s ,  f o r  t ha t  time frame, I can back i n t o  what my cost 

i s  going t o  be i n  any given year. 

That's p r ice  cer ta in ty  f o r  me. How close do I want 

tha t  band t o  be? Do I want a f i xed  pr ice  guarantee and he 
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of fers  i t  t o  me? I ' m  done. I'll do i t  for you. Each o f  the 

individual customers i n  your ra te  base have a d i f f e ren t  view, 

dhat they ' re  w i l l i n g  t o  pay fo r  tha t  p r i ce  certainty.  

Some may not care, some may say I want 65 cents o r  

dhatever the number i s ,  and I want it f o r  the next 10 years, I 

don't care what happens t o  commodities. There's going t o  be 

somebody who w i l l  step up and give him tha t  f o r  the r i g h t  

premi um. 

So, the incentives - -  I ' m  not about t o  step up and 

try t o  discuss what might be the r i g h t  incentives, because 

you've got t o  look a t  the customer base as a regulatory 

environment and how do you define the incentives? 

AUDIENCE: Having received a share o f  gains and 

losses - -  
MR. LAWRENCE: I n  the u t i l i t i e s  side? I, personally 

have not, no, I don' t  know, Barry, i f  you've seen any. Most o f  

dhat I ' v e  seen has been i n  the b i l a t e r a l  markets outside o f  

that. 

MR. HUDDLESTON: I th ink,  t h a t ' s  r i g h t .  I mean, i n  

most o f  the t e r r i t o r i e s  that  I ' v e  seen, there s t i l l  i s n ' t  a 

very good recognition tha t  there's a benef i t  po ten t ia l l y  t o  

hedging. You end up - -  I mean, Cal i forn ia  i s  c lear ly  the most 

current example. You end up wi th  arguments tha t  lead up t o  the 

case where you had the f ixed price, f i xed  r e t a i l  pr ice,  and so 

a f ixed revenue recovery and no a b i l i t y  t o  hedge against the 

FLORIDA PUBLIC SERVICE COMMISSION 



1 
2 

3 

4 

5 
6 

7 

8 

9 

10 

11 
12 

13 

14 

15 

16 

17 

18 

19 

20 

2 1  

22 

23 

24 

25 

~ o l a t i l i t y  i n  the spot pr 

3ankruptcy. 

We1 1, you know, 

50 

ce, and tha t  u l t imate ly  l ed  t o  PG&E's 

the arguments tha t  l ed  up t o  those 

decisions were c lea r l y  i n t e l l  igent and, you know, they had - - 
I ' m  not sure, probably three years worth o f  hearings where 

werybody came i n  and made t h e i r  points, and you end up on the 

consumer side; f o r  example, saying, wel l ,  j u s t  as Douglas 

described, I not only want a f i xed  pr ice,  but I also want my 

rates t o  go down when things good happen, and I don' t  want them 

t o  go up when things bad happen. And tha t  i s n ' t  an approach 

that i s  going t o  lead t o  the long-term f inancial  health, but on 

the other hand, t h a t ' s  the decision tha t  most o f  the regions 

have made so f a r .  

MR. LAWRENCE: And t o  counter tha t  i n  Nymex, when 

you're t a l k i n g  not equit ies, but you're ta l k ing  futures 

contract fo r ,  say, i n  May, trade i n  June, i t ' s  a zero sum game. 

For every penny o r  do l la r  t ha t  i s  made, somebody i s  on the 

other side o f  tha t  trade los ing money and they s e t t l e  out a t  

reserve a t  the end when the contract expires. That's a purely 

open market, zero sum. Whatever i s  made i s  l o s t  by somebody 

else. 

whatever they cap me a t  I ' m  done. Nymex doesn't have a bond 

group tha t  steps i n  and f l oa ts  you a loan a t  zero in te res t  

rate,  so ... 

I t ' s  not I continue t o  make and when I go t o  lose money, 

MS. BANKS: I th ink,  some o f  the d i f f i c u l t i e s  from a 
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regulatory perspective has been d id  the pr ice tha t  the u t i l i t y  

decided t o  lock i n  on, you know, i n  hindsight you can say, oh 

yeah, that  looked great o r  yeah, that  d i d n ' t  look great. 

So, i t  may have been reasonable a t  the t ime that  

$3.00 seemed great and the market went t o  $5.50, oh, you d id  a 

great job, but how does the regulator determine tha t  i f  they 

locked i n  a t  $3.00 and i t  went i n t o  $1.64, how we had done or  

had some experience i n  the gas markets before, how do they 

reconci 1 e that? 

Because from the customer's perspective, when he gets 

h i s  b i l l  and he knows that  out i n  the marketplace the gas was 

going fo r  $1.64, he's wondering why he's paying $3.00 f o r .  

