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PUBLIC SERVICE COMMISSION OF THE DISTRICT OF COLUMBIA
1333 H §T., NW, Suite 200, West Tower
WASHINGTON, DC 20005

ORDER

June 15, 2004

FORMAL CASE NO. 874, IN THE MATTER OF THE GAS ACbUISITIDN
STRATEGIES OF THE DISTRICT OF COLUMBIA NATURAL GAS. A
DIVISION OF THE WASHINGTON GAS LIGHT COMPANY, Order No. 13221

1.  INTRODUCTION

1. By this Order, the Public Service Commission of the District of Columbia
("Commission”) removes the existing 10-percent cap on the Washington Gas Light
Company’s (“WGL" or the “Company™) hedging for its projected annual sales and leaves
the company free to make whatever hedging decisions it believes arc prudent based upon
1ts current slatistical approach. Additionally, with regard to purely financial or derivative
hedging, the Commission directs WGL to undertake a simulation for the next hedging
season and track the effects of a hypothetical derivative hedging program for the same
volume of gas that 1s currcntly hedged by the company in its pilot program. The

Commission further directs the company to report the results of the simulation in its
annua) report of hedging activities for 2004,

I1. BACKGROUND

2. This formal case is the vehicle through which the Commission monitors
WGL’s gas acquisition and procurement practices in an on-going effort to ensure that
rales are Just and reasonable. Inasmuch as the prices that consumers pay are driven, in
large part, by the wholesale market prices of gas, and because these price have been
extremnely volatile, the Commission adopted a pilot program in 2001 for the purpose of
deterrmning whether hedging would provide consumers some protection against price

volatility. Under the pilot program, the Commission has allowed WGL 10 hedge up to 10
percent of its projected annual sales volumes.'

! Gas Tariff 011, In the marter of the Application of Washington Gas Laght Company, District of
Columbia Dywision, for Authority 10 Amend its General Service proviston, Order No. 12201, rel. Oclober 5,
2001 ("Order No. 12201™).
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3. The Commission scheduled and held a status hearing in this matter on

November 12, 2003, At that hearing, the Commssion asked WGL to respond to the
following questions:

a. What new decision-making approach are you using this year that
you did not usc last year im making hedging purchase decisions? Is this a
statistical-based approach? Please explain.

b. Is it worthwhile to try to contract for the gas supply of Interruptible
Customers that are interrupted for price reasons? In other words, can the
pas supply of Interruptible Customers be obtained if there was a price
advantage relative to the PGC pas price, even under economic interruption

scenario situations? I yes, how? Is it a worthwhile endeavor? If no, why
not?

c. ls 1t worthwhile 10 engage in longer term hedging, such as earlier
1n the year? Or now for next year? Why or Why not?

d. What 1s the status of the MD. and VA. hedging programs?

e How much of the total natural gas supply for MD. and VA. 13
being hedeed?

f. should we raise the hedging volume himit in D.C. if we decide to
renew the pilot program? If yes, to what level and why? If no, why not?

g. How should the Commission evaluate the results of the current
pilot program? What benchmarks should be used?”

WGL answerced the questions orally at the hearing and in wrtien comments after the
hfsaring.3 QPC filed written comments as well.”

A

Formul Cuse No 874, in the Matier of the Gas Acquisition Strategies of the District of Columbia
Natural Gas a Drvision of the Washington Gas Liglt Company, Order No. 12984, rel. November 7, 2003
! Formal Case No. 874, In the Matrer of the Gas Acguisinon Straregies of the District of Columbia
Natural Gas, a Drasion of the Washington Gas Light Company, Washington Gas Light Company’s
Commemns {(“"WGL Comments™) on Order No. 12984 Questions, {iled on December 3, 2003, Formal Case
No. 874, In the Maiter of the Gas Acquisinon Swrategies af the District of Columbla Natral Gas, a
Division of the Wasiingian Gas Light Company, Washington Gas Light Company’s Reply Comments
(*WG@GL Reply Comments™), filed on January 9, 2004,

! Formul Case No. 874 In the Maner of the Gas Acquisiton Strategres of the District of Columbia
Natural Gas, a Division of the Washington Gas Light Company, Qffice of the People’s Counsel’s Revised
Comments ("OPC Comments™), filed December 8, 2003 Forma! Case No 874, In the Manter of the Gas
Acquistion Strategies of the District of Columbia Natural Gas, a Dnision of the Washington Gas Light
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———— . B

