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Q. Please state your name and business address.

A. My name is James A. Busch and my business address is P. O. Box 2230, Jefferson City, MO 65102.

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

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

Q. Please describe your educational and professional background.

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

Q. Have you previously testified before this Commission?

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

Q. What is the purpose of your testimony in Case No. ER-2004-0034?

A. The purpose of my testimony in Case No. ER-2004-0034 is to present Public Counsel’s recommendation for natural gas costs that should be included in Aquila, Inc.’s (Aquila or Company) electric rates.

Q. Aquila operates two divisions in Missouri, Aquila Networks – MPS and Aquila Networks – L&P.  Will you have two separate recommendations concerning natural gas costs?

A. No.  My recommendation for the appropriate level of natural gas cost to include in the determination of Aquila’s electric rates will apply to both the MPS and L&P divisions of Aquila Networks.  This recommendation would then be applied to the fuel run for each respective division.

Q. How is your testimony organized?

A. My testimony is organized in the following manner.  First, I will briefly discuss the movement of the price of natural gas over the past year, current market conditions, and potential future movements in the price of natural gas.  Then I will give Public Counsel’s recommendation for setting the price of natural gas in this case that is used in the calculation of 
Aquila’s revenue requirement.  Following that discussion, I will briefly describe the gas cost recovery mechanism discussed by Aquila witness Keith Stamm in his Direct Testimony and provide OPC’s recommendation concerning the gas cost recovery mechanism.

NATURAL GAS PRICE MOVEMENT IN THE PAST YEAR

Q. What happened to the price of natural gas during the year 2003?

A. This past year saw another large price spike for natural gas when the March contract expired at $9.133 per MMBtu.  That price was the second highest monthly expiration ever for a NYMEX natural gas contract, only surpassed by the record price set in January 2001.  A late winter cold snap caused storage levels to dwindle to near record lows late in the winter heating season causing the price to spike.  


Due to these low levels of storage, fears of potential price spikes for this upcoming winter heating season (November 2003 – March 2004) permeated the market, which generally kept prices high throughout the summer.  However, due to relatively normal weather during the summer cooling season, record amounts of storage were injected throughout the injection season.  This has brought the national storage level to above not only last year’s amount, but also above the five-year average entering this heating season.  The large amounts of natural gas put into storage this past summer also helped keep prices above normal throughout the heating season.  Even though prices remained relatively high, they generally fell since reaching a summer high of $5.945 per MMBtu in June.  However, with the recent winter weather in the Northeast, natural gas prices have jumped again during the first week of December.

Q. What factors contributed to the decrease in the price of natural gas during most of 2003?

A. There were many factors that contributed to the decrease in the price of natural gas during the year 2003.  I will briefly describe some of the more important factors.


As I discussed earlier, the price of natural gas fell over the summer and fall due to record injections of storage during that timeframe.  There was fear of potential winter price spikes related to low levels of storage at the beginning of this injection season.  Those fears led to higher prices for natural gas in the industry.  However, as the injection season went on, record levels of natural gas were injected into storage.  Even though there is always the potential for price spikes, one potential cause has been substantially reduced.


The second factor was the weather.  Generally, this past summer across the United States was near normal as far as temperatures were concerned.  With no major, sustained heat waves, there was not a huge increase in demand for natural gas by electric generating facilities.  


The third factor was the economy.  Even though it has recently been reported that the nation’s economy has grown at an impressive clip over the third quarter of 2003, there was not a huge increase in industrial demand for natural gas.  Some of the economic growth can be attributed to the fact that the nation is still recovering from the recession of 2001.  Also, the higher price level of natural gas itself may have tempered any industrial demand.  When the price of natural gas gets too high, many industrial consumers can switch to less expensive fuels.

CURRENT CONDITIONS IN THE NATURAL GAS MARKET

Q. What are the current conditions in the natural gas market?

A. Currently, the natural gas market is one month into the five-month winter heating season.  Storage levels are above both the five-year average and above last year’s storage amount.  However, due to the recent winter storm in the Northeast and a cold snap in early December, prices on the NYMEX have spiked recently.  Natural gas futures for January delivery on the NYMEX closed at $6.135 per MMBtu on Friday, December 5, 2003, while the 12-month futures strip for 2004 was $5.1439 per MMBtu.  