Those are some o f  the - -  1 see the d i f f i c u l t i e s  from a 

regulatory perspective that  sometimes would be very d i f f i c u l t  

t o  explain t o  a customer, "Well, maybe next month i t ' l l  be 

better.  " 

MR. LAWRENCE: And i t  goes back t o  Bar ry ' s  comment. 

The previous example, they'd be benefited by having a f ixed 

rate tha t  d i d n ' t  go up, because they locked i n  the price, but 

then they ' re  a l so  going t o  complain, because they couldn' t  

benef i t  when the prices went south. No open market, that  I'm 
aware o f ,  works and I don' t  f i n d  tha t  as an e f f i c i e n t  market, 

i n  my mind. They have t o  understand i f  you want pr ice 

cer ta in ty  and ra te  certainty,  you may be buying or having a 

ra te above spot prices. By defaul t  i t ' s  going t o  happen. 

FLORIDA PUBLIC SERVICE COMMISSION 



1 

2 

3 
4 

5 

6 

7 

8 

9 

10 

11 

12 

13 

14 

15 

16 

17 

18 

19 

20 

2 1  

22 

23 

24 

25 

52 

MS. BANKS: And so, from a perspective, i s  it, you 

mow, we would be looking a t  w e l l ,  i f  they would have locked 

in to a long-term, f ive-year f ixed contract w i th  the producer a t  

me leve l ,  I mean, tha t  ' s - - t o  me, you' r e  making a decision 

that 's what you're going t o  do - - 

MR. LAWRENCE: Exactly. 

MS. BANKS: - - as opposed t o  buying any other form o f  

iedgi ng . 
MR. LAWRENCE: That's what we've run in to ,  and I ' v e  

lad a l o t  o f  counterparties over the years come t o  us and say, 

"Hey, I want a guaranteed pr ice  tha t  gives me 20% savings over 

vhat I'm current ly paying," t h a t ' s  f ine.  

your customer base, I don' t  care i f  you're gas, power, 

:ombination thereof and we cut them a deal f o r  20% savings. 

Ind then they come back and say, "Oh, and by the way, i f  i t  

looks l i k e  you're making too  much money because the pr ice i s  

f ieal ly crater ing and the market i s  backwardated, I want some o f  

that back," no; we're taking the pr ice  r i s k ,  not you. 

I f  we look a t  a l l  

I ' m  t a l k ing  t o  counterparty, not y a ' l l  out here. 

l o n ' t  be looking a t  me funny and jumping over the table. The 

idea being a hedge, you have t o  decide before you execute the 

nedge why do you do it, and what i s  the benchmark t o  determine 

i f  we made sense? If  the benchmark i s  cost, am I a t  above or 

below or  a t  spot prices? Then, you time back i n t o  a cost 

perspective, was i t  a good trade or bad trade? And that ,  by 
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j e fau l t ,  i s  not a hedge, t h a t ' s  a spec trade. So, i t ' s  

?ducation on why d i d  you enter the transaction i n  the f i r s t  

31 ace? And you are r i g h t .  Customers - - personal l y ,  everything 

that I ta lked about today when Reliant gets i n  f ron t  o f  me and 

says tha t  they locked i n  gas, and i t  cost me money, no. You 

mow, the pr ice o f  the hub i s  $1.50, I want my $1.50 price. 

I ' m  not paying you three bucks because you locked i t  in .  

rhat ' s  j u s t  the customer mental i t y ,  so. + 

MR. HUDDLESTON: It ' s important, too, Cheryl , 

regulators have been doing tha t  very th ing  for years, f o r  

2xample. 

to s i t e  a power plant,  you've locked i n  the fundamentals 

associated wi th  the technology f o r  the next 30, 40 years, and 

so you've made tha t  long-term commitment. Then, t o  go i n  and 

second-guess the fuel decision seems t o  me t o  be a l i t t l e  

counter intui t ive.  

I n  any period, when you determine tha t  you're going 

Once you've made a decision based upon f u l l  

information, then you j u s t  go fo r  it. I t ' s  - -  you know, sure, 

naybe I bought a car a couple o f  years ago and a month a f te r  I 

bought i t  the dealership had a huge sale and, boy, I ' m  k icking 

myself because I bought, you know, I paid too much. But on the 

other hand when you made the decision, i t  was the r i g h t  

deci s i  on. 

MS. BANKS: And from a regulatory perspective, i t ' s  

very d i f f i c u l t  t o  determine was tha t  r e a l l y  the r i g h t  decision? 
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I mean, you have t o  pick t h a t  pr ice that  you r e a l l y  - -  that  

you're w i l l i n g  t o  walk in to .  This i s  where, I think, would be 

a reasonable p r ice  t o  pay. And our job i s  t o  say, w e l l ,  was 

that real ly a reasonable pr ice tha t  you locked in to? And I: 

guess, i t ' s  j u s t  a ser ies o f  questions o f  what were your 

assumptions behind why you picked $4.22, you know? I guess, i t  

jus t  comes down t o  a basic o f  a l o t  o f  questions o f  support for 
why you picked tha t  rather than something else. 