I1I. RESPONSES OF THE PARTIES

4, WGL's witness explained that the Company initially used a historical
average approach, which looked at a five-year average of gas prices to determine whether
hedging was appropriate. The Company would enter into fewer hedging transactions
when prices were toward the higher end of the historic five-year band. However, as
market prices became increasingly volatile, the Company realized that an examination of
gas prices over the last three years was a better indicator of projected market prices for
the next two to three years. ' Therefore, the Company abandoned the historical average

approach and adopled a stalistical method of examining market dynamics.” OPC does
not object to WGL’s statistical approach.ﬁ

b

5. WGL states that it would not be worthwhile to contract for gas supply for
mnterruplible customers that are interrupted for price reasons. According to WGL, 1t has
less than a dozen customers with interruptible sales service.” OPC agrees that the number

of interruptible customers served by WGL 15 too small to be a factor in the scope of the
Company’s hedging pn:\rgrzlm.S

6. According to WGL, longer tenm hedging would not be advisable. WGL
states that it purchases gas for the winter months during the immediately preceding
summer months.” Because the company uses a bid solicitation method to hedge, WGL
asscrts that the most opportune time to engage in such transactions 1s during the bid week
periods of the summer.'" Additionally, WGL notes that the volume gas that it purchases
15 ultimately based on a number of factors, such as the level of firm delivery service
participation, that are difficult to predict well in advance of the winter season in which
the gas will be used and could leave the Company with unneeded gas purchases. '’

Company, Oflice of the People’s Counsel’s Reply Comments (“OPC Reply C‘omments”)', filed December
17, 2003.

? Formal Case No. 874, In the Maner of the Gas Acquisition Strategies of the Distriet of Columbia

Natwral Ges, a Division of the Washington Gas Lighr Company, Transeript at 34-37 (“Tt.”) filed on
November 17, 2003,

6 OPC's Comments at 8
WGL Comments at 3.
QPC Comments al 9.
? Tr.at 12,29

I T: at 105.

Tr. 39; WGL Reply Comments at 8.
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7. OPC, on the other hand, believes that WGL should expand its hedging
activities to consider alternatives outside the framework of solicilations during bid
week.'? In fact, OPC believes that WGL should consider hedging transactions on a year-
round basis, or even a multi-year bagms, 1l circumstances warrant. 1* OPC also believes
that WGL’s hedging program should include financial derivative transactions as well as
summer purchases for storage injections as the former are intended fo permit the
company greater flexibility in suarding against price spikes and price volatility.'?

8. In WGL’s view, hedging storage injection gas, hedging year-round, and
using the OPC-type of financial hedges would not necessarily be in the best interests of
ratepayers. The Company points out that more hedging does not necessanly result in
more savings. According io the Company, the gas withdrawn for use in the winter season
is usually purchased in the prior summer season when the price of gas is lower.
Therefore, the company states that the objectives of protecting customers from price
spikes, which occur during the heating season, and stabilizing the price paid for gas are
already achieved through the normal operation of storage. Simularly, because prices are
usually lower and less volatile during the summer months than during the winter months,
WGL does not believe that hedging year-round will necessarily be beneficial to
consumers. WGL also rejects OPC's suggestion that the Company explore active
examples of financial hedging beeause it would significantly increase mapagement
oversight and the additional cost would be borne by ratepayers.

9. WGL asserts that the best way to measure the results of its hedging efforts
15 to determine whether the Company’s hedging guidelines are adequate to meet 1ts stated
objective of protecting customers from price spikes.'® OPC, however, believes that we
should evaluate the results by companng what customers paid under existing practices
apainst what they would have paid if: 1) there had been no hedging transactions; and 2)
other hedging altemnatives had been chosen.'”

10.  OPC also notes that, Formal Case No. 1020 provides an opportunity to
cvaluate WGL's practices in the comtext of an actual case'® There, OPC filed a
complaint alleging that WGL failed to hedge prices for any of its winter 2002-2003
District of Columbia sales and, thereby, failed Lo afford District customers any protection
from the price spikes and price volatility that ensued when prices climbed to historic

2

QPC Comments at 12-13.
Id at9.10.

OPC Comments at 14-15
WL Reply at 6-8.

te Tr. at 47

OPC Comments al 21,

18 Jdar 23
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highs in February and March 2003. WGL counters that the record supports a
Commission finding that the company has acled in a prudent manner with respect to 1ts
past and prescnt decisions to hedge m the District of Columnbia."”

