State of Florida

Jublic Serpice Qommission
-M-E-M-O-R-A-N-D-U-M-

DATE: February 21, 2002

TO: John T. Butler, Esquire, for Florida Power & Light Company
James A. McGee, Esquire, for Florida Power Corporation
James D. Beasley, Esquire, for Tampa Electric Company
Jeffrey A. Stone, Esquire, for Gulf Power Company
Florida Industrial Power Users Group
Office of Public Counsel

FROM: Cochran Keating, Senior Attorney (/JGL//

RE: Docket No. 011605-EI - Review of Investor-Owned Electric Utilities’ Risk Management
Policies and Procedures.

Via U.S. Mail

Please note that staff will conduct an informal meeting in the above-referenced docket at
the following time and place:

10:00 a.m., Tuesday, March 12, 2002
Room 309, Gerald L. Gunter Building
2540 Shumard Oak Boulevard
Tallahassee, Florida

Attached to this memorandum is a proposal offered by staff for the potential resolution
of Issues 1-4, as listed in the Order Establishing Procedure for this docket. The purpose of this
informal meeting is to hear from the parties conceming the attached proposal. If you have any
questions concerning this meeting or the attached proposal, please call Cochran Keating at (850)
413-6193.

WCK/jb
cc: Division of Economic Regulation
Division of Auditing and Safety
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Proposal for Resolution of Issues 1-4
Docket No. 011605-EI

Each investor-owned electric utility shall provide information that constitutes a “risk
management plan” in a form and manner deemed reasonable and appropriate by the
Commission.

Each investor-owned electric utility shall purchase each fuel at a fixed price in an amount
no less than the minimum amount of each fuel that the utility must dispatch on its system
in a given year.

- Fuel shall refer to any fossil fuel that serves as a feedstock for any generation resource
(owned or purchased) that the utility dispatches on its system.

- Fixed price — each utility may establish these fixed price purchases in a manner which
the utility deems most appropriate. Alternatives include, but are not limited to: a fixed
price forward contract, a futures contract, an options contract, and a swap.

- Each utility shall calculate the minimum amount of each fuel that the utility must
dispatch on its system each year in a manner deemed reasonable and appropriate by this
Commission.

The Commission shall allow recovery through the fuel and purchased power cost recovery
clause of gains and losses from exchange-traded futures contracts made pursuant to a
Commission-approved risk management plan to hedge natural gas, coal, and fuel oil
prices.

The Commission shall allow recovery through the fuel and purchased power cost recovery
clause of premiums received and paid for exchange-traded options contracts made
pursuant to a Commission-approved risk management plan to hedge natural gas, coal, and
fuel oil prices.

The Commission shall allow recovery through the fuel and purchased power cost recovery
clause of transaction fees associated with futures and options contracts made pursuant to
a Commission-approved risk management plan to hedge natural gas, coal, and fuel oil
prices.

The Commission shall not allow recovery through the fuel and purchased power cost
recovery clause of any cash receipts or payments associated with speculation. The
Commission shall define speculation as forward, futures, options, and swap contracts in
amounts greater than the amount of each fuel that the utility dispatches on its system in
a given year.

An investor-owned electric utility may engage in futures and options contracts to meet the
objectives set forth in Part 2. If so, the utility shall adopt procedures consistent with or
better than the internal control guidelines set forth on the attached pages 40-47 in the New
York Mercantile Exchange’s “A Practical Guide to Hedging: Operational and Accounting
Controls, Financial Reporting, and Federal Income Tax” for its and any applicable
affiliates’ officers and employees.
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CHAPTER FOUR -
INTERNAL CONTROL

at sefficienthy high levels 1o sdequatels guerd againgt the nsk associated with chanping
markct condivons A customer’s instial margin depost must be incash or U.S govern-
ment obhigations with a matunts of less than 10 vears Gosernment obhigavons are val-

ued a1 95% of par  Margins arc subject to change as warranted by marker condmvns

Mamicnance Mamm

A’l.\xmcnancr mazgin 18 2 sum which customers must maintan on deposit at 2l bmes
If the equity in 3 customer s account drops 1o or under that level because of an adhense
price movement. addiional payments must be made to restore the customer’s equin

Marpns are set by the Exchange bascd on its analysis of pnce nsk volaulin at that ume
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open on the dav prior to the eapiraton of the futures contract COMEN Diision spot-

maonth assessments are decided on g case-by case basis as warranted by market condioons

