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1

I. INTRODUCTION

2
3

Q.

Please state your name and business address.

4

A.

My name is Mark Anthony Cicchetti. My business address is 2540 Shumard Oak

5

Boulevard, Tallahassee, Florida 32399-0850.

6

Q.

By who are you employed, and what is your position?

7

A.

I am the Chief of the Bureau of Finance, Tax, and Cost Recovery at the Florida Public

8

Service Commission.

9

Q.

On whose behalf are you testifying?

10

A.

I am testifying on behalf of the Florida Public Service Commission staff.

11

Q.

Please provide a brief summary of your educational background and professional

12

experience.

13

A.

14

Florida State University and a Master of Business Administration (MBA) in Finance in 1981,

15

also from Florida State University.

16

I have over 30 years of experience in utility regulation including 20 years as a consultant

17

specializing in public utility finance, economics, and regulation. For 10 years I was a Project

18

Manager and Manager of the Tallahassee, Florida Office of C.H. Guernsey & Co. (Guernsey)

19

where I provided consulting services including the provision of expert testimony. My project

20

responsibilities for Guernsey included cost of equity analysis, credit and capital market

21

analysis, merger and acquisition analysis, utility valuation, demand-side management and

22

energy efficiency analysis, and financial integrity analysis. For ten years prior to joining

23

Guernsey, I was President of Cicchetti & Co., a financial research and consulting firm, where I

24

also provided consulting services including the provision of expert testimony. Topics I

25

provided expert testimony on included the cost of equity, the overall cost of capital, industry

I received a Bachelor of Science (BS) degree in Business Administration in 1980 from
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1

structure, capital structure, corporate structure, regulatory theory, incentive regulation,

2

implementation of the leverage formula for water and wastewater utilities, and uniform rates.

3

Prior to joining Guernsey I was the Chief of Arbitrage Compliance for the Florida Division of

4

Bond Finance and the Chief of Finance for the Florida Public Service Commission. I am

5

currently the Secretary/Treasurer of the Society of Utility and Regulatory Financial Analysts

6

(SURFA) and previously have served as President, Secretary/Treasurer, and a member of the

7

Board of Directors of SURFA. A copy of my Curriculum Vitae is included as Exhibit (MAC-

8

1).

9

II. TESTIMONY OVERVIEW

10

Q.

What is the purpose of your testimony in this proceeding?

11

A.

The purpose of my testimony is to present a history of hedging in Florida in an effort

12

to provide an understanding of how and why we arrived at where we are today regarding

13

hedging and to provide the Commission with an alternative to the current hedging protocol. I

14

will also provide an overview of the hedging practices of other state commissions.

15

Q.

What materials did you review and rely on in preparing your testimony?

16

A.

In preparing my testimony, I reviewed all Commission orders regarding hedging

17

dating back to 2001; all staff recommendations, reports, and presentations on hedging; the

18

transcript of the Commission’s workshop on hedging held in 2011; the hedging-related

19

testimony and exhibits of the witnesses of Gulf Power Company, Duke Energy Florida,

20

Florida Power & Light Company, and Tampa Electric Company (Companies) in 2015 and in

21

the current 2016 docket; the Companies’ Risk Management Plans for 2016 and 2017; the

22

hedging-related discovery in the 2016 Fuel Docket and in Docket No. 160096-EI; the Florida

23

Supreme Court Order No. SC-1595 in Citizens v. Graham; a paper titled, “White Paper

24

Regarding Utility Hedging Regulation” by Michael Gettings, prepared for the Washington

25

Utilities and Transportation Commission, July 2015; and the article “Hedging Under
-3-

1

Scrutiny” by Julie Ryan and Julie Leiberman published by Public Utilities Fortnightly in

2

2012.

3

III. HISTORY OF FINANCIAL FUEL HEDGING IN FLORIDA

4

Q.

5

hedging of fuel costs?

6

A.

7

futures contract and in 1992 the NYMEX introduced a natural gas options contract. Prior to

8

that time, there were no widespread exchange-traded financial derivative products available to

9

directly and effectively hedge natural gas prices. Also, prior to 1990, coal was a much more

10

prevalent fuel source for electric generation. Coal was purchased through relatively fixed-cost,

11

long-term contracts and its relatively stable price made financial hedging less necessary. Also,

12

prior to 1999, natural gas prices were relatively low and stable. Exhibit (MAC-2) shows the

13

monthly Henry Hub spot price of natural gas (Dollars per million Btu) for the period 1997 to

14

2016.

15

The market price of natural gas increased significantly between March 1999 and March 2001

16

and during that time Florida Power & Light Company (FPL) responded, in part, to the

17

increasing market price of natural gas with limited financial hedging. Florida Power

18

Corporation (FPC) (the predecessor company to Duke Energy Florida, LLC), Gulf Power

19

Company (GPC), and Tampa Electric Company (TECO) began financial hedging in 2002.

20

Q.

21

hedging of fuel costs?

22

A.

23

Docket No. 010001-EI. On September 11, 2001, the Commission issued Order No. PSC-01-

24

1829-PCO-EI establishing issues for resolution in Docket No. 010001-EI that included issues

When did Florida investor-owned electric utilities begin engaging in financial

In 1990, the New York Mercantile Exchange (NYMEX) introduced a natural gas

When did the Florida Public Service Commission officially first address financial

The Commission officially first addressed fuel hedging in the 2001 Fuel Docket,

25
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1

directly related to fuel hedging. 1 On November 2, 2001, the Office of Public Counsel (OPC)

2

filed a motion to defer consideration of the hedging-related issues listed in that Order to allow

3

the parties additional time to explore those issues. By Order No. PSC-01-2273-PHO-EI, 2

4

OPC’s motion was granted. The deferred issues listed in Order No. PSC-01-1829-PCO-EI

5

were:

6

ISSUE 11: Has each investor-owned electric utility taken reasonable steps to manage the risks

7

associated with its fuel transactions through the use of physical and financial hedging

8

practices?

9

ISSUE 12: What is the appropriate regulatory treatment for gains and losses from hedging an

10

investor-owned electric utility’s fuel transactions through futures contracts?

11

ISSUE 13: What is the appropriate regulatory treatment for premiums received and paid for

12

hedging an investor-owned electric utility’s fuel transactions through options contracts?

13

ISSUE 14: What is the appropriate regulatory treatment for the transaction costs associated

14

with an investor-owned electric utility hedging its fuel transactions?

15

ISSUE 18A: For the period March 1999 to March 2001, did FPL take reasonable steps to

16

manage the risk associated with changes in natural gas prices?

17

ISSUE 19D: For the period March 1999 to March 2001, did FPC take reasonable steps to

18

manage the risk associated with changes in natural gas prices?

19

Q.

What procedures did the Commission use to address the deferred hedging issues?

20

A.

The Commission directed staff to open a new docket to address the six deferred

21

hedging issues and staff established Docket No. 011605-EI on November 27, 2001. Staff filed

22

individual recommendations to address Issues 18A, relating to FPL, and 19D, relating to FPC,

23
24
25

1

Order No. PSC-01-1829-PCO-EI, issued September 11, 2001, in Docket No. 010001-EI, In re: Fuel and
purchased power cost recovery clause and generating performance incentive factor.
2
Order No. PSC-01-2273-PCO-EI, issued November 19, 2001, in Docket No. 010001-EI, In re: Fuel and
purchased power cost recovery clause and generating performance incentive factor.
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1

on May 9, 2002, and June 6, 2002, respectively. Subsequently, the Commission issued Order

2

Nos. PSC-02-0793-PAA-EI and PSC-02-0919-PAA-EI resolving Issues 18A and 19D,

3

respectively. 3,4 Regarding the remaining issues, the parties engaged in settlement discussions

4

and presented the Commission with a Proposed Resolution of Issues which the Commission

5

approved by Order No. PSC-02-1484-FOF-EI. 5

6

Q.

What led the Commission to address the hedging issues cited above?

7

A.

The market price of natural gas changed substantially from March 1999 to March

8

2001. The monthly average price of natural gas increased from $1.70 per 1000 cubic feet

9

(MCF) in March 1999 to $8.06 per MCF in January 2001. By March 2001, the price dropped

10

to $5.15 MCF.