11, With rcgard to sumilar hedging programs in Virginia and Maryland, WGL
states that Virginia’s pilot program will end at the close of the 2005-2006 heating season.
WGL states that Maryland initially approved a two-year pilot program. Although the
company rcquested an extension of the Maryland program to make it correspond to the
program in Virginia, the Maryland Commission approved the exlension only until the
close of the 2004-2005 heating season. According to the Company, it H'hecflgﬁ'd 12.8

percent of gas in both jurisdictions compared to 10 percent in the District.?! OPC docs
not take issue with these figures.

12.  Finally, in response to the question of whether the 10 percent cap should
be raised, both WGL and OPC responded that the cap should be lifted entirely. 2 WGL
states that the 10 percent cap is unnecessary in light of its formula that establishes a
maximum volume that can be hedged on a non-speculative basis.” OPC believes that

WGL should modify the formula because it unnecessarily limits the potential benefits to
24
COTSUTIETS.

1v. COMMISSION DECISION

13. Both parties have, to some degree, attempted to use thig case as vehicle for
either challenging or defending the prudence of WGL's hedging activities, However, we
are¢ not conducting a prudence review ol WGL’s actions at this juncture nor are we
atlempting to pre-approve WGL’s hedging policy. A pre-approval would presume the |
prudence of costs before they are specified or incurred and effectively goarantee that
WGL can recover those costs from customers. We are disinclined to guarantee recovery
unless WGL provides, at a minimum, evidence that the plan is beneficial to consumers
and that the company has a strong mecentive to efficiently carry out the plan. WGL has
not sought pre-approval of its plan nor has it provided any evidence that ‘would justify
pre-approving it. Therefore, WGL’s hedging decisions arc subject to a possible prudence

19

WGL Comments at 5

e Tr.al 42-43

21

WOL Comments at 4.
n Tr at 46; WGL Comments ai 4 ; OPC Comment at 15
# WOL Reply at 4.

OPC Conmunents at 16
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review, which 15 an afier-the-fact determination of whether WGL’s hedging decisions
were teasonable under the circumstances.”

14, With regard to the 10 percent cap, WGL imitially suggested it as a pilot
limitation to permit the Company, the Commission, and the general public to become
more familiar with the opportunities and attendant risks associated with gas hedging.m
The cap served 1o insure that WGL did not over-commit to a hedge volume that the
customers do not need, a circumstance that could force the company to go back out in the
marketplace and sell the gas, perhaps at a loss.’ Now, after several years of experience
with hedging, WGL states that its current hedging plan establishes the maximum volume
to be hedged on a non-speculative basis and thereby renders the 10 percent cap
unnecessary. We agree that the cap no longer serves a purpose in light of WGL's current
practice of limiting its system-wide hedging volume based on the amount of gas that the
company believes that it can consume. Therefore, we remove this constraint on hedging
gas volumes and encourage the company to make whatever hedging decisions it believes

are prudent, subject of course to its current limits for operational flexibility and the
possibility of a future prudence review. ™

15. Under WGL's current plan, it does not hedge storage injection gas, hedge
year-round, or directly engage in purely financial or denivative hedping. For the reasons
articulated by WGL, as sel [orth in 9 8 of the Order, we see no basis for compelling WGL
{0 hedge storage injection gas or hedge year-round. However, purely financial/derivative
hedging may offer some additional advantages to WGL's current hedging practices, e.g.,

the costs of disposing of an option for above market priced gas may be substantially less
than the cost of disposing of the physical gas itsel ¥

16. In order to explore this area further, we direct the company to conduct a
“simulation” for the next hedging season and track the effects of a hypothetical derivative
hedging program for the sume volume of gas that is currently hedged by the company in

¥ Of course, 1f we were 1o conduct a prudence review of WGL's hedging practices, that review

would hinge on an examination of the information that the company had at the ume the hedging decisions
were made, not upon the actual outcome of 1t hedging prachiees.

L Formal Case No 8§74, In the Maner of the Gas Acquisition Strategies of the District of Columbia
Natural Gas, a Division of the Washington Gas Light Company,, Order No. 12327 atq 19,

7 Tr. at 28.
3" We note that our colleagus would prefer to raise the cap to 15 pereent rather than eliminate it. In
his view, this croates a “safe harbar” that somehow Timits the scope of future complaints regarding the
hedging program  First of all, we have never previously stated or impliad that a cap, whether set at 10 or
15 percent, creates a zone ol rcasonabihity such that all hedging within the cap 15 subject to less scrutiny.
Additionally, we never asked sither party to address the propriety of raising the cap to 15 percent nor have
they donc 50. In eur view, it would be inappropriate to tumn the decision on questions that wete neither

asked nor answered.

m

See Costello, Ken, Use of Hedging by Locel Gus Distribution Companies: Basic Considerations
and Regulatory issues, NRRI, May 2001, F.C. 8§74 WG Cross Exhubu No. 1.
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its pilot program. The results of the simulation should be reported as part of WGL's
annual report on its hedging activities. In addition, we direct WGL 10 explore the
feasibility and desirability of undertaking hedging denivatives, for periods longer than the
upcoming winter heating season. The results of that exploration should be reported in

WGL's annual hedsing report along with an evaluation of WGL’s hedging equation on
hedging volumes.

