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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. Are you the same James A. Busch that filed direct and rebuttal testimony in this proceeding?

A. Yes I am.

Q. What is the purpose of your surrebuttal testimony in this case?

A. The purpose of my surrebuttal testimony is to respond to the rebuttal testimony of Aquila Inc. (Aquila or Company) witnesses Mr. John C. Browning, Mr. Joseph M. O’Donnell, and Mr. Keith G. Stamm.

Stamm

Q. On page 3, lines 1 through 3 of his surrebuttal testimony, Mr. Stamm states that it is unreasonable to give equal weight to historical natural gas prices since no 

authority is expecting a return to $2 or $3 natural gas prices in the foreseeable future.  Do you have a comment about that statement?

A. Yes.  I disagree with his statement that it is wrong to use historical prices in the development of the appropriate natural gas price to use in establishing electric rates in this proceeding.  In early 2001, prices reached almost $10 per MMBtu for the month of January and hovered at or near $5.00 per MMBtu through May. Some analysts then were arguing that $2.00 prices were a thing of the past and a new market was emerging.  However, prices fell throughout 2001 to a low in October 2001 of under $2.00.  Since that time prices have steadily risen.  Even though prices did not remain at the historically low price of $2 - $3 per MMBtu, prices did fall to those levels.  As Mr. Browning notes in his rebuttal testimony, there were various factors that allowed that to happen.  Similar factors could happen again.  Furthermore, everyone agrees that natural gas prices are extremely volatile.  

Q. Does volatility imply rising prices?

A. No.  Volatility works in both directions, encompassing both high prices and low prices.  Therefore, since no one knows exactly what the future holds and prices are volatile, it is reasonable and appropriate to rely on historical prices in one’s analysis to try and determine an appropriate gas cost.  This historical perspective should be tempered with a look at potential future movements to arrive at an appropriate price level.  My approach does just that.

Browning

Q. On page 2, lines 4 – 6 of his rebuttal testimony, Mr. Browning states that natural gas costs from 2002 are neither representative of 2003 natural gas prices nor representative of future natural gas prices.  Please comment on this statement.

A. While Mr. Browning is quick to discard both Mr. Vesely’s and my use of historical prices, he seems to forget the fact that the prices he relied on are now historical prices.  In fact, as pointed out in my rebuttal testimony, his analysis deals with a forecast for prices based on specific data for 2003.  He conveniently ignored the analysts’ use of 2004 forecast data that would have been more reflective of Aquila’s pricing strategies in this rate case, according to his own argument.  The use of this data would have lowered his natural gas price recommendation as discussed in my rebuttal testimony.

Q. On pages 3 – 8, Mr. Browning quotes from several sources regarding natural prices.  Do you have any comments regarding these articles?

A. Yes.  Mr. Browning quotes from 14 articles in his rebuttal testimony.  Only five of those articles were published within the past few months.  The first nine articles were published between January 16, 2003 and September 13, 2003.  As Mr. Browning has repeatedly pointed out, market conditions are constantly changing.  Why then, has he relied on articles that are 9 – 12 months old to support his current market predictions?  Throughout most of 2003, extremely low storage levels were a major concern in the market.  However, due to the record levels of injections throughout the injection season, those concerns have been greatly reduced, even with the colder-than-normal winter experienced in the northeast and recent cold weather in the Midwest.

Q. Do you have any comments about the articles used by Mr. Browning?  

A. Yes.  In the Business Week article “Is the Natural Gas Crunch about to become a Crisis?” published on June 16, 2003, it states, “The industry also blames Wall Street for insisting on higher profits today at the expense of future production.”  This is in response to the reasons why prices were doubled compared to the year before.  I believe this statement indicates that some of the reason for the higher price of natural gas is not due to a lack of supply.  In fact, it is due to the lack of exploration for newer supplies by producers.  The producers’ are not exploring for new supplies currently due to a need to show higher profits today rather than investing in new production that would have the effect of lowering today’s profit and increasing supply.  Furthermore, producers benefit when natural gas prices are high.

Q. On page 3, lines 12 and 13, Mr. Browning states that the marketplace has already absorbed most of the demand destruction and fuel switching that is likely to take place.  Please comment on this statement.