MR. HUDDLESTON: Well, I th ink,  nowadays anyway, most 

o f  the markets are becoming v i  s i  b l  e enough and competitive 

enough that  there should be su f f i c ien t  information; for 
example, i n  t h i s  proceeding i n  Nevada tha t  I ' v e  been i n  over 

the 1 a s t  couple o f  months, you can go i n  - - we1 1 , we had signed 

a two-year power purchase agreement fo r  the t rans i t ion  between 

the time we bought the plants and would then be freed up from 

the se l l i ng  t o  d i r e c t l y  back t o  the u t i l i t y .  

And then the pr ice comparison you can go out and you 

can f i nd  i n  the marketplace the  long-term sa le  arrangements 

that  others are w i l l i n g  t o  make for tha t  f u l l  period and do an 

economic evaluation o f  the contract. And wi th  fuel today being 

as l i q u i d  as it i s ,  there's enough information, I would th ink,  

that  you could do a p re t t y  f u l l  evaluation a t  anytime you get 

the f i l i n g s .  

MR. LAWRENCE: What I hear you keep coming back t o  i s  

1 you what gas i s  you're forecaster o f  the world. I can ' t  t e  
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going t o  be f o r  July, as much as we p lay i n  market, there 's  no 

idea. We have a range from anywhere from $3.70 up t o  5 bucks, 

o r  whatever you wanted t o  lock it. So, when you look a t  - - 
vJhen you decide t o  execute the trade, i t ' s  a very l i q u i d  

market, and I know what the marks are going t o  be; there 's  a 

basis market and location, you de l i ver  the gas price, you know 

d h a t  the power p r ice  i s  going t o  be, but do you know where i t ' s  

going t o  be 12 months from now? Is tha t  a good or  a bad trade? 

4nd you s t a r t  t o  second-guess from what was real ized i n  the 

stock pr ice  versus what you locked in ,  then you're questioning 

the forecast o f  why d i d  you hedge? So, I mean, there 's  not an 

easy answer. 

Yes? 

AUDIENCE: (Question.) 

MR. LAWRENCE: Well, l e t  me explain the graph a 

l i t t l e  b i t  more. There's another s l i de  I d idn ' t  actua l ly  have 

i n  here, and there 's  a movie I can show what does the prompt 

contract f o r  prompt 12. There was a snapshot i n  March o f  2000, 

looking a t  April o f  2000 fo r  the next 12 months out, and tha t  

was a snapshot close o f  business f o r  whatever the date i n  March 

was, compared t o  what was the average cash pr ice or  spot p r ice  

real ized f o r  Ap r i l ,  May, June, July, August, Sep., through the 

next 12 months. So, i t  wasn't showing what do the futures 

contracts do over time, that  was j u s t  s t ra ight .  

And then, i t  showed what are the actual cash prices, 
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i f  you had t o  go buy on the spot, tha t  was the dif ference on 

that s l ide .  But i f  you look a t  contracts, we've had some 

contracts go up near ten bucks, and then go back down and, I 

don't know, could be anywhere from 4.20 t o  4.30. 

inle were averaging, I th ink,  the prompt 12 contracts out were i n  

the 3.25 range. That was a t  the hub. Each locat ion i n  the 

west was already having issues, not as b i g  as they are now. 

They were a1 ready showing up a t  issues. 

Last  summer 

AUDIENCE: (Comment 1 
MR. LAWRENCE: Well, again look back a t  the l a s t  

three winters, i n  '97, '98, and ' 99 ,  you had around $1.70, so 

you had abnormally warm winters across the country, masked the 

actual demand growth, and then we had an average winter, 

theoret ica l ly ,  a l i t t l e  b i t  harsher, a l i t t l e  b i t  colder than 

average but r i g h t  around an average winter from '00 going i n t o  

'01; wel l ,  low and behold, the demand actual ly raised quickly, 

and then the prices took we l l  t o  catch up. 

So, i f  you're s i t t i n g  here in '00, i s  3 1/4 actual ly 

high or i s  i t  actual ly  low? Yeah, everybody's ta l k ing  about 

a l l  t h i s  new generation coming on- l ine,  but the l a s t  three 

winters have been $1.70 going o f f  the board a t  the hub. Why am 

I going t o  pay double t h a t  today? And a l o t  o f  people d i d n ' t .  