THEREFORE, 1T IS ORDERED THAT:

17.  The 10 percent cap on hedging gas volumes is eliminated; and

18.  WGL shall consider purely financial hedging in accordance with Y 15 of
this Order and include the resulls in its next annual report of its 2004 hedging activities.

A TRUE COPY: BY RIRECTLION OF THE COMMISSIDN:
CHIEF CLERK SANFORD M. SPEIGHT

ACTING COMMISSION SECRETARY




PUBLIC SERVICE COMMISSION OF THE DISTRICT OF COLUMBIA
1333 H 8T., NW, Suite 200, West Tower
WASHINGTON, DC 20005

DISSENT OF COMMISSIONER ANTHONY M, RACHAL III

ORDER

June 15, 2004

FORMAL CASE NO. 8§74, IN THE MATTER OF THE GAS ACQUISITION
STRATEGIES OF THE DISTRICT OF COLUMBIA NATURAL GAS, A
DIVISION OF THE WASHINGTON GAS LIGHT COMPANY, Order No. 13221

L. INTRODUCTION

1. By this Order, the Public Service Commuission of the District of Columbia
(“Commission”) removes the existing 10-percent cap on the Washington Gas Light
Company’s (“"WGL" or the “Company™) hedging for its projected anmal sales and leaves
the company free 10 make whatever hedging decisions it believes are prudent based upon
its current statistical approach. Additionally, with regard to purely financial or derivative
hedging, the Commission direcis WGL to undertake a simulation for the next hedging
season and track the effects of a hypothetical derivative hedging program for same
volume of gas that 15 currently hedged by the company in 1t pilot program. The
Commission further directs the company to report the results of the simulation in its
annual repont of hedging activities for 2004, For the reasons expressed below, I must
respectlully dissent from the majority opinion with respect (o this decision.

1I. BACKGROUND

2. This formal case is the vehicle through which the Commission monitors
WGL’s energy acquisition and procurement practices in an on-going cffort to ensure that
rales are just and reasonable Inasmuch as the price that consumers pay is driven, in large
part. by the price of gas on the market, and because the price of gas on the market has
been extremely volatile, the Comnuission adopted a pilot program in 2001 for the purpose
ol determining whether hedging would provide consumers some prolection against price
volatility. Under the plot program, the Commission allowed WGL to hedge up to 10
percent of its projected annual sales volumes.'

: Gas Tariff 01-1 In the maner of the Apphcanon of Weshingion Gas Light Company, District of
Columbng Diviaon, for Authonn o Amend irs General Service provision, Order No. 12201, te!l. Ocilober 5,
2001 (*Order No 122017,
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3. The Commission scheduled and held a status hearing in this matter on
November 12, 2003. At that hearing, the Commission asked WGL to respond to several
u:;ues_;[ions.2 WGL answered the questions orally at the hearing and in written comments
after the he:ﬂr’ing.3 OPC filed written comments as we}].*
I1I. DISCUSSION

4, In general, the majority takes an ultra conservative approach segarding the
WGL hedging program. The Commission should send a clear signal to WGL indicating
that more should be done with respect to hedging. If the Commission is truly supportive
of an increase in the hedging activities in the District, we should respond by changing our
hedging goal. The Company should be encouraged to explore and fully take advantage
of all hedging opportunities, including traditional hedging, financial hedging, and supply
inventory hedging, in order o provide both rate certainty and rate stability. 1 encourage
the Company to merease its elforts in developing a diverse, and robust hedging program,
and I urge the Commission to demonstrate our commitrment by specific support for such a
program up to 15 pereent.

3. Thus, T support raising the hedging cap up to 15 percent as compared 10
the existing 10 percemt cap. Taken alone, completely eliminating the hedging cap does
not provide any guidance 1o WGL regarding whether or not the Commission firmly
supports the Company’s efforts to hedge. Increasing the hedging cap definitively and
allirmatively indicates to the Company that more hedging should be done if the Company
finds hedging to be prudent under the relevant circumstances. Although the majority
believes that removing the cap cntirely provides the Company with an even greater
degree of flexibility than 1 am proposing, in reality, this move will have a chilling affect
on the Company’s hedging activines. The uncertainty of what may be deemed
appropriate after a prudence review looms larger without any guidance.

