Executive Summary
ATO Energy


Natural Gas

In 2000, ATO continued to focus its natural gas procurement strategy with the aggregation of Marion and Scranton natural gas loads, the full implementation of a commodity arbitrage strategy across both the Marion and Scranton plants, and a fuel switching strategy in Scranton to minimize fuel costs by firing the plant’s boilers on fuel oil when market prices allow.  ATO’s strategy is based in the fundamental principles of load aggregation and market arbitrage.  The strategy looks to take advantage of the cost benefits from economies of scale and proven arbitrage practices based on market fundamentals and technical analysis.

In 2001, ATO will adhere to the basic fundamentals of its natural gas procurement strategy with some modifications based on lessons learned in 2000.  First, continued market volatility in the natural gas market is likely.  ATO will counter this increased volatility with longer term (2-3 year) futures contracts on a percentage of its load.  Second, the arbitrage losses in May and June were primarily caused by an aggressive arbitrage strategy of “shorting” ATO’s natural gas requirements.  In the future, ATO will utilize more conservative strategies involving options rather than the short selling of physical load.  Third, natural gas budget estimates need to be aggressive, but realistic.  In 2000, the commodity cost of natural gas never reached prices low enough to allow the business plan to be met.  Aggressive arbitrage was required just to meet budget.  In the future, business plans will be set based on best estimates of the forward market, and arbitrage strategies will be designed to provide savings versus business plan and the market.

The aggregation of the natural gas loads of the Scranton and Marion plants began in April of 2000.  Almost immediately, the natural gas market began an unprecedented run-up in price.  Natural gas is a traded commodity on the New York Mercantile Exchange (NYMEX), and is subject to the same market pressures like any other commodity.  Since May, the prompt month NYMEX price for natural gas has risen from $3.00 per dekatherm to an all-time high of $5.44 per dekatherm on October 17th.  Since the run-up began, the market has provided little opportunity for ATO to purchase gas.  Notwithstanding the initial arbitrage losses reported in June, ATO has managed to consistently match or beat market prices for natural gas by following a more conservative arbitrage strategy.

With regards to interstate natural gas transportation, both the Marion and Scranton plants took steps to reduce their exposure to volatile transportation rates by executing longer term contracts for firm transportation on long-haul pipelines serving each facility.  In addition, several options are being pursued for TDM in order to ensure reliable and cost-effective transportation service.

With regards to local distribution of natural gas, both Marion and Scranton will continue to be served under current rates with little or no change.  ATO has negotiated a discounted distribution rate for TDM with the local natural gas distribution company, Ecogas.  Savings from this discounted rate are estimated at $90K over a three year period.


Electricity

In 2000, ATO worked closely with the electric utilities serving the plants in Marion, Scranton, and Mexicali.  ATO actively participated in the state industrial energy groups in Pennsylvania and Indiana.  ATO also assisted the Circleville plant with the industrial energy group in Ohio as the state looks to implement electric competition in 2001.  With regards to the demand-side management, ATO worked closely with the Marion to evaluate the facility infrastructure at the plant.  Significant improvements to the plant’s steam, chilled water, and compressed air systems are planned for next year.

In 2001, ATO will continue with its two-prong strategy of ensuring cost-effective and reliable electric service to its plants.  First, ATO will continue to work with utilities, marketers, and regulators in an attempt to influence regulatory policies and the development of competitive energy markets where it is in ATO’s best interests.  Second, ATO will continue to work with the plants on demand-side energy management and facilities outsourcing concepts design to improve plant efficiencies and reduce energy requirements.

The Scranton plant was served by PPL under an “interruptible” power tariff in 2000.  The Scranton plant’s electric rates are essentially capped at 1997 prices thanks in great part to the plant’s active participation in the restructuring of the electric industry in Pennsylvania since 1996. The only variable to the Scranton plant rate is number of power interruptions that PPL will call in any one year.  The plant is subject to a maximum of fifteen interruptions per year.  The plant experienced two emergency interruptions and four economic interruptions in 2000.  The plant is required to shutdown during emergency interruptions, but can elect to continue operating at higher market prices during economic interruptions.  Because of the restructuring of the electric industry in Pennsylvania, the Scranton plant has the opportunity to purchase its electric supply from an alternate generation supplier as it did in 1999.  However, in 2001 the plant will continue to receive electric service under PPL’s interruptible rate.   It will not shop for alternate generation supply because of two reasons:  current market prices are higher than the plant’s capped rate with PPL, and an outstanding issue with regards to the control of competitively purchased electric supply in which PPL claims to control the generation supply of interruptible customers like the Scranton plant.

The Marion plant was served by AEP under a “firm” power tariff in 2000.  Currently, Indiana is one to two years away from electric deregulation that would allow competitive choice of electric supply.  ATO continues to work in Indiana with the state’s industrial energy group and other stakeholders to promote electric competition.  The plant’s electric rates in 2001 should remain relatively steady versus 2000.  The plant has initiated a project to upgrade the facility infrastructure at the plant.  The project involves the replacement of the plant’s antiquated boilers and chillers with new, energy efficient units.  Improvements to the steam, chilled water, and compressed air systems will result in lower energy costs and greater production reliability for the plant.  Basic engineering for the project is scheduled to be completed by January of 2001.  The steam plant upgrades are scheduled to occur prior to the 2001/2002 heating season with the chilled water plant upgrades to follow.  ATO hopes to avoid any capital expenditure, and is looking to finance the entire project through either a lease or outsourcing arrangement with the costs covered by project savings.

TDM will be served by the Mexican state run utility, CFE.  The plant will be served under a CFE “firm” power tariff.  In order to mitigate high electric prices and increasing escalation factors in Mexico, ATO has initiated discussions with two independent power projects currently under development in Mexicali.  Existing regulations would allow TDM to purchase electric supply from these new plants over CFE transmission lines at substantially lower rates with more reasonable inflation factors.  These new power plants are scheduled to come on-line in 2003.


Water

The Scranton plant enjoyed its first year on its negotiated water rate with Pennsylvania-American Water Company.  The plant will save an estimated $300K in 2000 versus business plan.  The negotiated rate requires an average minimum consumption of 20 million gallons per month, and is at risk if the plant’s consumption drops off significantly due to less production.  ATO will work with Pennsylvania-American Water Company and the state’s industrial energy group to minimize this risk.

The Marion plant is currently served by the City of Marion’s municipal water company.  The plant’s water rates in 2001 should remain relatively steady versus 2000.

TDM will be served by the City of Mexicali’s municipal water company, CESPM.  ATO is currently negotiating with CESPM for a discounted water rate.


Industrial Gases

In 2000, ATO began a strategy to aggregate the industrial gas loads of the Marion, Scranton, Mexicali, and Circleville plants.  At the same time, ATO began working with FreeMarkets to conduct a Thomson-first-ever on-line “competitive bidding event” (CBE) for industrial gases.  The CBE, scheduled for October, will aggregate the industrial gas loads of the Marion and Mexicali plants.  Through additional negotiations with the current incumbent suppliers at the Scranton and Circleville plants which are currently under long term supply contracts, ATO secured the opportunity to lower prices at these plants if the incumbent suppliers should win the CBE for the Marion and Mexicali plants.
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