
AUG 13 2001

BEFORE THE CORPORATION COMMISSION OF THE STA7 RDIGLR 0KG
CORPORATION COMMISSION

APPLICATION OF PUBLIC SERVICE OF OKLAHOMA

COMPANYOF OKLAHOMA FOR
DETERMINATION THAT ADDITIONAL CAUSE NO PUD 200500516

ELECTRIC GENERATING
CAPACITY WILL BE USED AND USEFUL

APPLICATION OF PUBLIC SERVICE

COMPANYOF OKLAHOMA FOR CAUSE NO PUD 200600030

DETERMNATION THAT ADDITIONAL

BASELOAD ELECTRIC GENERATING
CAPACITY WILL BE USED ANT USEFUL

IN THE MATTER OF THE APPLICATION OF
OKLAHOMA GAS AND ELECTRIC COMPANY
FOR AN ORDER OF THE COMMISSION CAUSE NO PUD 200700012

GRANTING PREAPPROVAL TO CONSTRUCT
RED ROCKGENERATING FACILITY AND
AUTHORIZING RECOVERY RIDER

BRIEF OF OKLAHOMA GAS AND ELECTRIC COMPANY
RELATED TO HEDGING OF

NATURAL GAS PRICES

COMES NOWOKLAHOMA GAS AND ELECTRIC COMPANY OGE AND SUBMITS THE FOLLOWING FOR

THE COMMISSIONS CONSIDERATION IN RESPONSE TO THE REQUEST FOR BRIEFS BY THE ADMINISTRATIVE LAW

JUDGE RELATED TO HEDGING THE COST OF NATURAL GAS USED AS BOILER FUEL

OVERVIEW

DURING THE HEARING ON THE MERITS FOR THESE PROCEEDINGS IT WAS SUGGESTED IN PUBLIC

COMMENT THAT OGE COULD HEDGE THE LONG TERM COST OF NATURAL GAS USED AS BOILER FUEL AND

AVOID THE GAS PRICE VOLATILITY THAT HAS BEEN EXPERIENCED IN THE MARKETPLACE DURING THE PAST SEVERAL

YEARS
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THIS BRIEF ADDRESSES THREE QUESTIONS RAISED BY THE SUGGESTED GAS PRICE HEDGING DOES