AUDIENCE: (Comment. 1 

MR. LAWRENCE: I can ' t  t e l l  you what the current 

contracts go o f f  the board a t ,  and t h a t ' s  j us t  10 days away, 15 
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days out a t  the most. We have our hands on a l o t  o f  d i f f e ren t  

pieces o f  the pie,  knowing what the storage i s  doing - - we have 

Dur own storage model And s t i l l  , I mean, the pr ice  could jack 

20, 30 cents a day f o r  no reason, whatsoever. 

AUDIENCE : (Comment. ) 

MR. LAWRENCE: The reason I showed Yahoo, l e t  me run 

that one, and then a simple stock t rading strategy. 

have bought i n  a t  Yahoo a t  20. And I never bought i n t o  Yahoo, 

and I 'm not going from experience, j u s t  a hypothetical example 

before you s t a r t  snickering over there. You could have bought 

Yahoo a t  20 and i t  ran up t o  100. You get out, should you have 

gotten out a t  25 or do you buy more? So the pr ice  i s  r e a l l y  

running up. Hel l ,  t h i s  th ing 's  going t o  the moon, I'm buying 

and buying and buying; low and behold, three weeks l a t e r ,  i t ' s  

back down below 20. I mean, i n  essence, tha t  ' s how quickly - - 
i t  was a l i t t l e  b i t  longer than tha t .  When i t  star ted going, 

i t  started going south. You've got the mental i ty o f  get t ing 

whipsawed . 

I could 

The market's coming t o  me. Well, tha t  may be true. 

You may be bankrupt before it gets back t o  where you started 

from, but the market's always r i g h t ,  whether you believe i t  o r  

not. And so, yeah, you have an issue o f  you've got the 

mental i ty, jeez, I j u s t  got my head handed t o  me, I ' d  bet ter  

lock something i n  today. Are you locking i t  i n  because you're 

afraid the pr ice  i s  going t o  run up farther? I f  so, t h a t ' s  a 
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spec trade. Or are you going t o  lock it i n  because you don' t  

want t o  necessarily worry about pr ice v o l a t i l i t y  anymore: you 

j u s t  want t o  get out o f  the market and you're done? And the 

budget, looking over the next 24 months, while sustained 

commodity cost about p r ice  leve l .  

Now, 12 months down the road, you say, jeez, tha t  was 

a p r e t t y  ignorant decision I made, but you've got t o  remember 

why you made i t  the f i r s t  place, you d i d n ' t  want t o  get 

whipsawed anymore. A l o t  o f  times, we have traders who jus t  

get out o f  the market a l l  together f o r  30 minutes or an hour a 

day, because they're j u s t  on the wrong side o f  the trade and 

they get emotionally involved and, again, there's a difference 

between spec trading and hedging. 

AUDIENCE: (Comment . ) 
MR. LAWRENCE: That sounds very simple, but how do 

you p ick 20 and 80%? That's where the sophist icat ion comes i n .  

I agree 100% o f  what you're saying, and t h a t ' s  exactly what I 

would recommend. You don ' t  do i t  a l l  and you don ' t  do none f o r  

the same reason. I f  you're wrong, you're dead wrong. And 

you're get t ing shellacked and you have a competitive 

disadvantage. You get out o f  the u t i l i t y  industry, and I'm an 

indus t r ia l  -producing. If 50% of the cost o f  my product i s  gas 

or commodity cost, whether i t ' s  gas-power combination and I 

lock i n  a pr ice t h a t ' s  50% higher than my competitors, I ' m  

never going t o  need a fee, so I ' m  going bankrupt, and i t  
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joesn' t  take long t o  do that .  That's happened out west a l l  day 

1 ong . 
So, but i f  they only locked i n  50%, they ' re  not 

necessari 1 y d i  sadvantaged anymore. That ' s where the d i  f f i  cul t y  

zomes i n .  What percent do I: want t o  buy spot? What percent do 

I want t o  lock i n  today? And tha t  decision could change i n  any 

given week. I mean, you may look a t  I d i d  a hedge and a l l  o f  a 

sudden i t ' s  50 m i l l i o n  i n  the money. Do I want t o  monetize 

p a r t  o f  t ha t  while a l o t  my hedging won't make i t  again? 

rhat 's ,  again, a hedging decision. Now, you're kind o f  blowing 

the l i n e  between a t rading organization. 

MS. BANKS: When you were ta l k ing  about tha t  

percentage, was i t  on base load or was i t  on t o t a l  

requirements? 