11

In March 2001, the Commission granted FPC’s petition for a mid-course correction to its fuel

12

and purchased power cost recovery factors (factors) to collect a $29.4 million actual under-

13

recovery for 2000 and a projected $73.0 million under-recovery for 2001. In April 2001, the

14

Commission granted FPL’s petition for a mid-course correction to its fuel and purchased

15

power cost recovery factors to collect an actual $76.8 million under-recovery for 2000 and a

16

projected $431.5 million under-recovery for 2001.

17

Although the Commission approved FPC’s and FPL’s petitions for mid-course correction for

18

their factors, the Commission did not state whether FPC and FPL had prudently incurred the

19

incremental costs. The Commission indicated that any party or the Commission staff could

20

raise issues regarding the prudence of the incremental costs, if necessary, at the hearing

21

scheduled in Docket No. 010001-EI, commencing November 20, 2001.

22

During the discovery process leading to the November 2001 hearing, staff reviewed

23
3

24
25

Order No. PSC-02-0793-PAA-EI, issued June 11, 2002, in Docket No. 011605-EI, In re: Review of investorowned electric utilities’ risk management policies and procedures.
4
Order No. PSC-02-0919-PAA-EI, issued July 8, 2002, in Docket No. 011605-EI, In re: Review of investorowned electric utilities’ risk management policies and procedures.
5
Order No. PSC-02-1484-FOF-EI, issued October 10, 2002, in Docket No. 011605-EI, In re: Review of investorowned electric utilities’ risk management policies and procedures.
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1

information that indicated FPL and FPC may not have reacted sufficiently to the price signals

2

that the natural gas commodity market experienced from March 1999 to March 2001.

3

Consequently, as described above, the Commission ultimately directed staff to open a new

4

docket to address the hedging issues and staff established Docket No. 011605-EI. 6

5

Q.

What were the Commission’s findings in Docket No. 011605-EI?

6

A.

Regarding FPL’s and FPC’s prudence in managing the risks associated with changes in

7

natural gas prices, the Commission found that FPL and FPC both reasonably managed the

8

risks associated with changes in natural gas prices for the period March 1999 through March

9

2001. 7,8

10

Q.

11

natural gas prices?

12

A.

13

increased production at generation units that did not burn natural gas and utilized the fuel-

14

switching capabilities of several generating units to burn oil instead of natural gas. The staff

15

noted that FPL also engaged in two types of wholesale energy transactions to mitigate its

16

purchased power costs and engaged in physical hedging and limited financial hedging to

17

manage the risks associated with the changes in fuel prices.

18

Q.

19

No. 011605-EI?

20

A.

21

Issues that resolved the remaining issues in the docket. 9 The Proposed Resolution of Issues

What steps did FPL and FPC take to manage the risks associated with changes in

To mitigate the risks associated with changes in natural gas prices, FPL and FPC

What were the Commission’s findings regarding the remaining issues in Docket

Regarding the remaining issues, the Commission approved a Proposed Resolution of

22
23
24
25

6

See Staff Recommendation, dated May 9, 2002, in Docket No. 011605-EI.
Order No. PSC-02-0793-PAA-EI, issued June 11, 2002, in Docket No. 011605-EI, In re: Review of investorowned electric utilities’ risk management policies and procedures, at p. 5.
8
Order No. PSC-02-0919-PAA-EI, issued July 8, 2002, in Docket No. 011605-EI, In re: Review of investorowned electric utilities’ risk management policies and procedures, at p. 6.
9
Order No. PSC-02-1484-FOF-EI, issued October 30, 2002, in Docket No. 011605-EI, In re: Review of investorowned electric utilities’ risk management policies and procedures.
7
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1

was signed and supported by FPL, FPC, TECO, the Florida Industrial Power Users Group, and

2

OPC. GPC agreed to the settlement at the hearing based upon a modification made during the

3

hearing. The Proposed Resolution of Issues was comprised of seven components and

4

established the framework for fuel hedging that the Commission and the parties largely

5

continue to follow. In 2008, in response to petitions filed by FPL, the Commission modified

6

Order No. PSC-02-1484-FOF-EI (2002 Hedging Order) for clarification.

7

Q.

What were the components of the Proposed Resolution of Issues?

8

A.

The 2002 Hedging Order, included the components of the Proposed Resolution of

9

Issues which are attached as Exhibit (MAC-3). In summary, the seven components of the

10

resolution of issues state: (1) each investor-owned electric utility recognizes the importance of

11

managing price volatility in the fuel and purchased power it purchases to provide electric

12

service to its customers; (2) each investor-owned electric utility will submit a risk

13

management plan for fuel procurement at the time of its projection filing in the fuel and

14

purchased power cost recovery docket each year; (3) each investor-owned electric utility shall

15

be authorized to charge/credit to the fuel and purchased power cost recovery clause its non-

16

speculative, prudently-incurred commodity costs and gains and losses associated with

17

financial and/or physical hedging transactions; (4) each investor-owned electric utility may

18

recover through the fuel and purchased power cost recovery clause prudently-incurred

19

incremental operating and maintenance expenses incurred for the purpose of initiating and/or

20

maintaining a new or expanded non-speculative financial and/or physical hedging program

21

designed to mitigate fuel and purchased power price volatility for its retail customers; (5) each

22

investor-owned utility shall provide, as part of its final true-up filing in the fuel and purchased

23

power cost recovery docket, the volumes of fuel hedged, the types of hedges utilized, the

24

average period of each hedge, and the actual costs of the hedges; (6) no party shall seek

25

approval of a hedging incentive program earlier than the time of its projection filing for the
-8-

1

2004 fuel and purchased power cost recovery period, and; (7) the proposed resolution may be

2

executed in counterparts. 10

3

Q.

What modifications were made to the Hedging Order in 2008?

4

A.

The 2002 Hedging Order did not provide, with specificity, the time period for which

5

prudence would be established nor did it require the necessary information for making a

6

prudence determination. Order No. PSC-08-0316-PAA-EI specified that the four largest

7

investor-owned electric utilities would file a Hedging Information Report by August 15 of

8

each year detailing their current year hedging transactions during the months of January

9

through July of that current year. 11 That modification to the 2002 Hedging Order facilitated

10

the Commission’s ability to determine prudence each year in the annual fuel clause hearing by

11

ensuring the Commission had the necessary information for each year to make such a

12

determination.

13

On August 5, 2008, FPL filed a petition for approval of Hedging Order Clarification

14

Guidelines. FPL proposed the Hedging Order Clarification Guidelines in response to

15

asymmetric reactions of certain stakeholders to fuel hedging gains and losses. In its petition

16

FPL stated:

17

When the Commission approved the 2002 Hedging Resolution,

18

support for hedging was strong and consistent among the

19

stakeholders. Unfortunately, the reaction of certain stakeholders

20

over the ensuing years has not been symmetric when hedging

21

programs show gains and when they show losses. Support for

22

hedging has generally been strong during periods of rising fuel

23

prices, when hedging programs are showing gains, but has

24
25

10

Order No. PSC-02-1484-FOF-EI at pp. 5-7.
Order No. PSC-08-0316-PAA-EI, issued May 14, 2008, in Docket No. 080001-EI, In re: Fuel and purchased
power cost recovery clause and generating performance incentive factor.
11
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1

waned when prices are falling and hedging programs are

2

showing losses. IOU shareholders receive no special benefit or

3

reward when hedging programs result in gains, but this observed

4

asymmetry raises the specter that shareholders might be exposed

5

to risks of non-recovery when hedging programs result in losses.

6

This imbalance of risks and rewards can increase the perceived

7

financial risk of the IOU’s and ultimately increase their cost of

8

capital.

9

The Hedging Guidelines are designed to mitigate against this

10

asymmetry by reaffirming and clarifying the Commission’s

11

support for hedging as an appropriate means of managing the

12

impacts of fuel price volatility. 12

13

By Order No. PSC-08-0667-PAA-EI, the Commission approved the Hedging Order

14

Guidelines proposed by FPL. 13 In its order, the Commission stated

15

By approving FPL’s proposed guidelines, we demonstrate our

16

support for hedging. We retain our discretion to determine the

17

prudence of hedging results and acknowledge that the guidelines

18

do not bind us in our review of a utility’s hedging practices.

19

Between 2009 and 2015, no specific hedging-related issues were addressed in the fuel cost

20

recovery dockets. In 2015, as part of the Fuel and Purchased Power Adjustment and

21

Generating Performance Factor Clause (Fuel Docket) proceedings, testimony and other

22

evidence was presented on hedging and hedging-related issues.