THE CURRENT STATUTORY AUTHORITY PERMIT RECOVERY OF HEDGING COSTS RELATED TO FUELS PURCHASED AND

UTILIZED TO PRODUCEELECTRICITY CAN THE PRICE OF NATURAL GAS BE FULLY HEDGED AND WHAT ARE

THE COSTS ASSOCIATED WITH HEDGING THE FUTURE PURCHASES OF NATURAL GAS

II DISCUSSION

QUESTION IS THERE STATUTORY AUTHORITY FOR THE RECOVERY OF COSTS ASSOCIATED

WITH HEDGING THROUGH FUEL ADJUSTMENT CLAUSE

OKLAHOMA LAW SPECIFICALLY PROVIDES THAT FOR THE PURPOSE OF DETERMINING FUEL OR GAS

COSTS THE COST OF FUEL OR GAS SHALL BE THE PRICE PAID AT THE POINT OF DELIVERY INTO THE UTILITY

SYSTEM 17 05 251C2 AS DISCUSSED IN MORE DETAIL BELOW THIS STATUTORY LANGUAGE MAKES

THE RECOVERY OF HEDGING COSTS RELATED TO FUEL AND GAS PURCHASES HIGHLY QUESTIONABLE UNDER THE

PLAIN LANGUAGE OF THE STATUTE HEDGING COSTS ARE NOT COMPONENT OF THE PRICE OF GAS PAID AT THE

POINT OF DELIVERY INTO THE UTILITYS SYSTEM

ON SEPTEMBER 2001 THE COMMISSION INITIATED NOTICE OF INQUIRY NOJ CAUSE NO

PUD 200100439 IN WHICH IT SOUGHT COMMENTS FROM RELIANT ENERGYARKLA OKLAHOMAGAS AND

ELECTRIC COMPANY PUBLIC SERVICE COMPANY OF OKLAHOMAAND OKLAHOMA NATURAL GAS COMPANY

CONCERNING HEDGING HEDGING WAS DEFINED BY THE COMMISSION IN THE NOJ AS THE USE OF

FINANCIAL INSTRUMENTS ANDOR PHYSICAL PURCHASES OF COMMODITY IN ORDER TO REDUCE FUTURE PRICE

VOLATILITY OF THE COMMODITY

OGE FILED WITH THE COMMISSION ITS RESPONSE TO THE NOI ON SEPTEMBER 212001 THE

OGE NOT RESPONSE ON NOVEMBER 12 2001 OGE FILED ITS SECOND ROUND OF COMMENTS

OGES SECOND COMMENTS AND ON DECEMBER 14 2001 OGE FILED ITS THIRD COMMENTS

PAGE OF 11



OGESTHIRD COMMENTS OGEINCORPORATES ITS RESPONSE AND ITS COMMENTS AS PART OF

THIS BRIEF

IN THE OGENOJ RESPONSE OGE ADVISED THE COMMISSION THAT LEGISLATIVE CHANGES

WOULD BE NECESSARY IN ORDER TO PERMIT RECOVERY OF HEDGING COSTS BY THE UTILITIES THROUGH THEIR

RESPECTIVE FUEL ADJUSTMENT CLAUSE TARIFFS IN PARAGRAPH AT PAGE OF THE OGE RESPONSE

OGE STATED

OGE BELIEVES STRONG ARGUMENT CAN BE MADE THAT MANY OF THE COSTS ASSOCIATED

WITH THESE HEDGING ACTIVITIES ARE NOT RECOVERABLE UNDER THE STATUTE AS WRITTEN

THE POINT IS THAT NO UTILITY SHOULD BE ASKED TO GAMBLE ON WHAT IS INTENDED BY THE

LAW IF THE COMMISSION DETERMINES IT IS APPROPRIATE TO ENCOURAGE SUCH ACTIVITIES

IT IS IMPERATIVE THAT THERE BE CLEAR STATUTORY GUIDANCE AS TO WHAT MAY BE

PROCESSED THROUGH FUEL ADJUSTMENT CLAUSE EMPHASIS ADDED

IN OGES SECOND COMMENTS PARAGRAPH AT PAGE 13 OGE SUGGESTED STATUTORY

LANGUAGE CHANGES TO TITLE 17 SECTION 250 ET SEQ THAT WOULD SPECIFICALLY PERMIT THE RECOVERY OF

COSTS RELATED TO HEDGING BY ADDING DEFINITION FOR HEDGING MECHANISMS IN 17 0S 250 AND BY

AMENDING THE FIRST SENTENCE OF 17 OS 251 C2 SUCH THAT THE COSTS RELATED TO HEDGING

MECHANISMS WOULD BE SPECIFICALLY RECOVERABLE THROUGH FUEL ADJUSTMENT CLAUSE TARIFFS APPROVED

BY THE COMMISSION

OGES THIRD COMMENTS WERE FILED AT THE DIRECTION OF THE COMMISSION TO COMMENTON

CERTAIN POLICY PRINCIPLES FOR GAS PROCUREMENTPLANS OF UTILITIES POLICY PRINCIPLES AS ADOPTED

BY THE ARKANSAS PUBLIC SERVICE COMMISSION AND TO RESPOND TO ISSUES RAISED DURING HEARING

HELD BY THE COMMISSION ON DECEMBER 2001 IN OGES THIRD COMMENTS OGE ADVISED

THE COMMISSION THAT ARKANSAS LAW DOES NOT CONTAIN AN IMPEDIMENT TO RECOVERY OF HEDGING COSTS

AS IS THE CASE IN OKLAHOMA
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TITLE 17 OS 251C PROVIDES IN RELEVANT PART