MR. LAWRENCE: I n  aggregate. Because you get even 

nore complicated, you can lock i n  the base load p re t t y  eas i ly  

i f  you've got a coal u n i t ,  you don' t  know how much coal you're 

going t o  burn. Load fac to r ' s  probably not going t o  change 

nuch, un ess you have i t  forced o f f - l i n e  or  you're on an o i l  

s t r i ke .  A gas turbine t h a t ' s  a combined cycle, 69, 7,200 heat 

rate, i t  s going t o  run, you know when i t ' s  going t o  run, i t ' s  

going t o  get there. How do you handle the four or f i v e  hours 

i n  the day? The peaking un i ts  may run 30 hours a year. By 

default,  you're looking a t  buying the hourly o r  spot. 
MR. HUDDLESTON: I th ink,  i t ' s  in terest ing t o  note i n  
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Cal i forn ia  r i g h t  now the best long-term contracts they have are 

the ones wi th  t h e i r  qual i fy ing f a c i l i t i e s .  And having gone 

through a l l  o f  those value o f  deferral proceedings here, you 

know how much f lack  those kinds o f  contracts get, and those are 

the ones that  are now most i n  the money, not that  they're being 

paid anyway, but those are the ones tha t  are best rates, 

anyway. 

AUDIENCE: (Question. ) 

MR. HUDDLESTON: Actual l y ,  I ' m  not sure. I know 

there's been so much going on i n  Cal i forn ia  where they ' re  now 

suing actual ly t o  get out o f  the contracts, because they want 

t o  se l l  a t  market. They don't  want to be res t r i c ted  t o  taking 

the contract pr ice.  And theoret ica l ly  speaking, since most o f  

them haven't been paid since l a s t  f a l l ,  there probably i s  a 

breach o f  contract. And so, a l o t  o f  t ha t  stuff's going t o  be 

l i t i g a t e d  out, but.. 

MS. BANKS: I f  a u t i l i t y  was going t o  s t a r t  

implementing a very basic hedging program and begin to ,  be it, 

a t  25% or 50% or whatever, how would you recommend t h i s  u t i l i t y  

go about it? I mean, there's various ways, as far as h i r i n g  

personnel o f f  the s t r e e t  t o  be able t o  do t h i s  or contracting 

i t  out wi th  services from another en t i t y .  

MR. LAWRENCE: 

t o  - -  I would f i r s t  comment, I won't say anything about Dynegy, 

because t h a t ' s  an open f l o o r  f o r  tha t  comment. When you enter 

It depends on what the u t i l i t y  wants 
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i n t o  a hedge, i t ' s  l i k e  you're entering i n t o  a stock trade. 

you don ' t  watch tha t  stock, you can be bankrupt and lose the 

whole po r t fo l i o ,  i f  you don ' t  manage it. 

I f  

So, no matter what you decide t o  do, i f  you s t a f f  up 

the t rad ing f l oo r  o r  you s t a f f  up the r i s k  management arm, by 

defaul t  you need t o  have some minimal competency in-house t o  

know tha t  what i s  going on from a hedge perspective, what 

you're paying fo r ,  whether you contract i t  out t o  us, Enron, 

PG&E, Duke - - sorry, PG&E won't do much o f  tha t  anymore - - some 

counterparty out there or some unknown en t i t y ,  or you do i t  

yourself,  you s t i l l  need the same core competency. 

How do you t r u l y  define the hedging strategy you're 

going t o  implement? How do you educate management and the 

board? And then how do you manage tha t  from a p o r t f o l i o  r i s k  

perspective? Because you have t o  r o l l  i t  a l l  up underneath 

your enterprise r i s k  and see what f a l l s  out. 

u t i l i t y ,  I: mean, they each have t h e i r  own business vis ion,  each 

have t h e i r  own strategy and how they want t o  approach the 

markets, and there 's  not one cookie-cutter answer tha t  handles 

a l l  o f  that .  

I would say each 

MR. HUDDLESTON : From a personnel perspecti ve, 

though, 1'11 share w i th  you what a f r iend  o f  mine t o l d  me, tha t  

there 's  r e a l l y  only a thousand marketers out there. They j u s t  

change jobs so quickly, everybody thinks there's a m i l l i on .  

And so, there 's  a l o t  o f  - -  especial ly w i th in  Houston where you 
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end up w i th  a h a l f  a dozen companies a l l  w i th in  about four 

blocks and they j u s t  sor t  o f  ro tate between them. 

AUDIENCE: (Comment. 1 

MR. LAWRENCE: That's what i t  b o i l s  down to .  Then, 

you get i n t o  the issues i f  they make a l o t  o f  money from the 

windfal l  trade they put on as a hedge, where does the money go? 

What's the incentive fo r  them t o  actual ly  get tha t  

sophisticated? I mean, i t  can be done, and there are some 

u t i l i t i e s  t r y i n g  t o  do tha t  now wi th  t h e i r  current ra te  

structures tha t  are out there and the markets tha t  are 

deregulating up i n  the midwest. 