A. I agree that due to the high gas prices experienced through the summer of 2003, a substantial amount of demand destruction occurred during that time frame.  In fact, demand destruction during 2003 probably helped restore storage levels to more normal levels.  According to the July 29, 2003 Wall Street Journal article, “Natural Gas Supply Shows Gains,” “… experts say storage volumes are growing because of unplanned reductions in consumption.  The brunt falls heaviest on industrial plants, which analysts say are halting some operations.”  The article further states, “Plants are being forced offline by prices that, for much of the year, have run about twice their levels of a year earlier,” and “’Over time, they are the ones that are going to be pushed out of the market, and we are absolutely seeing that,’ Mr. Shawn Reynolds, an energy analyst for Petrie Parkman, said of industrial users.”  This suggests that when prices remain elevated like they did in 2003, large industrial users will lower their demand.  Prices did not drop as quickly as they might have with this drop in demand due to the increase in demand caused by the low storage levels in the summer, followed by this winter’s colder-than-normal weather.  However, if storage levels remain strong during the last two months of this heating season and prices remain high, industrial demand may continue to drop, even with a strengthening economy.  However, under this scenario, prices should drop due to a more normal demand for storage refill.  

Q. Do you have any other comments regarding the current high natural gas prices and the articles used by Mr. Browning?

A. Yes I do.  In the December 19, 2003 Washington Post article used by Mr. Browning, some interesting comments were made.  First the article states, “[n]atural gas prices around the nation have hit their highest levels since March, just before the Iraq war, driven by December’s winter storms and a surge of speculative energy trading by investment firms.” (emphasis added)  It adds, “[b]ut another big factor in this month’s price leap is that financial firms and energy traders have been speculating on shifts in gas prices, analysts and traders said.”  (emphasis added)  The article further indicates that the jump in prices is higher than it should be based on economic and weather factors and that when prices rise, other traders climb on the bandwagon and bid the market higher.  Attached as schedule JAB-S1 is the article in its entirety.  


In the December 24, 2003 Dow Jones Energy Services article used by Mr. Browning, it states, 

Some gas producers and energy traders aren’t as alarmed.  If storage is below a trillion cubic feet at the end of March and forward prices stay above $4, new rigs will quickly go up in the Gulf of Mexico, even if those mature fields can supply only a short-term solution at costs higher than in the past, said David Keyte, chief financial office of Forest Oil.  The industry is waiting to make sure that the bull market outlasts the winter.  The price spike of December 2000 spurred a historic jump in drilling, followed soon after by bottom-basement prices and financial losses for producers.  ‘This just happened in 2001,’ Keyte said.  ‘We had $9 gas followed by $2 gas.  The reason people aren’t investing is because they recall that clearly.’



When the information contained in these two articles are considered together, the reality of the current market situation does not fit the gloom and doom forecast that Aquila’s witnesses are painting.  The first article indicates that fundamentally, the market is fine; however, speculators are causing the prices to remain high.  The second article indicates that if prices remain high, some relief is on its way.  Either way, establishing the high gas prices in permanent rates, as proposed by Aquila, at a time when speculators have bid up the market, would not be reasonable.  Instead, tempering the current high prices with historical data makes much more sense.

Q. Mr. Browning gives definitions of wellhead price and spot price on page 10 of his rebuttal testimony.  Do you agree with his definitions?

A. I do agree with his technical definitions.  However, wellhead and spot prices can be used in different contexts within the industry.  When I referred to wellhead prices in my testimony, I was referring to the price of gas that a Local Distribution Company (LDC) would pay a producer, generally a first-of-month index price as quoted in a publication such as InsideFERC or Gas Daily.  When I refer to spot prices, I am referring to the price of gas on any given day, not a first-of-month index price.

Q. What is Mr. Browning’s major criticism of your methodology?

A. Mr. Browning’s theme throughout his testimony is that any reliance on historical prices for determining natural gas prices is unreasonable since the market has changed.  My methodology uses historical prices back to January 2001.  

Q. Has the natural gas market changed?

A. Yes.  It is my belief that the market change that Mr. Browning is referring to, for example page 3, lines 12 – 21 of his rebuttal testimony, occurred in May of 2000.  

Q. Please generally describe the market price of natural gas prior to May of 2000.

A. Prior to May 2000, the market traded in a range between $1.50 per MMBtu and $3.00 per MMBtu.  The highest monthly settlement prior to May 2000 was $3.998 for January 1997.