FOR THE PURPOSE OF DETERMINING FUEL OR GAS COSTS THE PRICE PAID FOR THE FUEL

OR GAS SHALL BE COMPUTED AT THE ACTUAL COST OF FUEL OR GAS PURCHASED FROM

NONAFFIHIATED PERSONS FIRMS AND CORPORATIONS AND THE ACTUAL COST OF THE

PRODUCTION OF FUEL OWNEDBY THE PUBLIC UTILITY OR RECEIVED FROM AFFILIATED PERSONS

FIRMS AND CORPORATIONS AND IN THE CASE OF GAS THE FAIR FIELD PRICE FOR GAS OWNEDBY

THE PUBLIC UTILITY OR RECEIVED FROM AFFILIATED PERSONS FIRMS OR CORPORATIONS

THE COST OF FUEL OR GAS SHALL BE THE PRICE PAID AT THE POINT OF DELIVERY

INTO THE UTILITY SYSTEM EMPHASIS ADDED

THIS LANGUAGE AS PLAINLY WRITTEN DOES NOT ALLOW FOR THE RECOVERY OF HEDGING COSTS

THROUGH FUEL ADJUSTMENT CLAUSE AS THE OKLAHOMA SUPREME COURT HAS STATED

THE DETERMINATION OF LEGISLATIVE INTENT CONTROLS STATUTORY INTERPRETATION THE INTENT

IS ASCERTAINED FROM THE WHOLE ACT BASED ON ITS GENERAL PURPOSE AND OBJECTIVE

TO ASCERTAIN INTENT WE LOOK TO THE LANGUAGE OF THE PERTINENT STATUTE EXCEPT

WHEN CONTRARY INTENTION PLAINLY APPEARS TERMS ARE GIVEN THEIR PLAIN AND ORDINARY

MEANING FROM THE WHOLE ACT BASED ON ITS GENERAL PURPOSE AND OBJECTIVE

OKLAHOMAASSOCIATION FOR EQUITABLE TAXATION ET AL CITY OF OKLAHOMA CITY 1995 OK 62

901 P2D 800 803 CITING INTER ALIA MCSORLEY HERTZ CORP 1994 OK 120 885 P2D 1343

SMICKLAS SPITZ 1992 OK 145 846 P2D 362 OGLESBY LIBERTY MUT INS CO 832 P2D 834

839 ANSON CORP HILL 19920K 138 841 P2D 583

CLEAR AND UNAMBIGUOUS STATUTORY PROVISION OR TERM IS ONE HAVING MEANING NOT

CONTRADICTED BY OTHER LANGUAGE IN THE SAME ACT SEE EG FOLEY BROS FILARDO 336 US 281 69

SCT 575 US 1949 HELD THERE IS NO LANGUAGE IN THE EIGHT HOUR LAW HERE IN QUESTION THAT

GIVES ANY INDICATION OF CONGRESSIONAL PURPOSE TO EXTEND ITS COVERAGE BEYOND PLACES OVER WHICH

THE UNITED STATES HAS SOVEREIGNTY OR HAS SOME MEASURE OF LEGISLATIVE CONTROL AND CIAMPA

SECRETARY OFHEALTH AND HUMAN SERVICES 687 F2D 518 CIR 1982 WHERE STATUTES SCOPE

IS NARROW ITS LANGUAGE PRECISE AND ITS APPLICATION FORESEEABLY MECHANICAL IT WOULD TAKE STRONG

PAGE OF 11



SHOWING OF RARE AND EXCEPTIONAL CIRCUMSTANCES TO CONVINCE US THAT IT SHOULD NOT BE APPLIED AS

WRITTEN

THE OKLAHOMAFUEL ADJUSTMENT PROVISIONS ARE DEVOID OF ANY LANGUAGE THAT COULD BE

LOGICALLY CONSTRUED AS CONTRADICTORY TO THE EXPRESS LANGUAGE CONTAINED IN SECTIONS 251 AND

C2 NOTHING IN OKLAHOMA LAW PERMITS SPECIFIC RECOVERY OF ANY COSTS ASSOCIATED WITH THE

PROCUREMENTOF FUEL OR GAS BY UTILITY OTHER THAN THE RECOVERY OF THE COST OF FUEL OR GAS

DELIVERED INTO THE UTILITYS SYSTEM

QUESTION CAN THE PRICE OF NATURAL GAS BE FULLY HEDGED OVER THE TERM OF LONG
TERM FIXED PRICE SUPPLY CONTRACT

NO NOT FULLY BECAUSE OGE AS BUYER WOULD HAVE REQUIREMENT TO MARGIN IE POST

COLLATERAL TO SECURE ITS CONTINGENT OBLIGATION TO PAY THE SELLER DAMAGES IN THE EVENT THAT OGE

WERE TO BREACH THE CONTRACT

DAMAGES FOR BREACH OF FIXED PRICE CONTRACT ARE DETERMINED BY COMPARING THE MARKET

PRICE FOR NATURAL GAS TO THE CONTRACT PRICE SEE UNIFORM COMMERCIAL CODE 2706 AND 27 12

BASE CONTRACT FOR SALE AND PURCHASE OF NATURAL GAS 32 NORTH AMERICAN ENERGY STANDARDS

BOARD INC 2006 UPON TERMINATION OCCASIONED BY BREACH BY BUYER THE SELLER IS DAMAGED

IF THE THENCURRENT MARKET PRICE FOR NATURAL GAS AT WHICH THE SELLER WILL RESELL THE GAS NOT

PURCHASED AT THE TIME OF BREACH IS LOWER THAN THE CONTRACT PRICE IN ADDITION THE SELLER IS ALSO

DAMAGED IF THE EXPECTED FUTURE MARKET PRICE FOR NATURAL GAS AT WHICH THE SELLER WILL RESELL THE GAS

NOT PURCHASED OVER THE REMAINING TERM OF THE CONTRACT IS LOWER THAN THE CONTRACT PRICE

GENERALLY THE SELLERS DAMAGES IN SUCH SCENARIO ARE FUNCTION OF THE PRODUCT OF THE PRICE

DIFFERENTIAL AND THE QUANTITY OF GAS REMAINING TO BE PURCHASED UNDER THE CONTRACT THIS AMOUNT IS

SOMETIMES CHARACTERIZED AS THE AMOUNT NECESSARY TO MAINTAIN THE BENEFIT OF SELLERS BARGAIN
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IT IS CUSTOMARY IN LONGTERM GAS CONTRACTS FOR THERE TO BE REQUIREMENT FOR THE BUYER

UNLESS IT HAS SIGNIFICANTLY HIGH CREDIT RATING TO DEPOSIT WITH THE SELLER CASH COLLATERAL TO SECURE

THE BUYERS CONTINGENT OBLIGATION TO PAY MARKETBASED DAMAGES AT ALL TIMES WHEN THE MARKET

PRICE OVER THE REMAINING TERM OF THE CONTRACT AS DETERMINED BY THE SELLER IS LESS THAN THE

CONTRACT PRICE THIS OBLIGATION TO POST CASH COLLATERAL EXPOSES THE BUYER TO TWO RISKSINTEREST RATE

RISK AND GAS PRICE RISK

THE BUYER HAS INTEREST RATE RISK TO THE EXTENT IT BORROWSCASH TO POST AS COLLATERAL

GENERALLY THE NECESSARY CREDIT FACILITY IS REVOLVER AS THE AMOUNT OF COLLATERAL REQUIRED TO BE

POSTED MAY CHANGE FREQUENTLY THE INTEREST RATE PAID BY THE BORROWERFOR SUCH CREDIT FACILITIES

ARE TYPICALLY VARIABLE AND ADJUSTS TO FUTURE FLUCTUATIONS IN INTEREST RATES AS MORE FULLY DESCRIBED

BELOW INTEREST IS PAID BY THE BORROWER ON BOTH THE MAXIMUM AMOUNT OF THE CREDIT LINE

ESTABLISHED AND ON THE AMOUNTS ACTUALLY DRAWN UNDER THE CREDIT LINE

THE BUYER HAS GAS PRICE RISK BECAUSE IT IS THE MARKET PRICE OF GAS OVER THE REMAINING

TERM OF THE CONTRACT THAT DETERMINES THE AMOUNT OF THE CASH COLLATERAL TO BE POSTED FLUCTUATIONS

IN THE EXPECTED FORWARDMARKET PRICE FOR NATURAL GAS BELOW THE CONTRACT PRICE AS DETERMINED BY

THE SELLER WILL VARY THE POSTING REQUIREMENT FOR COLLATERAL AND THE AMOUNT DRAWN UNDER THE CREDIT

LINE FOR WHICH INTEREST MUST BE PAID

THUS EVEN FIXED RATE GAS PURCHASE CONTRACT IS NOT ONE IN WHICH THE TOTAL DELIVERED COST

OF GAS IS FIXED GIVEN THE INTEREST RATE RISK AND GAS PRICE RISK INHERENT IN THE BUYERS OBLIGATION TO

POST CASH COLLATERAL THE PRICE OF NATURAL GAS CANNOT BE FULLY HEDGED OVER THE TERM OF LONGTERM

FIXED PRICE SUPPLY CONTRACT THIS FLUCTUATING COST WOULD NEED TO BE FACTORED INTO THE OVERALL PRICE

OF HEDGING
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QUESTION WHAT COSTS WOULD BE INCURRED BY UTILITY ENGAGED IN HEDGING FOR ITS