: Formal Case No 874, In the Maiter af the Gas Acqustrion Strategies of the District of Columbia
Numwral Gas, a Division of the Washington Gas Light Company, Order No, 12984, rel. Novemnber 7, 2003,
’ Formal Case No. 874. In the Mairer of the Gas Acguisition Sirategies of the District of Columbid
Nutnral Gas, a Division of the Washington Gas Light Company, Washingion Gas Light Company’s
Comments (“WGL Comments™) on Order No. 12984 Quesuons, filed on December 3. 2003, Formal Case
No. 874 In the Maner of the Gas Acquisirion Strategies of the Distrier of Columbia Natwral Gas, a
Division of the Washmgion Gas Liglht Company, Washington Gas Light Company’s Reply Comments
(“WGL Reply Comments™). filed on January 9. 2004

4 Formal Case No. 874, In the Moner of the Gas Acquisition Straregies of the District of Columbiu
Netural Gas. a Dnasion of the Washmgron Gas Light Company, Office of the People’s Counsel’s Revised
Comments (“OPC Commenis™). filed December &, 2003, Formal Case No. 874, in the Maiter of the Gas
Acguisition Strutegres of the Distrier of Columbia Natwal Gas, a Division of the Washington Gas Light

Compuny, Office af the People’s Counsel’s Reply Comments (*OPC Reply Comments™), filed December
17,2003




Order No, 13221 Page 3

6. Additionally, 15 percent is more in linc with historical levels of hedging
that werc maintained m Maryland and Virgima durnng the last winter heating season.
This is based on the fact that the system average for all three jurisdictions was 12.3
percent. With the District at 10 percent, the hedging percentage in Maryland and
Viroinia had to be higher than 12.3 percent in order W dnve the syslem average up to
12.3 percent. Testimony from WGL’s witness confirms the hedging levels in Maryland
and Vireinia were between 13 percent and 14 percent.” Moreover, 1 believe that 15
percent is a very reasonable number under current circumstances, representing a 50

percent increase in the hedging cap for the District, and only a 2.7 percent increase over
the system wide hedging average.

7. A specilied hedging cap should also help to limit the scope of future
complaints regardmg the hedging program, because it establishes parameters that should
provide a “safe harbor” {or the company’s hedging activities. Arguably, if the company’s
hedging activities remain within the boundaries of the parameters, then those activities
should be considered 10 be appropriate as opposed 10 any hedging activities done outside
of the accepled parameters. In my opimion, no hedging cap makes all of the Company’s
hedging activities subject o over mlense scrutiny.  As is the ecase with hindsight, any
after the fact assessment makes it is easy o determine whether or not a particular hedging
decision worked to the best interest of consumers. Established parameters will help to
eliminatc many concerns that may arise based upon such hindsight evaluations of the
Company's hedging decisions. The Commission should creale a “safe harbor” for the
Company, so that hedging will be incorporated into the Company’s total stralegy to
maintain reasonable, stable, and reasonable rates.

8. Accordingly, the Company should be encouraged 1o increase their existing
hedging efforts. Although [ am pleased with the work that 15 being done to date, I note
that WGL has devoled limited resources to its hedging program. The assignment of only
one person to such management activities renders the company ill equipped to be
aparessive 1 its hedging activities. The Company should be asked to explore other
hedging options, particularly financial hedging and physical/inventory hedging, and
report back 10 the Commission concerning the feasibility of those options. I believe that
storage hedging cxists today, but has not been fully accounted [or as one component of a
comprehensive strategy.  This must be done and addressed separately from all other
hedging measures in the context of this hedging debate. The Company should be
required to quantty its ability w hedge using storage, and account for this hedging option
separatcly from the present hedging programs as well as a projection of financial hedging
1o be done in the Tuture. | also suppori OPC’s comments as noted in paragraph seven of

the majority opinion of this Order. The Company should be encouraged to develop a
diverse, well-balanced hedging program,

9. Furthermore, 1 would urge the Company to continue to explore a 12-
month hedgmg program. and report their findings o the Commussion. Such a program,

) See Formal Case No. §74. 1n the Matuer of the Gas Acquisivbon Sirategies of Washington Gas

Light Company, the District of Columbia Division, November 12, 2003, Staws Hearing-Hearing
Transcript, Pages 43, 44, 45, 64. and 65.
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when appropriaie, should provide the Company with another option, and thus additional
flexibility 1o maximize the potential benefits of hedging. A 12-month hedgmg program
in my mind encompasses both the ability 1o enter into hedging agreements in any month
of the year. and also the ability to enter into hedging agreements 12-months in advance of
the time that the agrcement is executed. In the interim, the proposed increase in the
hedemg cap to 15 percent seems appropriate in order to immediately provide the
company with some additional flexibility. 1 am not suggesting that the Company be

required 1o hedge on a twelve-month basis, only that the Company be given the ability to
do 50 when deemed prudent.