23

Q.

What were the hedging and hedging related issues addressed in the 2015 Fuel

24
12

25

Petition of Florida Power & Light Company for approval of Hedging Guidelines and For Leave to Withdraw
its January 31, 2008 VMM Petition, Docket No. 080001-EI, at p. 3.
13
Order No. PSC-08-0667-PAA-EI, issued October 8, 2008, in Docket No. 080001-EI, In re: Fuel and
purchased power cost recovery clause and generating performance incentive factor, at p. 12.
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1

Docket?

2

A.

3

significant opportunity costs of hedging programs that IOUs incurred as part of fuel costs paid

4

by customers; (2) whether the volatility of natural gas prices has declined to the point where

5

hedging is no longer effective or necessary; and (3) whether conditions in the natural gas

6

market are stable and eliminate the need for hedging.

7

Q.

8

Docket?

9

A.

As stated in Order No. PSC-15-0586-FOF-EI, 14 the issues addressed were: (1) the

What did the Commission conclude based on the hearing in the 2015 Fuel

The Commission decided to allow hedging to continue and directed staff and the

10

parties to explore possible changes to the current hedging protocol. Order No. PSC-15-0586-

11

FOF-EI stated:

12

Our decision to continue hedging at this time is based on the

13

evidence presented in this record which in large part consists of

14

arguments to either completely eliminate hedging or to continue

15

the procedures in place at this time. There was no written

16

testimony from any party and very limited cross-examination on

17

possible changes to the manner in which the IOUs conduct

18

natural gas financial hedging activities or alternatives to

19

hedging: cost sharing of hedging gains and losses between the

20

IOUs and ratepayers, alternative accounting treatment for

21

recovery of gains and losses (VMM program), or imposing

22

limits on the percentage of natural gas purchases hedged. All

23

witnesses agreed that any changes to the hedging protocol

24

should be prospective and that the current hedges should be

25
14

Order No. PSC-15-0586-FOF-EI, issued December 23, 2015, in Docket No. 150001-EI, In re: Fuel and
purchased power cost recovery clause and generating performance incentive factor.
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1

allowed to terminate on their original contract dates.

2

Notwithstanding our decision on hedging, we recognize that the

3

cost of this program is significant by any measure for each

4

Florida IOU and deserves further analysis. Therefore, we direct

5

our staff, in conjunction with the parties to this docket, to

6

explore possible changes to the current hedging protocol that

7

will minimize potential losses to customers. 15

8

Q.

9

hedging protocol?

Did the Commission staff and the parties explore possible changes to the current

10

A.

11

parties to discuss options and procedures for possible changes to the current hedging protocol

12

to minimize potential losses to customers. Representatives from DEF, FPL, TECO, and GPC

13

participated in the meeting. Staff also conducted discovery.

14

On April 22, 2016, FPL, TECO, and Gulf (IOUs) filed a joint petition in Docket No. 160096-

15

EI seeking approval of modifications to their respective Risk Management Plans. DEF joined

16

in the petition but stated it had the latitude to make the changes agreed to by the IOUs without

17

modifying its current plan. The IOUs’ proposed modifications were company-specific and

18

each proposed to: (1) reduce their respective annual maximum percentage of fuel purchases

19

targeted for hedges; and (2) reduce the period of time over which hedges may be placed

20

pursuant to each respective Risk Management Plan.

21

Q.

22

Management Plans?

23

A.

Yes. On January 25, 2016, staff held an informal, noticed meeting with interested

Did the Commission approve the IOUs’ petition to modify their respective Risk

Yes. The Commission approved the IOUs’ petition in Order No. PSC-16-0247-PAA-

24
25
15

Order No. PSC-15-0586-FOF-EI, issued December 23, 2015, in Docket No. 150001-EI, In re: Fuel and
purchased power cost recovery clause and generating performance incentive factor, at p. 9.
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1

EI. 16 In that order the Commission stated:

2

This reduction in the percentage of natural gas hedged is a step

3

in the right direction. However, we continue to be concerned

4

about this issue and the high costs experienced by electric

5

ratepayers for natural gas in excess of the market price. We urge

6

the our (sic) staff, the investor-owned utilities, and the parties to

7

provide us with other evidence-based options to further limit

8

customer exposure to risks of hedging in the forthcoming fuel

9

cost recovery docket, Docket No. 160001-EI, scheduled for

10

November of this year.

11

Q.

Was Order No. PSC-16-0247-PAA-EI protested?

12

A.

Yes. On July 15, 2016, OPC filed a timely protest of Order No. PSC-16-0247-PAA-EI

13

and requested an evidentiary hearing. 17 By Order No. PSC-16-0301-PCO-EI, Commissioner

14

Graham, as Prehearing Officer, consolidated Docket No. 160096-EI into the 2016 Fuel

15

Docket, Docket No. 160001-EI, for all purposes. 18

16

On September 20, 2016, staff and the parties held the first issue identification meeting for

17

Docket No. 160001-EI, and the following two hedging-related issues were agreed to by all

18

parties:

19

Issue 1A: Is it in the consumers’ best interest for the utilities to continue natural gas financial

20

hedging activities?

21

ISSUE 1B: What changes, if any, should be made to the manner in which electric utilities

22
16

23
24
25

Order No. PSC-16-0247-PAA-EI, issued June 27, 2016, in Docket No. 160096-EI, In re: Joint petition for
approval of modifications to risk management plans by Duke Energy Florida, Florida Power & Light Company,
Gulf Power Company and Tampa Electric Company, at p. 7.
17
See Petition Protesting & Requesting Evidentiary Hearing On The Proposed Agency Action, filed July 15,
2016, in Docket No. 160096-EI, In re: Joint petition for approval of modifications to risk management plans by
Duke Energy Florida, Florida Power & Light Company, Gulf Power Company and Tampa Electric Company.
18
Order No. PSC-16-0301-PCO-EI, issued July 28, 2016, in Docket No. 160096-EI, In re: Joint petition for
approval of modifications to risk management plans by Duke Energy Florida, Florida Power & Light Company,
Gulf Power Company and Tampa Electric Company.
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1

conduct their natural gas financial hedging activities?

2

IV. ALTERNATIVES TO THE CURRENT HEDGING PROTOCOL

3

Q.

4

explored other evidence-based options to limit customer exposure to the risks of

5

hedging?

6

A.

7

utilities, staff became aware of risk-responsive hedge strategies that rely on the principles of

8

quantitative finance to provide an effective framework for robust hedge practices. Analysis of

9

the risk-responsive hedging strategies indicated they are superior to the typical targeted-

10

volume approach generally practiced by regulated investor-owned utilities and should help

11

minimize potential losses to customers. Consequently, staff retained an expert, Michael

12

Gettings, to provide testimony regarding risk-responsive hedging strategies in this docket. Mr.

13

Gettings testimony presents a hedging framework for the Commission to consider as an

14

alternative to the current hedging protocol.

15

Q.

16

could the approach be implemented in 2017?

17

A.

18

acquire the necessary resources, and to formulate strategies. However, if it is not feasible to

19

implement a risk-responsive hedging strategy as soon as 2017, I recommend the Commission

20

implement, in 2017, the modifications requested in Docket No. 160096-EI by the IOUs to

21

their respective 2017 Risk Management Plans to: (1) reduce their respective annual maximum

22

percentage of fuel purchases targeted for hedges; and (2) reduce the period of time over which

23

hedges may be placed.

24

I also recommend that beginning April 30, 2017, the Commission require the IOUs to develop

25

and provide contemporaneous weekly risk measurement and monitoring, from the customers’

As urged by the Commission in Order No. PSC-16-0247-PAA-EI, has the staff

Yes. While conducting research regarding financial hedging of fuel costs by regulated

If the Commission were to adopt the approach recommended by Mr. Gettings,

Possibly. It will take time for the IOUs to familiarize themselves with the concepts, to

- 14 -

1

perspective, to be reported quarterly as outlined by Michael Gettings in his direct testimony

2

and shown on Exhibit (MAG-2).

3

Q.

4

requested by the IOUs to their respective Risk Management Plans in Docket No. 160096-

5

EI and require the IOUs provide contemporaneous weekly risk measurement and

6

monitoring, from the customers’ perspective, as outlined by Michael Gettings in his

7

direct testimony?