GAS REQUIREMENTS

IN ITS NOI THE COMMISSION IDENTIFIED ISSUES FOR COMMENT ISSUE NUMBER IDENTIFIED

SOME OF THE FINANCIAL ASPECTS OF HEDGING PROGRAMEACH OF WHICH WOULD HAVE AN ASSOCIATED

COST THE COMMISSIONS LIST OF POTENTIAL HEDGING PROGRAM ASPECTS INCLUDED BUT WERE NOT LIMITED

TO

OPTIONS

CALL OPTIONS

PUT OPTIONS

COLLARS

DERIVATIVES

FUTURES CONTRACTS

SWAPS

NOI ISSUE PAGE IN OGES RESPONSE OGE EXPRESSED ITS QUALIFIED AGREEMENT WITH

THE COMMISSIONS LIST

TO PROVIDE THE COMMISSION WITH SENSE OF THE POTENTIAL MAGNITUDE OF COSTS ASSOCIATED

WITH HEDGING OGEHAS CALCULATED THE POTENTIAL HEDGING COSTS HEDGE FUNDING COSTS

ATTRIBUTABLE TO THE EXECUTION OF FORWARD CONTRACT TO PURCHASE NATURAL GAS BEGINNING IN 2012 FOR

PERIOD OF 15 YEARS AT FIXED PRICE IN REAL DOLLARS OF 809 PER MIMBTU IN THESE CIRCUMSTANCES

HEDGE FUNDING COSTS WOULD PRIMARILY CONSIST OF FACILITY CHARGE AND NET DRAWING CHARGE

THE FACILITY CHARGE IS THE COST BANK WOULD CHARGE TO ESTABLISH THE CREDIT LINE NECESSARY TO

SUPPORT FORWARDGAS PURCHASE CONTRACT FOR OGE TO REMAIN REVENUE NEUTRAL AS IT ENGAGED IN

HEDGING THE LEVEL FOR THE CREDIT LINE WOULD NEED TO BE SET TO COVER 99 PROBABILITY THAT MARGIN

CALLS WOULD NOT EXCEED THE CREDIT LINE THE NET DRAWING CHARGE IS THE DIFFERENCE BETWEEN THE

COST CHARGEDBY BANK FOR AMOUNTS DRAWN ON THE CREDIT LINE TO POST COLLATERAL WITH THE SELLER

MINUS INTEREST EARNED ON THE POSTED COLLATERAL HELD BY THE SELLER
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OGE ASSUMED THE FORWARD CONTRACT WOULD SUPPLY THE FULL GAS REQUIREMENTS ASSUMING

100 CAPACITY FACTOR OF NEW 400MW BASE LOAD GAS FIRED POWER PLANT HAVING HEAT RATE OF

7800 BTUKWH THIS WOULD RESULT IN DAILY GAS BUM OF 75000 MMBTUPER DAY IN CALCULATING

THE HEDGE FUNDING COSTS FOR FORWARD CONTRACT WITH DELIVERIES BEGINNING IN 2012 FOR 15YEAR

PERIOD OGE ASSUMED DISCOUNT RATE FOR MARGIN CALLS BANK FACILITY CHARGE OF 20 BASIS

POINTS AND NET DRAWING RATE THE ANALYSIS REVEALED 25 PROBABILITY THAT THESE COSTS

WOULD EXCEED 453 MILLION OVER THE LIFE OF THE CONTRACT AND PROBABILITY THAT THESE COSTS

WOULD EXCEED 102 BILLION AS CALCULATED ON PER MIMBTU BASIS THERE WOULD BE 25

PROBABILITY THAT THE 809 FIXED GAS PRICE WOULD AMOUNT TO 932 AND PROBABILITY THAT IT

WOULD AMOUNT TO 1099 IF THE HEDGEFUNDING COSTS WERE INCLUDED IN THE TOTAL COST

ATTACHMENT TO THIS BRIEF PROVIDES THE DETAIL FOR THESE CALCULATIONS

IT IS POSSIBLE TO APPLY THIS SAME ANALYSIS TO THE PROCUREMENT OF GAS FOR OGE EXISTING

FLEET EACH YEAR IN MAY OGE SUBMITS TO THE COMMISSION ITS FUEL SUPPLY PORTFOLIO AND RISK

MANAGEMENT PLAN OGE FUEL PLAN FOR THE COMING YEAR IN OGE FUEL PLAN SUBMITTED

TO THE COMMISSION IN MAY 2007 OGE ADVISED THE COMMISSION IT WOULD BE PURCHASING 57 OF

ITS TOTAL BUM OF GAS TO SATISFY ITS BASE LOAD GAS REQUIREMENTS THIS NUMBER INCLUDES LARGER BASE

AMOUNTS DURING THE SUMMER OPERATING MONTHS BUT ALSO INCLUDES CONSISTENT AMOUNT OF GAS THAT

FLOWS ALL 12 MONTHS OF APPROXIMATELY 80000 MMBTUPER DAY OR 29 BCF PER YEAR OGE

FURTHER ADVISED THE COMMISSION THAT GAS REQUIREMENTS ABOVE THAT LEVEL ARE UNPREDICTABLE FOR

VARIOUS REASONS THUS ACQUIRING GAS VOLUMES ABOVE OGES BASE LOAD REQUIREMENTS FOR MULTIPLE

YEARS COULD EXPOSE OGEAND ITS CUSTOMERS TO AN UNACCEPTABLE RISK OF FIRM FIXED PRICE PURCHASE

OBLIGATIONS IF OGEWERE TO PURCHASE ITS 12 MONTH BASE LOAD GAS REQUIREMENTS OR 80000

MMBTUFD FROM 2012 THROUGH 2026 AT 809 USING THE HEDGING TOOLS THAT WOULD BE AVAILABLE AND
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THE ASSUMPTIONS OUTLINED ABOVE OGE HEDGE FUNDING COST EXPOSURE WOULD BE SUCH THAT