10. I also support the “Fully Hedged” methodology to hedging, as opposed to
the “Purchase or Wait” methodology, which appears to be the more common approach to
hedging. Under the Purchase or Wait approach, a buyer analyzes and evaluates gas
prices in the futures market, and makes gas purchase decisions based upon whether they
conclude that future prices arc estimated to be too high or too low. The buyer will
purchase gas if they believe the prices are 100 low, or wait to purchase gas if they believe
that the prices are 100 high. Mowever, the hedging cap or maximurm is only reached once
during the relevant year or heating seasan.

11.  The Fully Hedged approach provides a buyer with the option of
potentially reaching the hedging maximum several times during the relevant period. For
example in the District under the initial ten percem hedging maximum, the company
would be Fully Hedged when 1t reached the ten percent maximum. However, as those
contracts are executed, new contracts could be entered into immedialely in order 1o reach
the ten percent maximum again. If the prices are better in the spot market, hedging
contracts can be extended in order to take advantage of lower spol market prices. In my
opinion, the Fully Hedged approach enhances the potential benefits of hedging. and

should be considered by the Company as a means 10 maximize the benefits of hedging for
District consumers.

12 I am troubled by the majority position that “WGL’s hedging decisions are
subject to a prudence review, which is an after-the-faet determination of whether WGL’s
hedeing decisions were reasonable under the circumstances.” If hedging is utilized to
obtain stable rawes over the long term, then the primary objective of hedging is
accomplished once the hedging agreements have been made. Hedging provides certainty,
because the expected outcome is known at the time the agreements are executed. In this
tespect, there 1s no speculaton involved. This statement by the majority implies that
whether or not a hedging decision is prudent, 15 contingent upon a hindsight review of
consumer purchase gas costs, 1f ralepayers pay lower purchase gas costs as a resull of
hedging, then the hedging swategy was prudent, but if ratepayers pay higher gas costs,
then the decisions were imprudent? In my opinjon, this is not the correct or appropriate
measure of the value of a hedging program. Rather. hedging is a rational device to deter
price spiking. like insurance against major catastrophic losses. It is a risk management
device applied to assure steady pricing and the availability of supply at reasonable prices.

See Formal Case Na §74. In the Maiter of the Gas Acquisition Sirategies of Washimgion Gas
Light Company. the Disuict of Columbia Division. Order Ne. 13221, rel. June 15, 2004, Pages 5 and 6.

]
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13.  The Commission and consumers should remain mindful of the fact that the
primary benefits of hedging are rate certainty and rate stability. A properly managed
hedging program should help o produce level and prediclable raes over time. Stable
rates insulate consumers from rate spikes, and allow customers to budget for their energy
needs. Additionally, the value of a hedging program in the District of Columbia should
be evaluated over a period of time rather than based upon the performance of the program
within one vear. With each passing year, the hedging experiences in the District,

Maryland, and Virginia, should be incorporated into the Company’s strategy when
making [uture hedging decisions.

14. 1 do not supporl the majority decision to direct the Company to implement a
financial hedging simulalion program, and report on that imaginary program in its next
annual hedging activities report. 1 believe that it is unfair to ask the Company to dedicate
the resources to such an unproductive project, and 1 believe that the success or failure of
such a program would be o difficult 10 ascertain. Furthermore, if the Commission
belicves that such a simulation would be of value to the Commission, then the
Commission should dedicate the necessary intcrnal resources to support this endeavor. [
believe that it is disingenuous for the majority 1o send signals to the Company that clearly
support a decision Lo curtail hedging activities, and at the same time ask the Company to

dedicate more of ils resources 1o a simulated hedging activity, with no real associated
benefits to consumers.

15 As noted above, in many respects, a hedging program functions like an
insurance policy in that it allows the Company to manage its cuslomer’s rate risks and
exposure lo rate shock. The rates resulting from a hedging program may be higher or
lower than market rates at any given point in time. However, the value of a hedging
program is not diminished when market rates are lower than rates derived from a hedging
program. Rate cerlainty, rale slability. and risk management are the primary goals of a
hedging program. The majority’s logic would lead one to conclude that car insurance
would be an imprudent expense if the insured never had an accident, despite the fact that
the costs associated with one accident could be devastating. This Cormrnission need only
ook to California 1o see the impact of a shortsighted energy procurement sirategy.