8

A.

9

recommend 2017 be used as a transition year with full implementation in 2018. I recommend

10

that the modifications requested by the IOUs to their respective Risk Management Plans in

11

Docket No. 160096-EI be implemented in 2017. Those modifications can reduce potential

12

losses to be recovered from the customers compared to the current hedging protocol. I do not

13

recommend hedging be eliminated. Hedging is beneficial because it reduces customer pain

14

when prices spike thereby creating value for customers. Customers derive greater value from

15

upside cost mitigation than they forego from hedge losses because hedge losses tend to occur

16

when prices are declining. Natural gas prices are lognormally distributed. That means the

17

magnitude of significant cost increases tends to be much greater than the magnitude of

18

significant cost decreases.

19

Requiring the IOUs to provide contemporaneous weekly risk measurement and monitoring,

20

from the customers’ perspective, as outlined by Michael Gettings in his direct testimony, will

21

allow the IOUs to develop a more robust structure for hedging strategies while not being

22

overly prescriptive. Using more robust quantitative tools, deployed in a risk-responsive

23

fashion, should reduce customer costs relative to the volume-targeted hedging currently

24

employed by the IOUs.

25

Q.

Why do you recommend the Commission implement, for 2017, the modifications

If the IOUs cannot implement a risk-responsive hedging protocol in 2017, I

Do the IOUs 2017 Risk Management Plans reflect the changes proposed by the
- 15 -

1

IOUs in their petition in Docket No. 160096-EI?

2

A.

3

160096-EI. FPL's, DEF's and TECO's Risk Management Plans do not reflect the modifications

4

proposed in Docket No. 160096-EI.

5

GPC's Risk Management Plan reflects the modifications proposed in Docket No.

V. HEDGING PRACTICES OF OTHER STATE COMMISSIONS

6

Q.

7

commissions?

8

A.

9

Analysis (IDM) conducted a survey, through the National Association of Regulatory Utility

10

Commissioners, to obtain current information regarding the hedging practices of other state

11

commissions. Twelve states responded. Consistent with other research regarding state

12

commission hedging practices, there was a wide array of responses. Approaches varied from

13

encouraging utilities to hedge to ending hedging programs. Exhibit (MAC-4) is a summary of

14

the results of IDM's survey.

15

In a paper published by Public Utilities Fortnightly in 2012 titled "Hedging Under Scrutiny,"

16

authors, Julie Ryan and Julie Lieberman of Concentric Energy Advisors cited a 2008 survey

17

conducted by the National Regulatory Research Institute and a 2009 survey conducted by the

18

American Gas Association that indicated most state commissions either supported or were

19

neutral to hedging. 19 The article went on to describe how various state commissions are re-

20

assessing hedging practices and how in some cases hedging programs have been scrutinized

21

and continued without modification, while in other cases, hedging programs have been

22

targeted for additional review or have been suspended. One relevant conclusion of the article

23

was:

24

Have you reviewed research regarding the hedging practices of other state

Yes. In June 2016, the Commission's Division of Industry Development and Market

One benefit arising from the increased focus on utility hedging

25
19

Julie Ryan and Julie Lieberman, “Hedging Under Scrutiny,” Public Utilities Fortnightly, Volume No. 150,
No.2, February 2012, P.12.
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1

is that regulators and stakeholders have grown increasingly

2

sophisticated about commodity markets and hedging, and some

3

might support more complex programs in the future. However,

4

the more discretionary a program design, the more critical

5

decisional documentation and transparent processes become.

6

Further, there must be rigor and consistency in how hedging is

7

adjusted in different market price environments. It will be

8

important in the design and approval stage that the hedging

9

program has clear triggers for when hedging decisions will be

10

executed. During the implementation stage, it will be important

11

for utilities to document information that was known to them at

12

the time hedges were transacted to demonstrate that reasonable

13

actions were taken, consistent with program design.

14

A copy of the article "Hedging Under Scrutiny" is attached as Exhibit (MAC-5).

15

Q.

Does this conclude your testimony?

16

A.

Yes.

17
18
19
20
21
22
23
24
25
- 17 -
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______________________________________________________________________________

EDUCATION:
M.B.A. – Finance; Florida State University, Tallahassee, Fl. 1981
B.S. – Business Administration; Florida State University, Tallahassee, Fl. 1980

EXPERIENCE:
2010-present

Bureau Chief, Finance, Tax, and Cost Recovery, Florida Public Service
Commission, Tallahassee, Florida, 32399

Advise the Commission regarding all aspects of public utility finance, tax, and
economics for all utility industries. Oversee the Bureau of Finance, Tax and
Cost Recovery supervisors and analysts. Testify as an expert witness as needed.
Preside over rate cases assigned to the bureau. Review and recommend
legislation, participate in rule making related to finance and taxation, and review
and monitor utility security issuances. Member of the bond team comprised of
Duke Energy, Florida and Commission personnel assigned in 2016 to structure,
market, and issue $1.3 billion of securitized nuclear asset-recovery bonds.
2000-2009

Project Manager, C. H. Guernsey & Company, Tallahassee, Florida 32309.
Provided financial and economic research and analysis and consulting services
including the provision of expert testimony. Project responsibilities included
cost of equity analysis, credit and capital market analysis, merger and
acquisition analysis, utility valuation, demand-side management and energy
efficiency analysis, financial integrity analysis, territorial disputes, decoupling
analysis, automatic adjustment formula analysis, leverage formula analysis,
cost of service and rate design, peer analysis, acquisition adjustments,
allowance for funds prudently invested, and appropriate regulatory treatment
of gains and losses on sale.

2010 and

Principal, Cicchetti & Co., Tallahassee, Florida 32311

1990-2000

Provided financial research and consulting services, including the provision of
expert testimony, in the areas of public utility finance and economics. Subjects
addressed included the cost of equity, the overall cost of capital, capital
structure, corporate structure, industry structure, regulatory theory, incentive
regulation, the credit and capital markets, cross-subsidization, uniform rates,
the appropriate treatment of construction work in progress, construction cost
recovery charges, and used and useful property.
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1990 - 2000
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Manager, Arbitrage Compliance, Florida Division of Bond Finance,
Tallahassee, Florida
Was responsible for assuring $16 billion of State of Florida tax-exempt
securities remained in compliance with the federal arbitrage requirements
enacted by the Tax Reform Act of 1986. Designed and implemented the first
statewide arbitrage compliance system which included data gathering,
computation, and financial reporting subsystems. Provided investment advice
and analysis to trust fund administrators on how to maximize yields while
remaining in compliance with the federal arbitrage regulations. In 1999 and
2000, informed responsible parties how they could restructure advanced
refunding escrow accounts that resulted in over $1 million of additional
earnings. In 2000, obtained a favorable private letter ruling from the IRS
regarding temporary investments which resulted in over $10 million of cash
savings.

PROFESSIONAL ACTIVITIES:
Secretary/Treasurer – Society of Utility and Regulatory Financial Analysts (Present)
Board of Directors - Society of Utility and Regulatory Financial Analysts (1989 - 1995)
President - Society of Utility and Regulatory Financial Analysts (1992 - 1994)
Secretary/Treasurer - Society of Utility and Regulatory Financial Analysts (1990 - 1992)
Certified Rate of Return Analyst, (1992)
3rd Place, Competitive Papers Session, sponsored by Public Utilities Reports, Inc. in conjunction
with the University of Georgia and Georgia State University. September, 1986
Meritorious Service Award, computer revenue requirement modeling, Florida Public Service
Commission. October, 1986
ARTICLES AND PUBLICATIONS:
“Gas Distribution: Now a Higher-Risk Business,” Public Utilities Fortnightly, September 1, 2002.
"Irregular Incentives," Public Utilities Fortnightly, June 15, 1993.
"The Quarterly Discounted Cash Flow Model, Effective and Nominal Rates of Return, and the
Determination of Revenue Requirements for Regulated Public Utilities," National
Regulatory Research Institute Quarterly Bulletin, June 1989.
"Adjustments to the Capital Structure: Pro-Rata versus the Tracing of Funds," FPSC Working
Paper, March 1986.
"Reconciling Rate Base and Capital Structure: The Balance Sheet Method," Public Utilities
Fortnightly, June 27, 1985.
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Henry Hub Natural Gas Spot Price (Dollars per Million Btu)
Year
1997
1998
1999