THERE WOULD BE 25 PROBABILITY THAT THE HEDGING COSTS WOULD EXCEED 483 MILLION AND

PROBABILITY THAT THESE COSTS WOULD EXCEED 11 BILLION OVER THE LIFE OF THE FIXED PRICE PURCHASE

CONTRACT ATTACHMENT ALSO PROVIDES THE DETAIL FOR THESE CALCULATIONS

FINALLY IF OGE WERE TO HEDGE THE NATURAL GAS FOR BOTH NEW PLANT AND THE CURRENT BASE

LOAD REQUIREMENTS THERE IS 25 PROBABILITY THAT THE COMBINED HEDGING COSTS WOULD EXCEED

900 MILLION AND PROBABILITY THAT THE HEDGING COSTS WOULD EXCEED BILLION

HEDGE FUNDING COSTS ARE COSTS ATTRIBUTABLE TO HEDGING PROGRAM AND PAID OVER THE LIFE OF

THE CONTRACT IN THESE CASES FROM THE DATE THE FORWARD CONTRACT IS ENTERED INTO UNTIL THE LAST DATE

GAS IS ACTUALLY RECEIVED OR FROM AUGUST 2007 THROUGH DECEMBER2026 THOSE COSTS ARE NOT PART

OF THE PRICE PAID AT THE POINT OF DELIVERY INTO THE UTILITY SYSTEM THEREFORE THERE IS AN

EXTREMELY HIGH PROBABILITY THAT HEDGE FUNDING COSTS COULD NOT BE RECOVERED THROUGH UTILITYS

FUEL COST ADJUSTMENT TARIFF UNDER CURRENT LAW AS OGE ADVISED THE COMMISSION IN ITS RESPONSE

AND COMMENTSSUBMITTED IN RESPONSE TO THE NOI AND PREVIOUSLY IN THIS BRIEF OKLAHOMALAW

WOULD REQUIRE AMENDMENTTO PROVIDE THE UTILITIES WITH ASSURANCE THAT THE COSTS OF HEDGING COULD

BE RECOVERED THROUGH THE UTILITIES FUEL ADJUSTMENT CLAUSES

III CONCLUSION

EVEN GAS PURCHASE CONTRACT AT FIXED PRICE IS NOT ONE IN WHICH THE TOTAL DELIVERED COST

OF GAS IS FIXED THE INTEREST RATE RISK AND GAS PRICE RISK INHERENT IN THE HEDGE FUNDING COST

IN ADDITION AS POINTED OUT BY OGE IN ITS SECOND COMMENTS ADDRESSING COMMISSION QUESTION CERTAIN TYPES

OF HEDGING COSTS ARE IN THE FORM OF PREPAYMENTS AND OTHER FORMS OF CREDIT SUPPORT WELL IN ADVANCE OF ULTIMATE

DELIVERY OR PERFORMANCE AT PAGE 12 OF OGES SECOND COMMENTSOGE CHARACTERIZED THESE COSTS AS

INSURANCE DESIGNED TO PROTECT THE COUNTERPARTY FOR FAILURE TO PERFORM THIS INSURANCE SOMETIMES REQUIRES THE

PURCHASER TO PAY LIQUIDATED DAMAGES IN THE EVEN TO NONPERFORMANCE OR POLICY CANCELLATION AN EFFECTIVE HEDGING

PROGRAMWOULD NECESSARILY NEED TO ADDRESS THE MANNER IN WHICH THE UTILITY IS REIMBURSED FOR THESE PREPAYMENT COSTS
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WOULD NEED TO BE FACTORED INTO THE OVERALL GAS PRICE AND GIVEN THE POTENTIAL FLUCTUATIONS IN

FUTURE INTEREST RATES AND THE PRICE OF GAS THE HEDGE FUNDING COSTS THAT WOULD BE INCURRED BY

UTILITY TO ENGAGE IN HEDGING FOR FUTURE GAS ACQUISITIONS ARE POTENTIALLY SUBSTANTIAL

FURTHER ABSENT CHANGE IN OKLAHOMAS STATUTORY FUEL ADJUSTMENT PROVISIONS THE ABILITY

OF UTILITY TO RECOVER HEDGE FUNDING COSTS IS IN SERIOUS DOUBT GIVEN THE POTENTIAL MAGNITUDE OF

THESE COSTS OGE HAS GRAVE MISGIVINGS CONCERNING ITS ABILITY TO RECOVER HEDGE FUNDING COSTS

AS WELL AS THE PRUDENCE OF INCURRING SUCH COSTS AT THE EXPENSE OF ITS CUSTOMERS

RESPECTFULLY SUBMITTED

OKLAHOMA GAS AND ECTRIC COMPANY

WILLIAM BULLARD 1302
PATRICK SHORE OBA 8205

BOX 321

OKLAHOMA CITY OKLAHOMA 73101

405 5533182 405 5533198 FACSIMILE

DUSTIN FREDRICK OBA 19095

RAINEY ROSS RICE BINNS PLLC
735 FIRST NATIONAL CENTER WEST

120 NORTH ROBINSON

OKLAHOMACITY OKLAHOMA 73102

405 2351356 405 2352340 FACSIMILE

AND

CLARK EVANS DOWNS
MARK WHITT

JONES DAY
51 LOUISIANA AVENUE NW
WASHINGTON DC 200012113

202 8793883 202 6261700 FACSIMILE

ATTORNEYS FOR OKLAHOMA GAS AND
ELECTRIC COMPANY
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CERTIFICATE OF MAILING