Q. Do you believe the most recent price run-up is an indication of this winter’s prices?

A. No.  One of the problems with the futures market is that short-term events cause prices to rise or fall dramatically even though the event is not an indication of future activity.  That is, an early winter cold snap does not mean that this winter will bring colder-than-normal weather across the United States.  I believe that the market moves as much on fundamentals as it does on the psychology of traders.  When the traders see cold weather, they often bid the price of gas up.  However, if this winter is colder than normal, prices could stay at present levels or even rise.

Q. Are you alone in your opinion about this winter’s natural gas price?

A. No.  The Energy Information Administration (EIA) is currently optimistic about the price of natural gas this winter.  Attached, as Schedule JAB-2 is a brief press release from EIA from December 8, 2003.  In this press release, the EIA indicates that it is predicting a price of natural gas for this winter of between $4.50 and $5.00 per MMBtu.  



Also, on that same Schedule is a brief press release from the American Gas Association (AGA).  The AGA echoes the EIA in believing that there will be plenty of natural gas in storage for this winter.  It does, however, predict that this winter could see volatile price swings.  Concerning the recent price increases, Mr. Robert Best, the new Chairman of the AGA is quoted as saying, “it did not make much sense for natural gas costs in February to be based on a cold snap in early December.”

Q. What are current storage levels for natural gas nationwide?

A. The latest EIA report indicated that there is 3.095 Tcf of natural gas in storage.  This is 5% above last year’s total and 4% above the five-year average.

Q. Is this winter forecasted to be warmer or colder-than-normal?

A. Schedule JAB-3, attached to this testimony, is a news story from the NOAA (National Oceanic and Atmospheric Administration) Climate Prediction Center from November 20, 2003.  This winter outlook predicts that warmer-than-normal weather is expected for the South, West, and the entire central United States.  However, it also indicates that temperatures could vary, especially in the eastern United States. 

Q. What does this mean for natural gas prices?

A. I think this forecast fits with the previous comments by the EIA and AGA.  Warmer-than-normal weather, coupled with adequate storage will lead to falling natural gas prices.  However, if this winter has periods of colder-than-normal temperatures, natural gas prices will increase with those swings.

LIKELY FUTURE MOVEMENT OF THE PRICE OF NATURAL GAS

Q. What is the outlook for the price of natural gas for the rest of this winter’s heating season?

A. I agree with the comments of the AGA and EIA regarding the price of natural gas for this winter.  With the relative high level of storage, a normal or warmer-than-normal winter should cause prices to fall this winter.  However, the market is extremely sensitive to weather fluctuations.  Cold snaps will put a lot of strain on the price of natural gas and fluctuations in price could occur.  

Q. What is the outlook for the price of natural gas for the year 2004 and beyond?

A. Assuming a normal winter, storage levels should be relatively strong as the industry leaves the winter heating season and enters the injection season in April.  Under this likely scenario, I believe that the price of natural gas should stay mostly in the $3.50 to $4.50 range over the foreseeable future.

Q. What is EIA’s natural gas price projection for 2004?

A. Attached, as Schedule JAB-4 is EIA’s Short-Term Energy Outlook.  This outlook provides EIA’s projections of various winter fuels.  In its November 2003 Short-Term Energy Outlook, the EIA projects the well-head price of natural gas to be $3.99 per Mcf, where a Mcf is roughly equivalent to an MMBtu.  This projection assumes relatively normal weather this winter.

PUBLIC COUNSEL’S RECOMMENDATION

Q. Based on your above discussion, what is Public Counsel’s recommendation for the price of natural gas to be imbedded in rates in this case?