Jan Feb Mar
Apr
3.45 2.15 1.89 2.03
2.09 2.23 2.24 2.43
1.85 1.77 1.79 2.15

May
2.25
2.14
2.26

Jun
2.20
2.17
2.30

Jul
2.19
2.17
2.31

Aug
Sep
2.49 2.88
1.85 2.02
2.80 2.55

Oct
3.07
1.91
2.73

Nov
3.01
2.12
2.37

Dec
2.35
1.72
2.36

2000
2001
2002
2003
2004

2.42
8.17
2.32
5.43
6.14

2.66
5.61
2.32
7.71
5.37

2.79
5.23
3.03
5.93
5.39

3.04
5.19
3.43
5.26
5.71

3.59
4.19
3.50
5.81
6.33

4.29
3.72
3.26
5.82
6.27

3.99
3.11
2.99
5.03
5.93

4.43
2.97
3.09
4.99
5.41

5.06
2.19
3.55
4.62
5.15

5.02
2.46
4.13
4.63
6.35

5.52
2.34
4.04
4.47
6.17

8.90
2.30
4.74
6.13
6.58

2005
2006
2007
2008
2009

6.15
8.69
6.55
7.99
5.24

6.14
7.54
8.00
8.54
4.52

6.96
6.89
7.11
9.41
3.96

7.16
7.16
7.60
10.18
3.50

6.47
6.25
7.64
11.27
3.83

7.18
6.21
7.35
12.69
3.80

7.63
6.17
6.22
11.09
3.38

9.53
7.14
6.22
8.26
3.14

11.75
4.90
6.08
7.67
2.99

13.42
5.85
6.74
6.74
4.01

10.30
7.41
7.10
6.68
3.66

13.05
6.73
7.11
5.82
5.35

2010
2011
2012
2013
2014

5.83
4.49
2.67
3.33
4.71

5.32
4.09
2.51
3.33
6.00

4.29
3.97
2.17
3.81
4.90

4.03
4.24
1.95
4.17
4.66

4.14
4.31
2.43
4.04
4.58

4.80
4.54
2.46
3.83
4.59

4.63
4.42
2.95
3.62
4.05

4.32
4.06
2.84
3.43
3.91

3.89
3.90
2.85
3.62
3.92

3.43
3.57
3.32
3.68
3.78

3.71
3.24
3.54
3.64
4.12

4.25
3.17
3.34
4.24
3.48

2015
2016

2.99
2.28

2.87
1.99

2.83
1.73

2.61
1.92

2.85
1.92

2.78
2.59

2.84
2.82

2.77
2.82

2.66

2.34

2.09

1.93

- = No Data Reported; -- = Not Applicable; NA = Not Available; W = Withheld to avoid disclosure of individual
company data.
Release Date: 9/21/2016