HEREBY CERTIFY THAT ON THE 13TH DAY OF AUGUST 2007 TRUE AND CORRECT COPY OF THE

FOREGOING INSTRUMENT WAS PROVIDED TO THE FOLLOWING

DAVID DYKEMAN JACK FITE

DEPUTY GENERAL COUNSEL WHITE COFFEE AND FITE

OKLAHOMA CORPORATION COMMISSION SUITE 100

PO BOX 520002000 1001 NW63 STREET

OKLAHOMA CITY OKLAHOMA731522000 OKLAHOMA CITY OKLAHOMA 73162

WILLIAM HUMES RONALD STAKEM

ASSISTANT ATTORNEY GENERAL CLARK STAKEM WOOD PATTEN PC
313 NE 21ST STREET SUITE 400

OKLAHOMA CITY OKLAHOMA 731054894 101 PARK AVENUE
OKLAHOMACITY OKLAHOMA 73102

FRED GIST

HALL ESTILL HARDWICK GABLE KENDALL PARRISH

GOLDEN NELSON PC COMINGDEER LEE GOOCH
100 BROADWAY SUITE 2900 6011 ROBINSON

OKLAHOMA CITY OKLAHOMA73102 OKLAHOMA CITY OKLAHOMA 73118

THOMAS SCHROEDTER CHERYL VAUGHT
HALL ESTILL HARDWICK GABLE VAUGHT CONNER PLLC

GOLDEN NELSON PC 50 PENN PLACE BUILDING
320 BOSTON SUITE 400 1900 NWEXPRESSWAYSUITE 1300

TULSA OKLAHOMA 74103 OKLAHOMA CITY OKLAHOMA 73118

RICK CHAMBERLAIN LEE PADEN

BEHRENS TAYLOR WHEELER CHAMBERLAIN PO BOX 52072

NE 63RD STREET SUITE 400 TULSA OKLAHOMA 741520072
OKLAHOMA CITY OKLAHOMA73105

WILLIAM BULLARD
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ATTACHMENT

HEDGE FUNDING COST

HEDGE FUNDING COST HEDGE FUNDING COST IS THE COST CHARGED BY BANK FOR OGE TO ENABLE IT

TO PROVIDE COLLATERAL TO HEDGE COUNTERPARTY UNDER NATURAL GAS HEDGE IT

CONSISTS OF THE FACILITY CHARGE AND NET NET DRAWING CHARGE

FACILITY CHARGE COST CHARGED BY BANK FOR OGE TO MAINTAIN CREDIT FACILITY FOR NATURAL GAS

HEDGE

NET DRAWING CHARGE COST REPRESENTING THE DIFFERENCE BETWEEN COST CHARGED BY BANK FOR

AMOUNTS DRAWN ON CREDIT FACILITY BY OGE TO POST COLLATERAL WITH HEDGE
COUNTERPARTY MINUS INTEREST THAT OGE WOULD RECEIVE FROM HEDGE
COUNTERPARTY ON THE POSTED COLLATERAL

ASSUMED FACILITY CHARGE RATE 02 ACTUAL RATE WILL BE VARIABLE AND ADJUST FOR THENCURRENT INTEREST

RATES

ASSUMED NET DRAWING CHARGE RATE 70 ACTUAL RATE WILL BE VARIABLE AND ADJUST FOR THENCURRENT INTEREST

RATES AND AMOUNT OF INTEREST NEGOTIATED WITH HEDGE COUNTERPARTY ON
POSTED COLLATERAL

NATURAL GAS HEDGE SET FORTH BELOW ARE THE ASSUMPTIONS ON THE NATURAL GAS HEDGE USED TO

DETERMINE THE FACILITY CHARGE AND NET DRAWING CHARGE

HEDGE CONTRACT FORWARDCONTRACTFOR PURCHASE OF NATURAL GAS OR EQUIVALENT FINANCIAL SWAP
WITH HEDGE COUNTERPARTY COUNTERPARTY

CONTRACT TERM 15YEAR TERM JANUARY 2012 THROUGH DECEMBER 31 2026

CONTRACT PRICE 8O9FMMBTU

CONTRACT PRICE IS QUOTE OBTAINED FROM FINANCIAL INSTITUTION

FINANCIAL INSTITUTION FOR PROPOSED HEDGE CONTRACT FOR CONTRACT TERM

GAS QUANTITY 75000 MMBTULDAY

GAS REQUIREMENT IS BASED ON 400 MWCOMBINED CYCLE GAS PLANT WITH

7800 BTUIKWH HEAT RATE AT 100 CAPACITY FACTOR

DISCOUNT RATE 50 ACTUAL RATE WILL BE VARIABLE AND ADJUST FOR THENCURRENT INTEREST

RATES

DISCOUNT RATE IS APPLIED TO DETERMINE THE VALUE OF COLLATERAL THAT OGE
WOULD BE REQUIRED TO PROVIDE TO HEDGE COUNTERPARTY

COLLATERAL FROM ASSUMES THAT NO OR LIMITED COLLATERAL WOULD BE POSTED BY HEDGE
HEDGE COUNTERPARTY COUNTERPARTY TO OGE DUE TO CREDIT RATING OF HEDGE COUNTERPARTY AND

THAT OGE WOULD TRANSFER ALL INTEREST AMOUNTS EARNED ON POSTED COLLATERAL

TO HEDGE COUNTERPARTY

CREDIT FACILITY AMOUNT CREDIT FACILITY AMOUNT IS BASED ON POTENTIAL MAXIMUM AMOUNT OF

COLLATERAL THAT OGE COULD REQUIRED TO POST WITH HEDGE COUNTERPARTY

POTENTIAL SUCH MARGINING POTENTIAL IS BASED ON POTENTIAL



PRICE OUTCOMES FOR THE MARKET PRICE OF NATURAL GAS DURING THE CONTRACT
TERM OUTCOMES

PRICE OUTCOMES FOR SEE CHART ATTACHED HERETO AS SCHEDULE AND CHART ATTACHED
POTENTIAL COLLATERAL EXPOSURE HERETO AS SCHEDULE TOGETHER THE CHARTS

THE RED LINE IN EACH PRICE CHART REFLECTS THE FORWARD PRICE CURVE FOR THE
ANNUAL AVERAGE PRICE OF NATURAL GAS FOR EACH YEAR OF THE CONTRACT TERM AS
OBTAINED FROM THE QUOTING FINANCIAL INSTITUTION AS OF SPECIFIED DATE

FORWARD PRICE CURVE

EACH ANNUAL PRICE FOR NATURAL GAS ON THE PINK LINE IN THE P99 CHART P99
PRICE REPRESENTS OR LESS PROBABILITY OF OCCURRING IN ANY YEAR
PROBABILITY HEDGE COUNTERPARTYS ASSUMED REQUEST FOR COLLATERAL FROMOGE WOULD BE BASED ON THE DIFFERENCE BETWEEN THE CONTRACT PRICE OF
809 MINUS THE P99 PRICE FOR THE APPLICABLE YEAR AS ADJUSTED BY THE
DISCOUNT RATE COLLATERAL EXPOSURE