Q. What happened in May 2000?

A. The initial run-up of natural gas prices began in early May 2000.  May 2000 saw prices reach the $4 per MMBtu level, which at that time was unprecedented.  Since then, prices have climbed to over $9 on two separate occasions, January 2001 and March 2003, over $6 on three occasions, and only dipped below $3 seven times.  It is the historical prices within this new market that I have relied upon in my analysis.  I have not relied upon prices from prior to the year 2001.  Within the time frame from in January 2001 until February 2004, prices have been extremely volatile.  Finding some methodology to smooth out this volatility is an appropriate and reasonable method of determining natural gas costs.  This is what I have done in my analysis by blending the historical prices associated with the new (post 2000) market fundamentals with a look at future prices.  Furthermore, predictions rely on past data in order to determine what future conditions may do to future price levels.

O’Donnell

Q. On page 4, lines 17 and 18 of his rebuttal testimony, Mr. O’Donnell states that although it is possible that the spot price for natural gas in July of 2004 will differ from the price that is currently being quoted in the futures market, he strongly advocates the use of NYMEX futures as a tool for price mitigation.  Do you have a comment on this statement?

A. Yes I do.  It is doubtful that the futures price for July 2004 delivery on February 10, 2004, will be the July 2004 contract expiration price.  The futures market is not intended to be a predictor of future price levels.  The futures market is a market where buyers and sellers come together to offset price risk.  It tells the industry on any given day the price at which someone is willing to sell and the price at which someone else is willing to buy natural gas for some future delivery, based on information known on that day.  As that information changes, so does the futures price.  However, I do agree with Mr. O’Donnell’s next statement that NYMEX futures can be a tool in minimizing price volatility.

Q. On page 15, lines 11 and 12 of his rebuttal testimony, Mr. O’Donnell states that your use of NYMEX futures prices on November 20, 2003 is very subjective.  Please comment.

A. The use of that date is no more subjective than Aquila’s use of March 2003 price forecasts to determine its recommended natural gas price level.  Especially when one considers that Aquila also had price forecasts for the year 2004, but ignored those forecasts, even though Aquila knew its operation of law date would not occur until 11 months after its rate case filing in July 2003.  Those 2004 price forecasts called for lower prices than the 2003 price forecasts.  In fact, any use of historical data or future price estimations will have some level of subjectivity.  It is simply the nature of trying to establish an appropriate price level.

Q. Both Mr. O’Donnell and Mr. Browning add your basis calculation back to your natural gas price level to get a NYMEX price.  Does Aquila buy its gas from the Henry Hub?

A. No.

Q. How are Aquila’s natural gas purchases priced?

A. Generally, Aquila’s natural gas purchases are priced based on a first-of-month index or a spot price found in a trade publication such as InsideFERC or Gas Daily, or they can be priced based off of the NYMEX settlement less some basis differential.  Aquila also has the ability to purchase gas on a fixed price basis.
Q. At line 15 on page 15 of his rebuttal testimony, Mr. O’Donnell states that historical prices are not indicative of future market prices.  Please comment.

A. Historical prices may not always accurately predict future market prices; however, current futures market prices are no more indicative of future market prices.  Also, industry analysts’ predictions for 2003 prices, as utilized by Aquila, are no more indicative of future market prices.  Historical prices do lay a foundation of what can be expected in the industry and indicates what level of prices may be deemed too high for certain consumers.  As has been shown, when prices remain high like they did in 2003, some industrial customers quit, or at least curtail, using natural gas.  If prices remain at those levels, further demand destruction will occur.  As demand falls, so will prices.  Therefore, using both low and high historical prices establishes a parameter as to what level of future prices will be sustainable.

Q. Also on page 15 of his rebuttal testimony, Mr. O’Donnell discusses your use of weighted monthly prices based on consumption data.  He states that weather patterns will vary greatly and this also affects actual plant consumption.  Please comment.

A. Most of the natural gas used by Aquila is used for peaking capability.  This means that more gas is purchased in the summer during its peaking months versus purchases made in the winter or shoulder months.  The Aries purchased power contract calls for more megawatts in the summer months than in the winter months.  Historically, prices for natural gas are greater in the winter than in the summer.  Aquila will generally purchase more gas in the summer than in the winter.  Attached, as Schedule JAB-S2, is Aquila’s highly confidential response to OPC Data Request 603 that shows Aquila’s monthly gas purchases since January 2000.  It is not reasonable to give a January price of natural gas the same weight as a July price.  Like most electric utilities in Missouri, Aquila generally would purchase more gas in the summer than in the winter.  Therefore, it is reasonable and appropriate to weight summer prices higher than winter prices.

Q. Does this conclude your surrebuttal testimony?

A. Yes.
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