Source: Energy Information Administration
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Utility Hedging Practices
In June 2016 FPSC staff, through NARUC, sent a set of questions to the members of the
NARUC Staff Subcommittee on Electricity, in order to obtain current information on other
states’ hedging practices. A summary of the responses follows.
Connecticut
Connecticut is a deregulated market.
Delaware
Following what it described as “disappointing” results from unrestricted natural gas hedging
programs from 2000 to 2008, the Delaware Public Service Commission issued an order
modifying future practices. In October 2009 the Commission adopted a non-discretionary
hedging program for Delmarva Power & Light Company in which 50 percent of projected
purchase requirements and storage injections are to be hedged on a pro rata basis (one-twelfth
each month) over the 12-months preceding the month in which the physical gas is to be delivered
to customers.
Georgia
From 2007 to 2012, Georgia Power Company was authorized to hedge up to 75 percent of its
projected natural gas fuel burn, utilizing a 60-month hedging window. In November 2012, the
Georgia Public Service Commission amended its hedging program by instituting budget caps so
that the total of option premiums and net settlements from financial positions would not exceed
hard caps. The caps were set at $45 million (2013), $40 million (2014), and $30 million for 2015
and 2016. In December 2015, at the request of Georgia Power Company the Georgia
Commission modified its hedging program, eliminating hard caps, allowing Georgia Power
Company to hedge up to 50 percent of its projected natural gas fuel burn in any given month and
granted a 48-month hedging window.
Illinois
Illinois electric markets are restructured and, with limited exceptions, load serving entities are
free to contract for supply and, in doing so, hedge as they see fit. For customers that do not elect
competitive supply and remain on a default bundled service provided by their utility, supply is
purchased on behalf of the utility/customer by the Illinois Power Agency (IPA). The IPA does
hedge by laddering supply purchases. To a lesser extent, there is also choice in Illinois gas
markets and suppliers of gas transportation customers are permitted to hedge at their discretion.
Gas utilities that purchased gas on behalf of their customers are also permitted to hedge. Gas
utilities have hedged since 2000 and continue to hedge through a broad array of financial
hedging tools as well as making use of gas storage. Gas utilities typically discuss their hedging
with ICC Staff annually. Gas hedging activities are not made publicly available. Hedging
practices are subject to prudence evaluations in each utility’s annual fuel costs reconciliation.
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Kentucky
In March 2015, the Kentucky Public Service Commission denied Duke Energy’s request to
continue its hedging program. The Kentucky Commission determined customer benefits were
not significant enough to justify extension of the hedging program.
Louisiana
The Louisiana Public Service Commission is developing a long-term natural gas hedging pilot
program. Under what is expected to be a three-year pilot program, investor-owned utilities
(IOUs) would be required to consider a range of long-term gas procurement strategies. The
Louisiana Commission found that most of the state’s IOUs purchased a substantial amount of
natural gas through short-term contracts, which it determined to be a higher risk strategy.
Minnesota
The three largest natural gas utilities are allowed to use physical contracts and financial
instruments for hedging purposes. The requests (petitions) are for variances to the Minnesota
Public Service Commission rules that apply to purchased gas adjustment (PGA) cost recovery
mechanisms. The rule variances allow cost recovery through the automatic cost recovery
mechanisms (riders) even though hedging costs are not defined in these rules as a cost of gas.
The Commission has generally accepted reduction in price volatility as a reasonable goal.
However, the Commission has not specifically required hedging or, on the other hand,
disallowed recovery of any costs associated with hedging. Cost recovery for hedging is typically
allowed when the hedging activity stays within prescribed guidelines that are set in advance on a
case-by-case basis at the utilities’ request.
Nevada
The Nevada Commission ended hedging programs citing declining price volatility.
New York
New York state’s major electric utilities are not vertically integrated and generally purchase
power from the New York Independent System Operator or through bilateral contracts. As a
result, the utilities generally do not hedge fuel, but instead hedge their market purchases,
primarily through financial contracts such as swaps and options. The New York Public Service
Commission (NYPSC) requires the major electric (and gas) utilities to mitigate the supply price
volatility only for their full service mass market customers, i.e. those residential and small nonresidential customers that opt to purchase supply from the utility rather than a competitive
Energy Service Company. The utilities are not allowed to hedge for their larger non-residential
customers, although the majority of such customers opt to receive their supply from competitive
energy service companies.
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North Carolina
As the electric utilities in North Carolina started adding significant amounts of gas-fired
generation, the North Carolina Utilities Commission encouraged the utilities to consider hedging
natural gas purchases to manage the volatility of natural gas prices. The Commission does not
require hedging and has not established hedging policies for the utilities to follow. Instead, the
prudency of all fuel costs incurred, including hedging costs, are subject to review in the annual
fuel charge adjustment proceedings for each utility. To date, the utilities have been allowed to
recover the natural gas hedging-related costs that have been incurred.
Oregon
In March, 2015, the Public Utility Commission of Oregon opened a docket to explore the
benefits and risks of the long term hedging policies of Northwest Natural Gas Company. The
docket remains open at this time.
Washington
The Washington Utilities and Transportation Commission allows hedging. The Commission
does not have explicit policies on hedging; however, companies are expected to act in a prudent
manner in making fuel or gas purchases.
Companies serving Washington’s ratepayers mainly use a programmatic approach in their
hedging, i.e., purchasing physical or financial futures contracts systematically prior to the
delivery date, which is normally within one-year of its expected need. The Washington
Commission has an active docket on gas hedging and is working with a consultant to reassess the
state’s energy utilities’ current approach.
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Published on Fortnightly (http://www.fortnightly.com)
The new world of gas supply, brought about by shale development, the economic downturn, and expanded gas
infrastructure, has caused regulatory stakeholders to challenge utility gas supply hedging programs.
Hedging, a common feature of utility risk management practices, serves as a tool to stabilize prices, protect customers
from market volatility, and insure against unexpected price spikes. However, regulatory commissions and intervenors
are challenging the merits of their utilities’ hedging programs with increasing frequency, questioning whether the risk
mitigation benefits of hedging
have justified the associated costs, and whether customers are paying for insurance to manage a risk that might no
longer exist.
Concerns raised by commission staff or other stakeholders relating to the cost of utility hedging programs has led to
an emerging trend of greater commission and stakeholder involvement in assessing such programs’ efficacy.
Regulatory commissions are asking utilities to provide written justification of their hedging practices, applying
pressure on utilities to work with stakeholders to resolve hedging differences through collaborative processes and to
find common ground on the riskreward spectrum. In some cases, risk management hedging programs have been
suspended until there are visible increases in volatility and market prices.
Utilities that engage stakeholders in a dialogue now about their riskmanagement practices can ensure hedging
remains a viable tool for limiting exposure to future price volatility.
Costs Incurred and Avoided
This shift toward reassessing hedging practices is relatively recent. In 2008, a survey conducted by the National
Regulatory Research Institute (NRRI) indicated that most commissions in the U.S. either supported or were neutral to
hedging.1 This was reinforced in a followup survey the AGA conducted in 2009.2 Among more than 100 respondents,
over 90 percent said their commissions allowed financial hedging of commodity price risk. However, only a very small
number of commissions required utilities to engage in financial hedging.
Pushback on utility hedging typically begins with intervenors. Ultimately, however, most administrative law judges
and commissions generally support hedging. While intervenors often recommend disallowance of hedging costs,
commissions generally accept that the goal of hedging is price stability and not “to beat the market.” As a result, cost
disallowance decisions by commissions have been rare.3 But, in an environment where utility customers are
experiencing acrosstheboard rate increases, it isn’t surprising that commissions would encourage utilities to evaluate
changes to their hedging programs.
Intervenors have tended to take a retrospective view when evaluating the efficacy of hedging programs. While it’s
tempting to look at historical hedging based on current information and perfect hindsight, the regulatory standard for
what is reasonable and prudent must consider the availability of information and what was known at the time hedging
decisions were made. This is the standard commissions have adopted when reviewing historical hedging costs.
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Many stakeholders have focused on costs associated with hedging, but there has been less focus by all parties on
avoided cost analysis. In several instances, success—or lack thereof—has been measured by comparing the hedged
prices to spot market prices. The costs have included net premiums paid for call options, as well as the difference
between the fixed price or option strike price and the spot market price. There is often a failure to see the cost of
options as an insurance premium, as well as to consider a fixed price as a rate stabilization tool. Further, what’s
missing is
more analysis of the potential avoided cost. Additional scenario analysis would demonstrate the risk of what could have
occurred as well as estimate the potential price exposures avoided as a result of hedging.
Additionally, some stakeholders raise the concept of “least cost” in hedging program critiques. Care must be exercised
when applying the leastcost principle to hedging, which presents tradeoffs in risk, reward, and costs, depending upon
the hedging instrument. Using the analogy of insurance, it is possible to buy an inexpensive policy with a low premium,
but this is usually accomplished by increasing the deductible, placing a cap on the total payout, or carving out
conditions under which benefits aren’t paid. Additionally, different hedging strategies yield different benefits,
depending on market price direction. For example, if a utility is purchasing energy in a risingprice market, a fixed price
purchase might be optimal as there is no option payment incurred and the coverage starts immediately. In a rangebound
market, a costless collar might be the lowest cost of insurance, and in a declining market, a cap at a relatively high
strike might be the most attractive form of hedge protection.
The Shale Gas Factor
A review of comments filed by commission staff and other stakeholders shows that shale gas development is repeatedly
referred to as a “game changing” technology. Shale gas producers access prolific geological deposits of reserves for
production at relatively low costs, which has led to significantly dampened price volatility and lower market prices.
While the emergence of shale gas production is generally wellknown by intervenors and regulators, the broader market
dynamics are less well understood. Equally important is the fact that new pipeline infrastructure has served to deliver
shale gas supplies into what historically have been transportationconstrained end markets, thereby changing traditional
basispricing relationships and further easing price volatility. Additionally, new LNG import facilities and expansions in
natural gas storage capacity in recent years have contributed to expanded supply capacity. These supply and capacity
additions have occurred at the same time that demand has declined. On the demand side, increasing energy efficiency
measures and declining demand resulting from weak economic conditions have dampened consumption.
However, history repeatedly has shown that commodity market conditions are never stagnant, and that markets often
correct as supply and demand factors rebalance. The recent 24 months of price declines have lulled many stakeholders
into believing that low gas prices are now the norm, but market conditions will change at some point. The question is
when, how quickly, and to what degree? If we have learned anything from the past, it is that we cannot predict the
future with certainty. In the future, changing supplydemand factors might turn market prices in the other direction.
Utilities will want to be prepared before a market shift occurs. On the supply front, there might be environmental
regulation that slows shale gas production, additional compliance requirements that increase shale gas production
costs, or technical factors that reduce the projected size of economical reserves. Natural gas demand might increase
due to stymied nuclear plant development, rising coal plant operating costs, or closures of coal plants as a result of
environmental compliance. New demand could result from economic recovery, LNG exports, or new natural gas and
electric vehicle use. A combination of these factors could cause the North American
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gas supplydemand balance to materially shift, bringing about increases in market prices and volatility.
As market prices have dropped, many stakeholders are encouraging utilities to adapt their hedging practices to the
current market supply and pricing paradigm. Some have suggested utility hedging be reduced until such time as gas
market prices show some sign of rallying. Others are taking a more proactive stance, encouraging longerdated hedging
and new hedging program design.
Two commissions that recently have suspended hedging activities are the Public Utilities Commission of Nevada
(December 2010), with respect to Nevada Power, and the British Columbia Utilities Commission (July 2011), in regard
to FortisBC. The commissions didn’t disallow previously executed hedge transactions, and they left existing hedges in