AUDIENCE: Speaking i n  terms o f  forward contract, 

what's wrong w i th  the strategy i f  the forward contract, indeed, 

pennies on the do l l a r  t o  have somewhat l i k e  tha t  c o l l a r  tha t  

you showed, one where the pr ice  goes up, the pr ice  goes down, 

you can always win the larger amount by exercising the contract 

t ha t ' s  i n  the money and j u s t  foregoing the pennies on the 

do l la r  f o r  one t h a t ' s  not i n  the money? 

MR. LAWRENCE: Well, the costless co l l a r  again, a l l  

i t  does instead o f  you get t ing long and short a t  a f i xed  price, 

you have a range. You have the same issue, what i f  tha t  range 

i s  three or four bucks out o f  market, e i ther  above or below, 

you have a s imi la r  concept t o  deal with, because the co l l a r  - -  
AUDIENCE: I ' m  th ink ing i n  terms o f  a rather wide 

range. 
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MR. LAWRENCE: We1 1, then, yeah. I mean, a buck 50 

versus s i x  bucks. I mean, i f  i t ' s  that  wide, t h a t ' s  p re t ty  

much where your spot pr ice i s  probably going t o  be over the 

next, you know, 12, 24 months. But i f  you get the range wide 

enough, i t  s t a r t s  t o  debate the issue why am I going t o  enter 

the hedge i n  the f i r s t  place? 

AUDIENCE: Again, i t ' s  pennies on the do l la r .  It 

seems l i k e  you couldn' t  reduce, unless i t  goes t o t a l l y  wi ld.  

MR. LAWRENCE: You can lock i t  in ,  yes, you can lock 

i n  a wide range, but then the question i s  why do you want t o  do 

that  i n  the f i r s t  place? I t ' s  only pennies on the dol lar ,  but 

i t ' s  s t i l l  money you're spending. 

wide enough range, but i t  doesn't g ive you much benef i t ,  i t 

doesn't reduce the pr ice v o l a t i l i t y ,  i t  doesn't reduce the 

earnings v o l a t i l i t y .  I f  the range i s  so wide, you're not 

locking i n  anything. And you can get something t h a t ' s  so f a r  

out o f  market i n  a wide enough range that  you'd hardly pay any 

premium on e i ther  side fo r  it. 

1 mean, you can lock i n  a 

AUDIENCE: Does the premium increase? 

MR. LAWRENCE: The premium f o r  an option i s  defined, 

i t ' s  a function o f  t h e  underlying price, your s t r i k e  price, 

timed expirat ion, and expected movement o f  t h a t  underlying 

commodity. So, i f  i t ' s  a t  the money, i t  has no in-the-money 

value; i n  other words, i t ' s  not where I can exercise, because 

I ' m  not making money, but i t  s t i l l  has a premium attached t o  
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i t .  It s t i l l  has tha t  theoretical value based on t ime and 

2xpected p r i  ce movement. 

The farther you get out o f  the money; i . e . ,  i f  i t ' s  

;rading a t  f i v e  bucks and I'm going t o  buy the r i g h t  t o  s e l l  i t  

60 you a t  a buck, because you th ink i t ' s  going below a do l lar ,  

that has very l i t t l e  premium attached t o  it. 

same th ing  on the other side and go t o  nine bucks, I have the 

- igh t  t o  se l l  i t t o  you a t  nine a t  my discret ion,  that  has four 

l o l l a r s  value. 

:hange. And you've got a c a l l  on the put, so i t ' s  kind o f  the 

meverse signs o f  - -  

I f  you do the 

I mean, go down the path and the premiums 

MR. HUDDLESTON: And Douglas, wouldn't i t  be the case 

i f  you had the very wide range, then e f fec t i ve l y  you've paid 

for the  a b i l i t y  t o  have tha t  very wide range and yet you're 

s t i l l  exposed t o  a l l  o f  the v o l a t i l i t y  and the spot prices i n  

letween, because you wouldn't exercise on e i ther  side. And so, 

you haven ' t rea l  1 y gai ned yoursel f anythi ng . 
MR. LAWRENCE: No. I mean, i t ' s  l i k e  you said, 

ninimal cost t o  do that ,  but you're not f l a t l i n i n g  your cash 

flow, your pr ice r i s k  o r  anything e l s e  tha t  you i n i t i a l l y  plan 

i n  doing. 

AUDIENCE: On volume v o l a t i l i t y  t o  the natural gas - - 
MR. LAWRENCE: Volume v o l a t i l i t y ,  what do you mean by 

that, j u s t  t o  make sure I understand? 