A. In this case, I believe that the price of natural gas to be used as an input in the calculation of electric generation and purchased power fuel costs should be based on a four-year weighted average of natural gas prices adjusted for any basis differential.  The four years that I have utilized to calculate this average are the actual settlement prices based on the NYMEX for the three years ended December 2003 and the 12-month futures strip price, January 2004 – December 2004.  Therefore, the underlying price of natural gas would be $3.99 per MMBtu as adjusted for the basis differential between Williams Natural Gas Pipeline (WNG) and the NYMEX.  Please see Schedule JAB-5 for the calculation of my $3.99 per MMBtu recommendation.

Q. What is basis differential?

A. Basis differential is the price difference between two separate delivery points for natural gas.  In this instance, Aquila receives its natural gas supplies off of the WNG pipeline.  This pipeline is based primarily in the Mid-continent area (Kansas and Oklahoma).  The NYMEX prices are based on the Henry Hub index in Louisiana.  Since these areas are different, each has its own pricing variations.  However, these prices generally move tandem.  However, to get a clearer picture of the price that the Company will actually pay for natural gas, the NYMEX prices should be adjusted by the historical price differential between the Henry Hub and the actual location where the Company receives its supplies.

Q. Why did you utilize this type of four-year average as the basis of Public Counsel’s recommendation?

A. I utilized this hybrid approach of historical and future data in recognition of the volatility of the natural gas market.  Although the past is important for realizing the actual activity of the Company and the market, relying solely on the past may not be a good predictor of future price movements.  However, as I discussed earlier, simply picking a date and using the 12-month strip of futures prices for natural gas prices lacks reliability.  I believe that combining the past with the future provides a better basis for establishing the price level for natural gas that the Commission should utilize in determining the Company’s overall rates.

Q. What is the weighting that you used to help forecast the appropriate level of natural gas costs?

A. I weighted each month’s average natural gas price by a three-year average of natural gas volumes actually used by Aquila for electric generation for each specific month.

Q. On what pricing information is Public Counsel’s recommendation based?

A. The pricing information is based on the NYMEX monthly settlement prices for the months January 2001 – December 2003 and the 12-month futures strip, January 2004 – December 2004 on November 20, 2003, updated for December’s actual settlement price.  The NYMEX prices were utilized because this data is readily available and an accurate reflection of actual market activity.  Attached, as Schedule JAB-5 is a list of the monthly data that I used to make my recommendation.

GAS COST RECOVERY MECHANISM

Q. In Mr. Stamm’s Direct Testimony, he discusses the concept of a gas cost recovery mechanism (GCRM).  Could you please describe Aquila’s GCRM proposal?

A. Aquila’s gas cost recovery mechanism is similar to the Interim Energy Charge (IEC) that was approved by this Commission for Empire in Case No. ER-2001-299.  The IEC was possible because it resulted from a Unanimous Stipulation and Agreement among all parties to that proceeding, and thus did not face a legal challenge based upon the prohibition against single-issue ratemaking. 



Unlike the Empire mechanism, there is no floor under the Aquila plan.  This means that if the actual cost for natural gas is below the amount built into rates, Aquila will refund the difference to its customers.

Q. What is the price for natural gas that the Company wants to build into rates if the gas cost recovery mechanism is approved?

A. The Company would want a price of $5.64 per MMBtu as the ceiling.  This means that the customers will pay up to $5.64 for natural gas as long as this rate is in effect.  

Q. What is Public Counsel’s opinion on the proposed gas cost recovery mechanism?

A. Public Counsel does not support the concept of a gas cost recovery mechanism for this Company at this time.  I will address these concerns in my Rebuttal Testimony that will be filed in January 2004 in this proceeding.  

Q. Did Public Counsel support Empire’s IEC?

A. Yes.  When Empire’s IEC was initially created, Public Counsel supported the Stipulation and Agreement that included the IEC at that time in recognition of the conditions in the gas market and Empire’s situation.  However, in Empire’s subsequent rate case, Case No. ER-2002-424, Empire proposed the extension of the IEC.  At that time, OPC opposed the continuation of the IEC.  Ultimately, the IEC was discontinued.  

Q. Does this conclude your Direct Testimony?

A. Yes it does.
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