Policies and Procedurcs Manual

To establish an cfiecon e hedging program, a company should wnite formal poh-
<ies and procedures staurng the responsibiities of wach associated person wathin an
organizauon  Proccdures must be estabbshed for actual eaccuuon of the furures trad-
ing acuvities, a3 well as the post-exccuvon process in which hitures transacbons are
recorded and venfied

These policies and proccdures arc necessary to ensure that hedging acoviues are
properly documented and that the program s in comphiance with accounung, tax,
and regulatory requirements and pracuces  Policies and procedures need to be devel:
oped for each stage of the trading avcle

There arc three main processes that make up the futures funcuon (1) the plan-
ming that takes place before an order 1s actuslly placed wath a tutures broker; (2) the
cxccuton process, which encompasses all of the acuvibes that take place as an order 18
placed and when the tansacuon 1 recorded on the books, and {3) the post-exccuuon
process, which entais the venficauon and control of the furures transacoon.

The procedures manual should also outline the companv's policies for training and
supenision of emplovees to ensurce that ail personnel nvolved in futures trading are
thoroughly famuliar wath the concepts, terminology, and trading pracuces of the markets
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}:umrn hedgang and arbitrage transacwons, hke any other transacvons. require
apthonzabon and approval pnor 1o caccution  Atter the transaction s executed and
recorded. the open tutures positions and related items being hedged Ginventory, for
examplt ) should be mantained vnuol the hudge transacoon s closed  Dunng the bife
of the hedge transacoon, changes in futures value must also be accounted for manage-
ment reporung and financal accounung purposes  {The accounung and financial
reporung requarcments arc analyzed in Chapter 5.) A system of internal accounvng
controls should provide reasonable assurance that (1) onh approved and relevant
wansactions are suthonzed, imuated, exccuted, and recorded, {2) the transacuons arc
inimared. exccuted, valued, and recorded properly and on o tmely basss, and (3) errors
in execution and recording are detected as carhy as possibic { Fagure 3).
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Control Objectives, Procedures, and Scgregarion of Dutees

An imporwant aspect of internal controls is to segregate the duues of operauonal
and accounong tasks 10 hulp prevent musappropnauon, fraud, or error Segregauon of
duncs 18 intneately bnked to the compan's overall system of sntemnal control. The
records maintained by personnel independent of the actual trading funcuons should
contan all necessary informauion to (1) venfv possuons with the company's FCMs:
(2) provide a record of all journal entnes to the subsidian and general ledgers on van-
abon margn, realized and unreahized gams and losses, ctc , and (3} monitor tutures
positions, reflected on memorandum ledgers, dunng the bife of the conract A com-
pany engaging in furure: trading should create 3 set of records that murror those of the
FCM, just as the FCM's records mirror those of the Exchange clcannghousc

The foliowing secuons detad individual control objectives and indicate which
funcuons should be performed 10 ensure these objecuves are met These conwol

objecuves and procedures shouid be cd by the company's internal audit
department

Control Objecuives

B Futurces transacuons and open posions are appropnate given the company’s
inventory levels or firm sales commutments (cxisung or anticipated )

®  The number of futures contracts, long or shor, represents an underlving
quanuty of the physical commodity that relates to the quanory at sk in terms
of a sale or purchase at a future dote.

B! The dehvery month or months sciccted in the futures market are consistent
with the month in which the user or producer aither expects to have phvsical
goods available for delivery in the cash market, or wall be buving crudc cil,
refined products, nratural gas. clecznary, or metals 1o fulhil an obbgavon 1o
supply these commodities or to refine them

®  The intemal trade ucket documents the purposc and all other rclevant detals
of the turures trade

®  The futures order is eaccuzed an 3 umelv fashion

The exccution prcc 1s consistunt with the price hmit placed by the
xompanv's trader

\
s MY '



CoopersPractacalli/C €/8/C2 & 2€ AM  TFage 4t $
. ~.. -

B The tronsacbon, onee exccwted, 13 properly recorded The trading strategy 13
within approved purdelines

B Troding soatcpicr are updsted on 3 nmch basis

Changes in value ot the hutures contract are recorded dasly on the
companv's books

B Anncrease or decrease in the company's onginal margin deposit wath the
cictuung broker or FCM duc 1o contract value changes i recorded in a
umely fashson