EACH ANNUAL PRICE FOR NATURAL GAS ON THE PINK LINE IN THE P75 CHART P75PRI REPRESENTS 25 OR LESS PROBABILITY OF OCCURRING IN ANY YEAR
PROBABILITY HEDGE COUNTERPARTYS ASSUMED REQUEST FOR COLLATERAL

FROM OGE WOULD BE BASED ON THE DIFFERENCE BETWEEN THE CONTRACT PRICE
OF 809 MINUS THE P75 PRICE FOR THE APPLICABLE YEAR AS ADJUSTED BY THE
DISCOUNT RATE COLLATERAL EXPOSURE AND TOGETHER WITH THE P99
EXPOSURE THE COLLATERAL EXPOSURE

EACH OF THE PINK LINES IN THE P99 CHART AND THE P75 CHART IS GENERATED
USING MONTE CARLO SIMULATION BASED ON THE SPECIFIED FORWARD PRICE
CURVE

ACTUAL COLLATERAL EXPOSURE THE ACTUAL AMOUNT OF COLLATERAL THAT HEDGE COUNTERPARTY WOULD REQUEST
FROM OGE WOULD BE BASED ON THE DIFFERENCE BETWEEN THE CONTRACT PRICE
OF 809 MINUS THE THENCURRENT FORWARD PRICE CURVE UTILIZED BY HEDGE
COUNTERPARTY WHICH WILL FLUCTUATE BASED ON THE FLUCTUATIONS IN THE THEN
CURRENT PRICE OF NATURAL GAS AS ADJUSTED BY THE THENCURRENT DISCOUNT RATE

MARGINING POTENTIAL SEE POTENTIAL CHART ATTACHED HERETO AS SCHEDULE

MARGINING POTENTIAL FOR EACH YEAR OF THE CONTRACT TERM AT

PROBABILITY REPRESENTS THE MAXIMUM AMOUNT OF COLLATERAL THAT OGE
WOULD BE REQUIRED TO POST WITH HEDGE COUNTERPARTY ON ANY DAY OF SUCH
YEAR AT PROBABILITY

THE AMOUNT OF MARGINING POTENTIAL AT PROBABILITY IS SET FORTH IN
THE BOX ON THE UPPER RIGHT HAND CORNER OF THE MARGINING POTENTIAL CHART
AND IS DETERMINED BY CALCULATING THE FOLLOWING

MMBTULDAY 365 DAYSYEAR 15 YEARS P99 COLLATERAL EXPOSURE

MARGINING POTENTIAL FOR EACH YEAR OF THE CONTRACT TERM AT 25
PROBABILITY REPRESENTS THE MAXIMUM AMOUNT OF COLLATERAL THAT OGE
WOULD BE REQUIRED TO POST WITH HEDGE COUNTERPARTY ON ANY DAY OF SUCH
YEAR AT 25 PROBABILITY