AUDIENCE: Wel l ,  t h a t ' s  a term I ' v e  heard frequently 
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and i t ' s  separated from pr ice.  So, I would always - -  i t ' s  hard 

f o r  me t o  imagine volume and pr ice  being separated, l i k e  the 

pr ice o f  - -  
MR. LAWRENCE: Not knowing where tha t  ' s coming from, 

I f  you're t a l k i n g  about a volumetric I ' l l  answer i n  two ways. 

vol a t i  1 i t y  and you'' r e  1 ooking a t  pure technical trading, 

there's a l o t  o f  programs out there, some a re  precanned i n  

textbooks, some are published on Wal l  Street and a l l  that ,  tha t  

says when volume increases by X amount or decreases by X 

amount, i t ' s  a good time t o  buy o r  s e l l  I depending on where 

that  p r ice  range s i t s  based on h i s t o r i c  moving type average, e t  

cetera. , 

So, you look a t  the volumetric, and i f  the volume, 

a l l  o f  a sudden, exponentially increases, there 's  a l o t  o f  

people out there buying and/or se l l ing;  look a t  what the pr ice 

i s  doing, and there 's  trading, technical t rading tools, tha t  

w i l l  t e l l  you, you should be buying or s e l l i n g  i n t o  that  

market. So, when I th ink  o f  volumetric or  volume v o l a t i l i t y  

f o r  natural gas, t h a t ' s  kind o f  what I th ink  o f .  

AUDIENCE: So you're s t i l l  churning i t  wi th  - -  
MR. LAWRENCE: The churning, the number o f  trades 

being done, the number o f  part ic ipants out there. Now, the 

volumetric r i s k  tha t  you experience as a u t i l i t y  would be 

weather-related, not pr ice-related, so you separate those two. 

It's an abnormally cool summer, l i k e  i t  was i n  Chicago, where 
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the high h i t  70 something a t  best, the pr ices d i d n ' t  get much 

above 65, 70 bucks i n  the summer a t  a l l ,  because the demand 

wasn't there, and i t  was a fa i r l y  healthy transmission gr id .  

Conversely, the previous summers, extremely hot across the 

board, a l o t  o f  un i t s  f e l l  o f f - l i n e ,  and j u s t  because there's 

demand, the power s t i l l  couldn't  get there, but it was a 

volumetric exposure, not necessarily pr ice.  And the pr ice  was 

a resu l t  o f  tha t  - -  
AUDIENCE: (Comment. 1 

MR. LAWRENCE: To a degree, yes. 

AUDIENCE: Because, I th ink,  o f  i t  more as 

volume-forward contracts where the u t i l i t y  has a r i g h t  t o  buy 

a t  an unspecified pr ice  some speci f ic  volume a t  a l a t e r  date. 

What i s  that? 

MR. LAWRENCE: That would be - -  t h a t ' s  the volumetric 

r i s k  we're t a l k i n g  about. Not the volumetric on the volume o f  

trades, but the end use customer burn, because you're buying 

unl imited swing r i g h t s  based on what the weather temperature 

patterns are.  I t ' s  not pr ice-speci f ic ,  and i t ' s  j u s t  s t r i c t l y  

whatever my customers take, you have t o  f i l l  tha t  obl igation, 

I ' m  taking load forecasting r i s k ,  and I have t o  decide what i s  

the weather going t o  be and how do I hedge that? That's the 

reason weather derivatives ex is t  out there now. 

AUDIENCE: Is there s t i l l  p r i ce  attached t o  my 

ob1 iga t ion  beyond that? 
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MR. LAWRENCE: Is there a premium above and beyond 

some basic f i xed  block? Yes, because I ' m  not j u s t  s e l l i n g  you 

10,000 a day, I'm s e l l i n g  you 10,000 a day tha t  could go t o  

f i v e  and i t  could go up t o  25, so you're buying some embedded 

swing r igh ts ,  as they c a l l  them. Same th ing  on power. 

gives you the a b i l i t y  as the end use customer t o  t u rn  down the 

amount o f  volume taken or tu rn  up the amount o f  volume taken. 

It j u s t  

AUDIENCE: So, i t ' s  associated w i th  minimum 

matching - -  

MR. LAWRENCE: Type scenarios. But, you know, the 

customers - - i t  ' s a1 1 basi c a l l  y weather - dependent, because I 

don't get any p r i c ing  signals on whether I'm going t o  tu rn  my 

AC u n i t  on or  o f f .  35 bucks a summer doesn't do i t  fo r  me, 

so.. . 35 bucks a minute might, but.. . 
Yes? 

AUDIENCE: What do you look f o r  i n  terms o f  adversity 

or pr ice  r i s k ?  