place; the decisions applied to future hedging activity.
In its Dec. 16, 2010 order (Docket No. 1009003), the Nevada PUC approved a stipulation that included the requirement
that Nevada Power not proceed with any additional financial gas hedges. However, the utility was told it should
continue reviewing natural gas hedging in light of prevailing market fundamentals and conditions.4 More recently, on
July 22, 2011, the British Columbia Utilities Commission rejected FortisBC’s “Price Risk Management Plan.” In the
order, the Commission
Panel wrote: “in light of the recent exploitation of shale gas, the likelihood for more stable natural gas prices is
significantly greater and the risk of dramatically higher natural gas prices, excepting
short periods of price disconnects, is significantly lower than it has been in many years.”5 Further, the panel
suggested that hedging was not the best way to deal with the potential for price
increases, but commented that if there were a change in market conditions, they would be willing to consider proposals
to mitigate price risks for customers. They concluded by saying that the performance of the utility’s “Price Risk
Management Plan” over the last 10 years did not convince them that continuation of the program was in the ratepayers’
interest.
Measuring Prudence
Hedging programs are undergoing a greater degree of regulatory scrutiny. In some instances, hedging programs have
been scrutinized and continued without modification, while in other cases, hedging programs have been targeted for
additional review.
In spring 2009, the Colorado Public Utilities Commission commented on testimony filed by commission staff, which
criticized gas hedging by Xcel’s subsidiary, Public Service Company of Colorado. The staff had conducted a
quantitative analysis to determine that during the period following Hurricane Katrina (20052006), the utility’s
hedges were close to breaking even, i.e., the premium paid for hedging nearly equaled the benefits it provided over
spot market prices. But a breakeven analysis of the hedging costs compared to spot market prices for the period 2005
to
2008 illustrated that the utility only regained approximately one third of every dollar spent on hedging. Ultimately, in its
order, the commission supported the administrative law judge’s position that the utility’s hedging program should not be
suspended. In his recommended decision, the judge wrote, “Preapproved elements of the [hedging] plan avoid hindsight
evaluation of each program. Simply stated, [the plan] is to be evaluated based upon information available at the time, not
in
terms of whether the plan ‘beat the market.’ To the extent Public Service implements such a plan, as approved, the
associated hedging costs should not be subject to disallowance in any
subsequent gas cost prudence review proceedings.”6
In another example, a commission decided to open a utility’s hedging program to further review. In May 2011, in
response to PacifiCorp’s rate filing for Rocky Mountain Power, the Utah Industrial Energy Consumers filed direct
testimony asking the Utah Public Service Commission to disallow
$19.7 million in revenue requirements related to what the group called “imprudent hedging
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practices” by the utility. Rocky Mountain Power’s hedging program layeredin hedges 48 months
into the future, hedging nearly 100 percent of its open commodity price risk. In the industrial group’s
testimony, it commented that the utility’s hedging program wasn’t adjusted to account for changes in
market conditions and the expanding supply of natural gas through shale gas production.7 Hence, the industrial group
suggested the utility was imprudent to hedge such a large percentage of its open positions and should have reduced its
fixedprice hedges, to leave open onethird of its portfolio to spot market pricing.
In July 2011, a stipulation was filed with the Utah PSC where the parties agreed to a collaborative process to review
possible changes to the company’s hedging practices. As part of the stipulation, it was agreed that the utility’s past
hedges wouldn’t be disallowed, but that the utility would implement any changes that result from the collaborative
process or commission order. Issues addressed in
the collaborative process included: a new maximum hedge volume percentage limit or range; risk tolerance bands based
on timetoexpiry valueatrisk (TEVaR) or valueatrisk (VaR) limits; position limits; a process for review of hedging
transactions outside of accepted guidelines, including natural gas reserves or storage; liquidity, transparency, and other
risks of different hedging tools such as financial swaps, fixedprice physical forward contracts, and options; a
semiannual confidential report on hedging status; and coordination and implementation issues relating to the inclusion
of
financial swap transactions in Rocky Mountain Power’s energy balancing account.8 The stipulation was approved in a
commission order on Sept. 13, 2011, and PacifiCorp and the other stakeholders were expected to complete discussions
by January 2012.
In February 2011, the South Carolina Office of Regulatory Staff (ORS) requested suspension of the hedging programs of
South Carolina Electric and Gas (SCE&G) and Piedmont Natural Gas. The ORS commented that the hedging costs
incurred by the utilities might be appropriate for markets where there is significant price volatility, but were not
appropriate for more stable natural gas market conditions. According to the ORS, SCE&G’s hedging program cost
customers more than $50 million since 2006, and Piedmont’s program cost over $37 million since 2002.9 This request
for suspension was later withdrawn in July 2011, and it was determined that the utilities and the ORS would
address the prudence of the hedging activities in each of the companies’ respective annual
purchased gas adjustment (PGA) proceedings.10
In SCE&G’s PGA proceeding, the ORS evaluated the company’s hedging program and affirmed its previous
recommendation that the hedging program should be suspended. SCE&G agreed to immediately suspend all hedging
until the commission directs it to recommence. The agreement anticipates that changing market conditions—e.g.,
environmental restrictions on shale gas production—could warrant a resumption of hedging.11 Conversely, Piedmont’s
hedging program was approved in its PGA proceeding with the removal of its previously established minimum hedging
requirement of 22.5 percent. Although Piedmont’s gas purchasing and hedging activities were deemed to be prudent,
there was disagreement on whether gas purchasing and hedging activities, pursuant to a commissionapproved hedging
program, should be subject to an afterthe fact prudence determination. The commission requested an exparte briefing
on the issue of how to measure prudency in hedging programs.12
Strategic Adaptation
In some jurisdictions, regulators are modifying the hedging program horizon and limiting discretionary actions. In
Delaware, Delmarva Power has a programmatic hedging program with periodic hedging at predetermined intervals.
In 2009, the utility reduced the tenor and the total volume of hedging. More recently, in response to Delmarva
Power’s “Gas Cost Rate” filing, a consultant for the commission staff proposed two alternative hedging strategies to
enhance flexibility in the hedging framework and to provide a greater smoothing effect on gas price spikes.
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The consultant recommended either lengthening the “hedging interval” beyond 18 months to take advantage of lower
volatility in outer months; or implementing dollar cost averaging,13 with fixed dollars allocated for hedges rather than
fixed volumes, so that hedging volumes would increase in lowpriced market environments and would decrease in
higherpriced market environments. The consultant stated that dollar cost averaging results in lower gas costs when
compared to a less flexible, programmatic hedging strategy.14 Although no changes were made to Delmarva Power’s
gas hedging program, the company agreed to review and discuss the staff consultant’s recommendations for
modification.15
In Michigan, intervenors in the Consumers Energy rate case proposed a range of changes to reduce the volume and
tenor of hedging under the utility’s fixedprice hedging program to address concerns that the utility was overhedging
with fixedprice purchases. In that proceeding, intervenors urged the commission to eliminate the “tiered” strategy,
which provided for programmatic purchases of fixed price supply in accordance with monthly hedge targets, and
suggested modifications to the company’s “quartile” strategy, which it had employed in tandem with the tiered strategy,
using historical pricing to determine the amount of forward market hedging. All parties proposed a reduction in annual
hedging caps. The ALJ decision supported the company’s proposed plan, but indicated that certain accelerated
purchases under the tiered strategy would require justification by market conditions to be deemed prudent.16 At this
writing, a final decision in this proceeding was pending.
In California, parties to the electric utilities’ procurement plan filings are discussing moving from fixed caps on
hedging, as determined by the consumer rate tolerance (CRT) of 1 cent per kilowatt hour, to a restructured CRT that
represents a percentage of the individual utility’s system average rate. By moving to a percentage of the system
average rate, the percent hedged under the CRT would remain constant and wouldn’t fluctuate with rate changes.17
LockingIn for the LongTerm
The Public Utility Commission of Oregon approved a $250 million investment in reserves by its gas utility, Northwest
Natural. The utility entered an agreement with Encana Oil & Gas (USA) to develop physical gas reserves expected to
supply a portion of the utility customers’ requirements over a period of about 30 years, with 8 to 10 percent of
Northwest Natural’s average annual requirements supplied through the arrangement. The Commission approved the
utility’s plan in April 2011, allowing the utility to recover the costs of gas produced and delivered, plus a ratebase
return on investment through its annual PGA mechanism.18
In Colorado, the Clean Air  Clean Jobs Act of 2010 (HB 101365), included a legislative provision to facilitate
fuelswitching from coal to natural gas, while protecting ratepayers from volatility in prices. The provision provides
regulatory certainty that utilities will be allowed full cost recovery, without risk of future disallowance, for
commissionapproved, longterm gas contracts—of between three and 20 years in duration—entered into pursuant to
the act.19 To that end, Public Service Company of Colorado and Anadarko entered a 10year, fixedprice gas supply
agreement, subject to annual price escalations, that is projected to result in savings to ratepayers of approximately $97
million, when compared to forecast gas costs without the contract.20
Black Hills Energy of Colorado has incorporated a longterm hedging strategy into its “Gas Mitigation Plan.” The plan
provides for hedging between 50 and 70 percent of its gas requirements under normal conditions, with the remaining gas
requirements purchased in the monthly or daily spot market. Of the hedged volumes, half are comprised of fixedprice
swaps phased in over three separate terms: three years, five years, and seven years. The longterm hedges, once fully
phased in, will represent approximately half of the company’s normal annual volume requirements. Another
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20 percent of the gas supply requirements are hedged using call options in a shortterm hedging strategy for the
upcoming year.21
Commissions will continue to review their utilities’ hedging plans in a critical light, and it will be necessary for
utilities to work in collaboration with stakeholders to consider adaptations to hedging plans that respond to new market
conditions and that protect customers in the event of rising gas and power prices.
Window of Opportunity
Hedging objectives are an important part of the dialogue between commissions and utilities, and avoided costs need to
be considered in developing a hedging program. “Hedging” can mean different things to different parties. Therefore, an
important first step is to obtain broad consensus about the objectives of the utility’s hedging program. By way of simple
example, one objective could be that hedging is intended to protect customers against price spikes during certain high
usage seasons, while another objective might be to protect customers against rising price trends that
could occur over an extended period of time.
One benefit arising from the increased focus on utility hedging is that regulators and stakeholders have grown
increasingly sophisticated about commodity markets and hedging, and some might support more complex programs in
the future. However, the more discretionary a program design, the more critical decisional documentation and
transparent processes become. Further, there must be rigor and consistency in how hedging is adjusted in different
market price environments. It will be important in the design and approval stage that the hedging program has clear
triggers for when hedging decisions will be executed. During the implementation stage, it will be important for utilities
to document information that was known to them at the time hedges were transacted to
demonstrate that reasonable actions were taken, consistent with the program design.
It is somewhat ironic that in today’s market, as the price of hedging has declined, stakeholder support for hedging has
waned. The lowprice and low marketvolatility environment introduces opportunities to execute hedges at historically
attractive price levels. If utilities were to abstain from hedging until volatility increased and market prices rose, the cost
of hedging would increase to the point where hedging could be deemed by regulators to be too costly for ratepayers.
In jurisdictions where intervenors and perhaps regulators might be reluctant to support an expansive hedging program at
current lower market prices, utilities should use a collaborative process to garner support. The first objectives would be
to improve stakeholders’ understanding of the supplydemand market fundamentals that have contributed to current
lower prices, and to explain future trends and events that could move market prices upward. A better understanding of
market drivers and how prices could potentially change will help stakeholders appreciate the utility’s need to be ready
with hedging strategies to protect customers from rising wholesale market prices.
The second objective would be to engage stakeholders in a dialogue about how the utility’s current hedging program
was developed, and to listen to stakeholders’ concerns. Working collaboratively, it is possible for all the parties to bring
a fresh perspective to the hedging program and consider how
it might be adapted under varied market conditions. Such efforts will yield the greatest benefit for utilities and their
customers if they happen before supplydemand conditions materially change market prices, and the current window
of opportunity closes.