THE AMOUNT OF MARGINING POTENTIAL AT 25 PROBABILITY IS SET FORTH IN



THE BOX ON THE UPPER RIGHT HAND CORNER OF THE MARGINING POTENTIAL CHART

AND IS DETERMINED BY CALCULATING THE FOLLOWING

MMBTULDAY 365 DAYSYEAR 15 YEARS P75 COLLATERAL EXPOSURE

FACILITY CHARGE 31 8MMBTU
FOR MMBTUDAY FOR 15 YEARS

SEE FUNDING COSTS CHART ATTACHED HERETO AS SCHEDULE

THE FACILITY CHARGE FOR MMBTU AT PROBABILITY AND 25 PROBABILITY

IS THE COST CHARGED BY BANK FOR OGE TO MAINTAIN CREDIT FACILITY FOR

NATURAL GAS HEDGE ON MMBTU OF NATURAL GAS AND IS DETERMINED BY

CALCULATING THE FOLLOWING

SUM OF THE P99 COLLATERAL EXPOSURES 02

THE FACILITY CHARGE IS BASED ON THE MARGINING POTENTIAL AT

PROBABILITY TO REPRESENT THE HIGHEST AMOUNT OF COLLATERAL THAT OGE COULD

PROVIDE TO HEDGE COUNTERPARTY IN ANY YEAR IN ORDER TO DETERMINE THE

APPROPRIATE CREDIT FACILITY AMOUNT ON CONSERVATIVE BASIS

NET DRAWING CHARGE 13272FMMBTU
FOR MMBTUDAY FOR 15 YEARS

AT PROBABILITY SEE FUNDING COSTS CHART ATTACHED HERETO AS SCHEDULE

THE NET DRAWING CHARGE FOR MMBTU AT PROBABILITY IS THE COST

CHARGED BY BANK FOR OGE TO DRAWON CREDIT FACILITY TO PROVIDE COLLATERAL

TO HEDGE COUNTERPARTY IN RESPECT OF MMBTU OF NATURAL GAS AND IS

DETERMINED BY CALCULATING THE FOLLOWING

SUM OF THE P99 COLLATERAL EXPOSURES 70

THE NET DRAWING CHARGE ASSUMES THAT THE MARGINING POTENTIAL WHICH

REPRESENTS THE HIGHEST AMOUNT OF COLLATERAL THAT OGE MUST PROVIDE TO

HEDGE COUNTERPARTY IN ANY YEAR WILL REMAIN DRAWN EACH DAY OF THE YEAR

IN ORDER TO CONSERVATIVELY ASSESS OGES POTENTIAL NET DRAWING CHARGE

NET DRAWING CHARGE 5652IMMBTU
FOR MMBTUDAY FOR 15 YEARS

AT 25 PROBABILITY SEE FUNDING COSTS CHART ATTACHED HERETO AS SCHEDULE

THE NET DRAWING CHARGE FOR MMBTU AT 25 PROBABILITY IS THE COST

CHARGED BY BANK FOR OGE TO DRAW ON CREDIT FACILITY TO PROVIDE COLLATERAL

TO HEDGE COUNTERPARTY IN RESPECT OF MMBTU OF NATURAL GAS AND IS

DETERMINED BY CALCULATING THE FOLLOWING

SUM OF THE P75 COLLATERAL EXPOSURES 70

THE NET DRAWING CHARGE ASSUMES THAT THE MARGINING POTENTIAL WHICH

REPRESENTS THE HIGHEST AMOUNT OF COLLATERAL THAT OGE MUST PROVIDE TO

HEDGE COUNTERPARTY IN ANY YEAR WILL REMAIN DRAWN EACH DAY OF THE YEAR
IN ORDER TO CONSERVATIVELY ASSESS OGES POTENTIAL NET DRAWING CHARGE

HEDGE FUNDING COST 13652MMBTU
FOR MMBTUDAY FOR 15 YEARS



AT PROBABILITY THE HEDGE FUNDING COST FOR MMBTUS AT PROBABILITY IS THE COST

CHARGED BY BANK FOR OGE TO ENABLE IT TO PROVIDE COLLATERAL TO HEDGE

COUNTERPARTY UNDER NATURAL GAS HEDGE FOR MMBTU AT

PROBABILITY AND IS DETERMINED BY CALCULATING THE FOLLOWING

388MMBUT 13272 MMBTU

HEDGE FUNDING COST 6O4OIMMBTU
FOR MMBTUDAY FOR 15 YEARS

AT 25 PROBABILITY THE HEDGE FUNDING COST FOR MMBTU AT 25 PROBABILITY IS THE COST

CHARGED BY BANK FOR OGE TO ENABLE IT TO PROVIDE COLLATERAL TO HEDGE

COUNTERPARTY UNDER NATURAL GAS HEDGE FOR MMBTU AT 25
PROBABILITY AND IS DETERMINED BY CALCULATING THE FOLLOWING

388IMMBUT 5652 MMBTU

HEDGE FUNDING COST 1023900000
FOR 75000 MMBTUDAY FOR 15 YEARS

AT PROBABILITY THE HEDGE FUNDING COST FOR 75000 MMBTU AT PROBABILITY IS THE

COST CHARGED BY BANK FOR OGE TO ENABLE IT TO PROVIDE COLLATERAL TO

HEDGE COUNTERPARTY UNDER NATURAL GAS HEDGE FOR 75000 MMBTU AT

PROBABILITY AND IS DETERMINED BY CALCULATING THE FOLLOWING

75000 MMBTU 13652FMMBTU

HEDGE FUNDING COST 453000000
FOR 75000 MMBTUDAY FOR 15 YEARS

AT 25 PROBABILITY THE HEDGE FUNDING COST FOR 75000 MMBTU AT 25 PROBABILITY IS

THE COST CHARGED BY BANK FOR OGE TO ENABLE IT TO PROVIDE COLLATERAL TO

HEDGE COUNTERPARTY UNDER NATURAL GAS HEDGE FOR 75000 MMBTU AT

25 PROBABILITY AND IS DETERMINED BY CALCULATING THE FOLLOWING

75000 MMBTU 6O4OIMMBTU

NATURAL GAS PRICE 1099IMMBTU

INCLUDING HEDGE FUNDING COST

AT PROBABILITY THE ACTUAL PRICE OF NATURAL GAS IS THE SUM OF THE FIXED CONTRACT PRICE

OF 809MMBTU AND THE HEDGE FUNDING COST AT PROBABILITY ON

PER MMBTUBASIS OF 29OIMMBTU

THE HEDGE FUNDING COST AT PROBABILITY ON PER MMBTU BASIS IS

DETERMINED BY CALCULATING THE NET PRESENT VALUE OF SUCH AGGREGATE HEDGE

FUNDING COST AT THE DISCOUNT RATE OF 50
NATURAL GAS PRICE 932MMBTU
INCLUDING HEDGE FUNDING COST

AT 25 PROBABILITY THE ACTUAL PRICE OF NATURAL GAS IS THE SUM OF THE FIXED CONTRACT PRICE

OF 8O9FMMBTU AND THE HEDGE FUNDING COST AT 25 PROBABILITY ON

PER MMBTU BASIS OF 123MMBTU

THE HEDGE FUNDING COST AT 25 PROBABILITY ON PER MMBTU BASIS IS

DETERMINED BY CALCULATING THE NET PRESENT VALUE OF SUCH AGGREGATE HEDGE
FUNDING COST AT THE DISCOUNT RATE OF 50



HEDGE FUNDING COST 1092160000
FOR 80000 MMBTUDAY FOR 15 YEARS

AT PROBABILITY THE HEDGE FUNDING COST FOR 80000 MMBTU AT PROBABILITY IS THE

COST CHARGED BY BANK FOR OGE TO ENABLE IT TO PROVIDE COLLATERAL TO

HEDGE COUNTERPARTY UNDER NATURAL GAS HEDGE FOR 80000 MMBTU AT

PROBABILITY AND IS DETERMINED BY CALCULATING THE FOLLOWING

80000 MMBTU 13652IMMBTU

HEDGE FUNDING COST 483200
FOR 80000 MMBTUDAY FOR 15 YEARS

AT 25 PROBABILITY THE HEDGE FUNDING COST FOR 80000 MMBTU AT 25 PROBABILITY IS

THE COST CHARGED BY BANK FOR OGE TO ENABLE IT TO PROVIDE COLLATERAL TO

HEDGE COUNTERPARTY UNDER NATURAL GAS HEDGE FOR 80000 MMBTU AT

25 PROBABILITY AND IS DETERMINED BY CALCULATING THE FOLLOWING

80000 MMBTU 6040MMBTU
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