MR. LAWRENCE: We love trading plutonium. We started 

up a - -  j us t  kidding. Some u t i l i t i e s  actual ly  are i n  fa i r ly  

good shape and some are fa i r l y  i n  a r i s k y  posi t ion.  Being long 

90% coal seems l i k e  a good opportunity. What happens when one 

or two o f  your coal un i ts  f a l l  o f f - l i n e ?  I mean, you're a t  the 

wind o f  the market, whatever i t  i s .  Now, you can hedge tha t  

wi th insurance products, e t  cetera. But a nice mix o f  base 

load and intermediate, I mean, the standard u t i l i t y  p r o f i l e  i s  
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nice t o  have. I f  the base load i s  made up o f  coal and/or 

supplemental w i th  h igh -e f f i c i en t  gas uni ts,  i t ' s  k ind o f  a moot 

point .  The coal market has been a l o t  more v o l a t i l e  i n  the 

l a s t  12 months or  l a s t  s i x  months, as well as the emissions 

associated w i th  it, but the absol Ute del ivered pr ice  on the BTU 

equivalent i s  s t i l l  s i gn i f i can t l y  below gas. 

MR. HUDDLESTON: And you need t o  look a t  the 

customer's side, too, and look a t  the types o f  customers tha t  

you have. I f  you've got a very high load factor indus t r ia l  

base, f o r  example, l i k e  i n  the midwest, tha t  would 

d i f f e ren t  mix than a high-peaking resident ia l  k ind 

And so, there r e a l l y  i s n ' t  a perfect d iv is ion,  but 

you look a t  the resource planning process over the 

u t i l i t i e s  have kind o f  f i t  i n  the categories, and 

be a whole 

o f  1 oad. 

I think i f  

years, then 

t ' s  a 

p o r t f o l i o  management based upon, unfortunately i n  some 

respects, regulatory response, but p r imar i l y  responding t o  the 

kind o f  customers tha t  you have and the load factor.  

AUDIENCE: (Comment.) How would a f i r m  hedge, say, 

e l e c t r i c i t y  contracts i n  the market? 

MR. LAWRENCE: Very d i f f i c u l t  when you can only hedge 

h a l f  the equation. 

squared a1 1 the time. But i f you can only hedge one piece o f  A 

and B i s  going t o  be f lopping around and you locked i n  a t  C, 

tha t  equation k ind o f  f a l l s  apart, so we f i n d  ourselves a t  

r i s k .  I mean, some regions, l i k e  you indicated, are a l i t t l e  

I mean, A squared plus B squared equals C 
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b i t  more l i q u i d .  They have a l i t t l e  b i t  more d ivers i ty ,  as f a r  

as the products you can buy and s e l l  . But when i t  comes down 

t o  it, i f  I wanted t o  lock and load 2 o r  3,000 megawatt blocks 

fo r  next summer, the market would disappear i n  a hurry, 

probably wouldn't have any b i d  o f fe rs  out there, so l i q u i d i t y  

i n  the depth i s  s t i l l  questionable, t o  some degree. 

AUDIENCE: (Question. 1 

MR. LAWRENCE: Well -stated. We have trouble beating 

natural gas and power markets or coal markets. And i f  we th ink 

we can spec trade mother nature, I don' t  know o f  any company 

t h a t ' s  going t o  do i t  on a regular basis. A l o t  o f  the market 

makers tha t  a re  doing tha t  are not doing i t  - -  some are, but 

most o f  them are not doing i t  j u s t  from a pure speculative 

trade. 

You know, you've got a bunch o f  traders tha t  got 

together and had a few mart inis one night and said, "Jeez, 

l e t ' s  go out and s t a r t  t rading t h i s  product and see what 

happens." There i s  a customer base, the volumetric r i s k  you're 

a l l  aware of  i s  needed, not j u s t  in the u t i l i t y  industry, but 

you hear people t a l  king about wet bikes, you hear them t a l  king 

about snow shops, Enron, Coke, we've even gotten heavily 

involved i n  pursuing customers a f te r  smal l  volume. But by 

default,  we're a t  r i s k  wi th  I l l i n o v a ' s  acquisit ion, we have 

4,000 megawatt peak. That may or may not get there, which 

defines how much we can do from a forward perspective on 
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j e t t i n g  i n  and out o f  monthly contracts. So, the weather 

jer ivat ives,  i f  you're ge t t ing  i n t o  i t  and t r y i n g  t o  spec them, 

the reason being they have a high tolerance for r i s k ,  and they 

2njoy t h a t  a c t i v i t y .  We enter i n t o  them mainly just  because we 

wjoy i t  from a hedging perspective. 

Now, we w i l l  step out on occasion and take a pos i t ion 

d i t h  the thought o f  r o l l i n g  it, you know, lay ing i t  o f f  on 

somebody else, because i t  matches the p r o f i l e  we th ink they 

have and we may get hung out i f  tha t  par ty  doesn't actual ly 

show up i n  the market. That 's usually taken i n t o  account when 

rJe execute i n  the trade i n  the f i r s t  place. I mean, the 

forward curb doesn't change, i t ' s  based on h is tory .  And 

h is tory  normally doesn't get rewri t ten,  so. 

Well ,  i f  t h a t ' s  it, I appreciate your time. 

(Workshop concluded a t  3:20 p.m.1 
- - - I -  
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