16.  Inus July 2003 Summer Meetings. the NARUC’ Board of Directors (“the
Board™”) passcd a resolution supporting the development of a Tool Kit by NARUC's
Natural Gas Task Force for the use of State Commissions in addressing high natural gas
prices and high price volatility.® The Board notes that according to most indicators, in
the absence of additional access to adequate land areas and gas supplies, demand-side
management, conservation and other measures, nawral gas price volatility will continue.
As natural gas price increases will ultimately be borne by retail gas consumers, it is

MNational Association of Regulatory Uulity Commissioners {("NARUC™)

# National Associatien of Regulatory Utility Commissioners-Natural Gas Information Tool Kit,

(*Tool K1y issucd by the NARUC Natural Gas Task Force. 1el Navember 2003.
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imperative that State Commissions have the tools necessary 1o carefully examine
measures that assure reasonably priced gas utility services.

17. According to the Took Kit, “[t/he Energy Information Administration
(EIA) in the U.S. Department of Energy, in its October 2003 Short-Term Energy Outlook
(released October 7), reparted that, assuming a returm 10 normal temperatures during the
2003-2004 wirter season and modest growth in new supply...[r]esidential prices are
projecied, however, to average $9.17 per Mef, up 9 percent from the average $8.39 last
winter...Due 1o the increase in expected residential prices, per-household patural gas

expenditures are projected to rise about 5 percent despite an expected drop in actual
o .
consumption in the base casc.!

12. The Took Kit also states that “[a]s a general observation, in recent years,
state commissions have put more emphasis on price stability as a goal of gas procurement
by wilities. In Arkansas, for example, commission Tules recently promulgaied require
utilities o develop gas supply plans that atiempt to “achieve the optimum balance of
reliability, rteduced [price] volatility and reasonable price for the bepefit of
consumers. .. The options that gas utiliues should consider are long-lerm contracts as well
as financial hedges which act like insurance policies on the cost of gas that utilities rmust
buy.” Overall, since the winter of 2000-2001, state commissions have become more
receptive 10 hedging by gas wtilities. Although somewhat still lecry of financial hedging,
¢late commissions have increasingly recognized its potential benefits.”""

19.  “State PUCs may also want to consider the exiemt to which hedging
activities (physical and financial hedges) by gas utilities {1t into state policy objectives-lor
example, the value of long-term, fixed-price gas contracts, and the value of using natural
gas and weather-related [inancial mstruments to help stabilize purchased gas costs. In
recent years it has become morc widely acceptable for gas utilities to recover the cost of
financial derivatives acquied o hedge limited amoumis, (g.g. variable supply
requirements during the heating season or swing gas supplies) of their gas purchases. In
other jurisdictions, more expansive use of hedging tools is authorized as part of a utility’s
gas purchasing incentive plan or as part of a hedging pilot program. State PUCs should

recognize the risks involved m allowing utilities to use these tools.”" 1 echo these
SEMLMEents.

20.  The April 2004 Public Utilities Fortmightly contains an article enttled:
The Casc Against Gas Dependence, “Greater rcliance on gas-fired power implies serious

- H : H sl L : :
economic, tachnological, and national securty risks. 2 In my opinion, this article

Yl

Id.at page o
1d at papes 13 and 14
Id a1 pages 44 and 45,

Roger H Bezdek and Robent M. Wendling, “The Case Agamst Gas Dependence--Greater reliance

un pas-fired puwer implies serious economie, technological, and national security risks.” Public Utilities
Fortightly, Apnil 2004, a1 page 43,

Ll
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underscores the need for this Commission to develop sound policies conceming gas
procurement measures for the District of Columbia. According to this article, “[iln 2002,
EIA projected nearly 90 percent of all new electric generation over the next two decades
will be gas-fired, while in its 2003 forecasts it projects that 80 percent of new electric
peneration will be gas-fired. Trs 2003 forecast of 1otal gas consumption in 2020 is 1.7 Tef
lower than the 2002 forecast, and most of this (1.1 Tcf) is from reduced consumption in
the electric generation sector.™” However, “U.S. natural gas production will not keep
pace with demand-cven with LIA’s reduced estimates of future demands-and gas imporis
will increase significanily.. Further, 1.8, gas markets may not be able to accommodme
the huge anticipated increase in natural gas demand over the next two decades.”