Endnotes:

http://www.fortnightly.com/print/13421

6/8

8/15/2016

Hedging Under Scrutiny

Docket No. 160001-EI
Hedging Under Scrutiny
Exhibit MAC-5, Page 7 of 8

1. National Regulatory Research Institute, NRRI Services: Survey on State Commission and Local
Gas Distribution Company Actions in Addressing High Natural Gas Prices, (July 3, 2008).

2. Bruce McDowell, AGA Rate Inquiry: Regulatory Hedging Policies, American Gas Association, (Fall 2009).
3. In a recent commission order (Docket No. UE 228), the Public Utility Commission of Oregon penalized Portland
General Electric (PGE) for failure in 2007 to document the reasons for executing
2012 gas hedges. In its decision, the Commission noted its 2002 order (in Docket No. UE 139) in which the commission
disallowed costs associated with certain of PGE’s forward power purchases citing the company’s failure to provide
evidence regarding price trends or internal company market analyses that might have supported the reasonableness of
the company’s decisions. In its decision in UE 228, the commission reduced the utility’s 2012 net variable power costs
forecast by $2.6 million “to ensure management’s future compliance” with commission orders. The penalty was
calculated as the monetary equivalent of a oneyear, 10basispoint reduction in PGE’s authorized return on equity.
Public Utility Commission of Oregon, Docket No. UE 228, 2012 Annual Power Cost Update Tariff, (Nov. 2, 2011).
4. Public Utilities Commission of Nevada, Docket No. 1009003, Application of NV Power Co d/b/a NV Energy for
Approval of its Energy Supply Plan Update for 20112012, Order (Dec. 16, 2010) and Stipulation (Nov. 9, 2010). Note,
in September 2011, Nevada Power submitted a proposal to
engage in new hedging, using outofthemoney call options in its filing to the Public Utilities Commission of Nevada,
Application of Nevada Power Company d/b/a NV Energy for Approval of its Energy Supply Plan Update for 2012,
Docket No. 1109003, (Sept. 1, 2011). However, in its draft order in the same docket, dated Dec. 14, 2011, the
commission rejected NV Energy’s hedging proposal and ordered NV Energy to continue the existing
commissionapproved hedging strategy described in the stipulation that the commission approved in Docket No.
1009003 on Nov. 9, 2010, without exception.
5. British Columbia Utilities Commission, Order Number 612011, Application by Terasen Gas Inc. and Terasen Gas
(Vancouver Island) Inc. (collectively Terasen Gas) (now FortisBC Energy Inc. and FortisBC Energy (Vancouver) Inc.)
for Approval of the Price Risk Management Plan Effective April
2011October 2014, (July 12, 2011).
6. Public Utilities Commission of the State of Colorado, Docket No. 08A095G, In the Matter of the Application of
Public Service Company of Colorado for Authorization to Continue in Effect, On a Permanent Basis, Its Monthly Gas
Cost Adjustment Tariffs, With Modifications to provide For Symmetrical Interest on Deferred Balanced of Over And
UnderRecovered Gas Costs, and to Extend For an Additional FourYear Period the Current Procedures for Seeking
and Obtaining Authorization to Implement Annual Gas Price Volatility Mitigation Plans for Its Gas Sales Customers,
(March 2, 2009).
7. Public Service Commission of Utah, Docket No. 10035124, Direct Testimony of J. Robert
Malko, Utah Industrial Energy Consumers, In the Matter of the Application of Rocky Mountain
Power for Authority to Increase its Retail Electric Utility Service Rates in Utah and for Approval of its
Proposed Electric Service Schedules and Electric Service Regulations, (May 26, 2011).
8. Public Service Commission of Utah, Rocky Mountain Power Settlement Stipulation, (July 28,
2011) and report and order, Rocky Mountain Power 2011 General Rate Case, Docket Nos. 10035
124, 0903515, 1003514, 1103546 and 1103547, (Sept. 13, 2011).
9. South Carolina Office of Regulatory Staff, Letter Re.: Request for Suspension of SCE&G and
Piedmont Gas Hedging Programs, Docket No. 201182G, (Feb. 24, 2011).
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10. Public Service Commission of South Carolina, Commission Directive, Docket No.
201182G, Order 2011402, (July 13, 2011).
11. Public Service Commission of South Carolina, Settlement Agreement, IN RE: Annual
Review of Purchased Gas Adjustment and Gas Purchasing Policies of South Carolina Electric
& Gas Company, Docket No. 20115G, (Nov. 2, 2011).
12. Public Service Commission of South Carolina, Order Ruling On Purchased Gas Adjustment And
Gas Purchasing Policies, IN RE.: Annual Review of Purchased Gas Adjustment and Gas
Purchasing Policies of Piedmont Natural Gas, Docket No. 20114G – Order No. 2011580, (Aug.
17, 2011).
13. Dollar cost averaging is the technique of hedging a fixed dollar amount of a particular
commodity on a regular schedule, regardless of the contract price. More contracts are
purchased when prices are low, and fewer contracts are purchased when prices are high.
14. Public Service Commission of Delaware, PSC Docket No. 010295F, Direct Testimony of
Richard W. Lelash on behalf of the Staff of the Delaware Public Service Commission, In the Matter
of the Application of Delmarva Power & Light Company for Approval of Modifications to Its Gas
Cost
Rates, (Feb. 10, 2011).
15. Public Service Commission of Delaware, Order No. 8061, In the Matter of the Application of
Delmarva Power & Light Company for Approval of Modifications to Its Gas Cost Rates (Filed Aug.
31, 2010), PSC Docket No. 010295F, (Oct. 18, 2011).
16. Michigan Public Service Commission, Case No. U16485, Notice of Proposal for Decision,
ALJ Sharon L. Feldman, In the Matter of the Application of Consumers Energy Company for
Approval of a Gas Cost Recovery Plan and Authorization of Gas Cost Recovery Factors For the
12Month Period April 2011 March 2012, (Sept. 12, 2011).
17. California Public Utilities Commission, Rulemaking 1005006, Proposed Decision Approving
Modified Bundled Procurement Plans, Proposed Decision of ALJ Peter Allen, (Nov. 10, 2011).
18. Northwest Natural, Securities and Exchange Commission, 10Q filing (First Quarter 2011).
19. See Colorado General Assembly H.B. 101365, Section 403.2206. Part 4 (signed into law April
19, 2010).
20. Statement of Position of Public Service Company of Colorado, in Docket No. 10M245E, at
72, (Nov. 29, 2010)
21. Direct Testimony of Trent Cozad, Docket No. 11A580E before the Colorado Public Utility
Commission (Re: Gas Mitigation Plan), pp.37.
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