B The change 1 value of the furures contract is venfied by the company before
vananon margin deposits, made by ware transter o1 check, arc authonzed

and approved

B Financial accounnng for the change in value and cash flow berween the broker
and the company s properly reflected 1n the internal and external financial
statements 1n accordance with generally accepted accounting pnnaples

These conuol objecuves mav be achieved by implemenung the procedures
desenbed below

Conrrol Proceduns - Pre-Exccution

Board and hedge committee policies are documented
Hedging strategies arc properly documented

B The broker or FCM 1s chosen based on specific cntenia (reputanon, rescarch
C bl

v, exccution capabibiry, margin requirements and commussions, stabil-
1ty of personnel, and crecit worthiness)

B Traders arc speafically authonzed in wnung to transact business with the bro-
ker or FCM

B The broker or FCM has wntien authonzauon from the company to accept
orden only from authonzed persons.

Pre-established tradsng himats are documented

B A procedures manual is cstablished descnbing how the futures contract’s
onginal margin deposit and subscquent changes in valuce are recorded in the
books and records

~-
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®  Appropnatc controls and 3 monstoning s

-Extcution Conrrols

Lxecution and Post

¢ broker or FCM confirmauons for

v

®  Persons independent of the trader rece

crifications to the internal trade tcket
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berween broker confirmations
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®  Anndcpendent department logs difference
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+ copics to the tracer for resolution
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th the broker or FCM
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B Ascparate department (such as accounbng or operstions) preparcs d
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and sell acuvity ledgers, updaies cumulative open posibon reports and con-
tract sertlement prices, snd reconciles month-end open posinons and money
balances ro the monthly statement from the execuung broker or FCM

8  Vangoon margsn withdrawals and addinonal deposits are venficd by persons
independent of bookkeeping responsibihues.

®  Ranvestment of margin deposit increases are approved by the treasurer.

B Repors arc furnished penodically 1o seror management and the board sum-
manzing acthaty . open posiuons, and hedge performance (change in spot ver-
sus future prices)

8 Internal audit reviews are performed to help ensure comphance with the pob-
cies and procedures

1§ these procedures are followed on 2 umcly and accurate basss, it 18 possibie to
idenufy crrors earlv and opumize the cffccuveness of the fururcs hedging program
Sce Page 47 for a summary of the paperwork flow and reiated control proccdures from
the ume a hedging transacuion 1s authonzed (trading ticket) 10 the producuon of the
hedge performance tracking ledger

Unaurhorized Futures Trading

A frequenty voiced concern of companics contemplaung usc of futures maorkers
for hedging purposcs 1s the potenual for unauthonzed trading  One method to detect
this 13 for the company to set up a svstem of muluple contact with the broker or FCM
who executes the order. Key procedures include authonzation of all new accounts by
the company treasures, not the trader; approral of all new accounts, onginal margn
deposits, and approval of all cash movements by responsible officers independent of
the trading funcoon Addivonally, onginal confirmations of transactions, monthlv
statements, and any other correspondence from the FCM should be sent to a person
mdependent of the trading funcuon, with copics sent to the rrader to check aganst his
personal records and Jogs

Furthermore, senior management should have a thorough understanding of the
nisks associzted with futures tracing, the relanonship berween futures market positions
and cash market positions baing hedged (basis nsk, inventory, ctc.), and related com-
mitments and anucspated transacuons. Given such knowledge, senior manapement
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e will bt 1n a better posiuon to monnor and evaluate furures marker hedgng actvity

Books and Records and Procedures

Owrgw of Paperword Fow and Relaed Contrel Procedurs

Place order with FCM or the broker on the floor of the Exchange, or through
the NYMEX ACCESS® electronic rading system

Prepare internal trading ticket

Copy of frading ticket forwarded to-
Accounting department
Auditing (broker reconciliaion) department

Record trade on daily buy and sell registers for updating of open
position reporis

Account for numencal sequence of all trade tickets

Prepare hsting of rades by broker for use in daily confirmzlion process
Update open futures position report

Reconcile open futures position report 10 prior day's report

Notity independent officer of any discrepancies

Produce reports by trader with daily, weekly, and year-to-date resulls,
realized and unrealized and open contracts

Compare to pre-established trading hmits

Enter settlement prices and produce mark-lg-markel report
Produce daily variation margin report

Compare broker's advice of variabon margin due or owed
Requestiransmit funds

Reconcile monthly brokerage account statements 1o appropnate
inlernai reports

Produce hedge performance report