21. Moreover, “Wayne Andrews of Raymond James & Associates noied: "

=S, gas supply 15 declining at an unprecedented rate, and U.S. producers
will find it very difficuli to reverse this negative trend;

*The gas industry is scarching from smaller reserves and decline rates are
increasing, and;

*Imports [rom Canada are declining; and liquefied natural gas (LNG) is
the only long-term solution.

22, Mathew Simmons of Simmons & Co., Iniemational similarly believes
16
that: '

#Although the gas well drilling boom of 2000/2001 was unprecedented, it

resulted in few new supplies, and U.S. gas production has been essentially
flat since 1995;

*The decline in domestic gas production is not reversible through a new
drilling boom;

*A 10 percent declme in domestic production is likely but could be far
worse; and

*By 2004, a large number of new gas-fired electric generation plants will
be on line and. i are all used in the same week, the “sucking impact on
oas will be unprecedented.”"’

1 Id at page 44,

i Id.

1 Wayne Andrews, “Are U.5. Gas Markets Headed {or a Disaster?” Presented 2t FERC's In the

Matter of Natural Gas Marketers Canference. Washingion, D.C.. October 25, 2002.

6 Mathew E. Simmons. “The Nalural Gas Outlock; Crisis Ahead?” Presented to the Texas Alliance

of Energy Producers, Forth Worth. Texas. May 2002
17 Roger H Bezdek and Robert M Wendling, “The Case Apainst Gas Dependence--Greater reliunce

on gas-fired power imphes sericus economie. echnological, and national security risks.” Public Uulities
Farmehtly. Aprit 2004, at page 44
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23. “In addition 1o concems about future supplics, price volatility is a major
prablem with using gas to generate electricity. Annual average prices of natural gas to
glectric utilities have been extremely volatile, and price (luctuations of 50 to 100 percent
have been common. Monthly gas price variations to electric utilities have been even
more extreme. In recent years, the monthly price of natural gas has varied by more than
300 percent. Natural gas prices are likely lo remain cxtremely volatile during the next
two decades. This volatility likely will worsen, given the increased demand for natural
gas (cspecially for clectricity gencration) and tightening supplics. Even more seriously,
this volatility will be occurnng along a wrend line of increasing gas prices. EIA forecasts
that natural gas prices will inerease as 1echnology fails to offset resource depletion and
increased demand, and prices to electricity generators are projecied to reach $4.40/Mcf
by 2015 (2001 doilars)—equivalent to more than $6.00/Mcf in nominal dollars. "BA
diverse compliment of hedging strategies, to the exlent possible, can hc]p to shield
consumers from this potential price volatility projected for the fulure.

24. On May 12, 2004, Energy Central sponsored an audio conference entitled
“Wholesale Power Markets and the Imminent Run-up in Natural Gas™ which highlighted
the potential for price spikes in the natural gas power market. According 10 the featured
presenter, Andrew D. Weissman, Publisher of Energy Business Watch, all of the
elements are in place for a price explosion that could send power companies reeling. The
key message [ocused on how power companies and regulators can work to mitigaic these
risks. 1 believe that this Commission should learn from the mistakes made elsewhere in
the country, and be proactive in developing and supporting a prudent energy procurement

risk management strategy which includes various forms of hedging as discussed earlier in
this dissent.

25. As a final point, I do not believe that this Commission had to bestow
WGL with broad authorization to implement a hedging program. 1 believe that the
Company possessed the managerial authority 1o independently determine whether or not
hedeing made sensc in the District. However, since this Commission has already taken
the position that its aunthonzation was appropriate, we should make cerain that we
address all hedging related 1ssues that arise as quickly as possible. Consistent with this
objective, 1 support the option of implementing an automatic approval process for any
WGL hedging decision that [alls within pre-established parameters by this Commission.
This would insure that 21l hedging related decisions are made in a timely manner. $o that

the Commission will not serve as a bairier to the [uture development of the hedgzing
program in the District of Columbia.

Iv. CONCLUSION

26. 1 beheve it is the responsibility of this Commussion to be clear and precise.
If we truly support an increase i hedging aciivities we should say so. By an affirmative
directive to increase present hedging authority up to 15 percent, we send a direct and

1d. al page 45.
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decisive message. The Company would be more assured of our true intentions. Simply
1aking the caps off will not afford the Company that clear and reliable signal.

V. THEREFORE, 1T IS ORDERED THAT:

27. For the aforementioned reasons, 1 must respectfully dissent from the
majorily’s opinion concerning the Washington Gas Hedging Program in the District of
Columbia.

Commissioner A thony M. Rachal 111




