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I. STATEMENT OF QUALIFICATIONS 1 

Q. Please state your name and business address. 2 

A. My name is David J. Effron.  My business address is 386 Main Street, Ridgefield, 3 

Connecticut. 4 

 5 

Q. What is your present occupation? 6 

A. I am a consultant specializing in utility regulation. 7 

 8 

Q. Please summarize your professional experience. 9 

A. My professional career includes over twenty years as a regulatory consultant, two years 10 

as a supervisor of capital investment analysis and controls at Gulf & Western 11 

Industries, and two years at Touche Ross & Co. as a consultant and staff auditor.  I am 12 

a Certified Public Accountant, and I have served as an instructor in the business 13 

program at Western Connecticut State College. 14 

 15 

Q. What experience do you have in the area of utility rate setting proceedings? 16 

A. I have analyzed numerous electric, telephone, gas and water rate filings in different 17 

jurisdictions.  Pursuant to those analyses, I have prepared testimony, assisted attorneys 18 

in rate case preparation, and provided assistance during settlement negotiations with 19 

various utility companies. 20 

  I have testified in approximately two hundred cases before regulatory 21 

commissions in Alabama, Colorado, Connecticut, Florida, Georgia, Illinois, Indiana, 22 

Kansas, Kentucky, Maryland, Massachusetts, Missouri, New Jersey, New York, North 23 
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Dakota, Ohio, Pennsylvania, Rhode Island, South Carolina, Texas, Vermont, and 1 

Virginia. 2 

 3 

Q. Please describe your other work experience. 4 

A. As a supervisor of capital investment analysis at Gulf & Western Industries, I was 5 

responsible for reports and analyses concerning capital spending programs, including 6 

project analysis, formulation of capital budgets, establishment of accounting 7 

procedures, monitoring capital spending and administration of the leasing program.  At 8 

Touche Ross & Co., I was an associate consultant in management services for one year 9 

and a staff auditor for one year. 10 

 11 

Q. Have you earned any distinctions as a Certified Public Accountant? 12 

A. Yes.  I received the Gold Charles Waldo Haskins Memorial Award for the highest 13 

scores in the May 1974 certified public accounting examination in New York State. 14 

 15 

Q. Please describe your educational background. 16 

A. I have a Bachelor's degree in Economics (with distinction) from Dartmouth College 17 

and a Masters of Business Administration Degree from Columbia University 18 

 19 

II. INTRODUCTION AND SUMMARY OF TESTIMONY 20 

Q. On whose behalf are you testifying? 21 

A. I am testifying on behalf of the People of the State of Illinois. 22 

 23 
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Q. What is the purpose of your testimony? 1 

A. In Docket No. 99-0127, the Illinois Commerce Commission (“ICC” or “the 2 

Commission”) approved a performance based ratemaking plan (“PBR”) in the 3 

form of a Gas Cost Performance Program (“GCPP”) for Northern Illinois Gas 4 

Company d/b/a Nicor Gas Company (“Nicor” or “the Company”).  The GCPP 5 

compares the actual cost of gas delivered by Nicor to a benchmark based on 6 

monthly market indices of the price of gas in the Chicago area.  “Savings” or 7 

“losses” experienced by Nicor based on the actual cost of gas in comparison to the 8 

benchmark are shared on a 50/50 basis between cus tomers and investors.  The 9 

purpose of this testimony is 1) to describe how Nicor shaped its injections to and 10 

withdrawals from its stored gas inventory to influence the benchmark against 11 

which the actual cost of gas was measured in 2001 and to quantify the effect of 12 

those actions on the benchmark and on the actual cost of gas delivered; 2) to 13 

quantify the extent to which Nicor was able to reduce the actual cost of gas 14 

delivered by drawing down low cost layers of last in first out (“LIFO”) gas in 15 

inventory in 2000 and 2002; and 3) to address the effect of certain accounting 16 

restatements on the cost of gas and on the benchmark. 17 

 18 

Q. Please summarize your conclusions. 19 

A. Nicor was able to influence the Storage Credit Adjustment (“SCA”) component of 20 

the benchmark by modifying the normal pattern of injections to and withdrawals 21 

from stored gas in inventory.  At the beginning of 2001, the stored gas in 22 

inventory was lower than normal because of net withdrawals from inventory 23 



 

 4

made by Nicor in 1999 and 2000.  In early 2001, Nicor withdrew significantly 1 

less gas than normal from inventory.  Then, to suppress the Storage Credit 2 

Adjustment for that year as a whole, Nicor modified the historical pattern of 3 

injections and withdrawals for the remainder of the year.  The deviations from the 4 

historical pattern of injections and withdrawals increased the actual cost of gas 5 

delivered to customers in 2001 above what that cost would have been in the 6 

absence of such deviations from historical practices.  The increase to the cost of 7 

gas was in the range of $145 million - $182 million, depending on the 8 

assumptions as to what the injections and withdrawals would have been in the 9 

absence of the modifications to influence the benchmark.  The increase to the 10 

benchmark was even greater, in the range of $178 million - $190 million, again 11 

depending on the assumptions as to what the injections and withdrawals would 12 

have been in the absence of the deviations from normal practices. 13 

  In 2000 and 2002, Nicor drew down low cost layers of LIFO gas in 14 

inventory.  This had the effect of reducing the average cost of gas delivered to 15 

customers by $29.7 million and $20.5 million, respectively, and accordingly 16 

improved the observed performance of Nicor against the benchmark measure 17 

specified in the GCPP.  The availability of such low cost gas was the result of the 18 

LIFO method of accounting used by Nicor and was not the result of proficient gas 19 

purchasing practices.  In the absence of the GCPP, the benefits of that low-priced 20 

gas would have accrued entirely to customers. 21 

  Nicor ultimately restated its accounting for certain transactions that 22 

affected its performance under the GCPP.  These transactions affected the cost of 23 
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gas delivered, the benchmark, and/or the cost of stored gas in inventory.  From the 1 

nature of certain of these transactions and the way that the Company originally 2 

accounted for the transactions, it appears that the only purposes of the transactions 3 

were to provide access to low cost layers of LIFO gas stored in inventory (thereby 4 

capturing one half of the benefit of those low cost LIFO layers for investors) and 5 

to influence the benchmark itself.  The restatement of the accounting for those 6 

transactions decreased the benchmark, increased the cost of gas sold, and restored 7 

low cost LIFO layers to inventory in 2000 and 2001.  I believe that the 8 

restatement resulted in appropriate accounting for the transactions in question.  9 

However, the restatement did not cure the effect of certain of Nicor’s actions that 10 

negatively impacted the cost of gas sold to customers.  In particular, the 11 

accounting restatement did not rectify the increase to the cost of gas of $145 12 

million - $182 million and the increase to the benchmark of $178 million - $190 13 

million that resulted from the Company’s actions in 2001.   14 

In addition to restating the accounting for certain transactions that had 15 

originally been intended to influence the Company’s performance against the 16 

benchmark, Nicor also restated the accounting for other transactions simply to 17 

correct errors.  In this testimony, all the volumes and dollar amounts to which I 18 

refer are after the Company’s restatement, unless otherwise noted. 19 

 20 

III. DESCRIPTION OF GCPP 21 

Q. Please describe your understanding of the GCPP as approved by the Commission. 22 
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A. The actual cost of gas recoverable incurred by the Company was compared to a 1 

benchmark, with savings (that is, costs below the benchmark) or losses (that is, 2 

costs above the benchmark), to be shared with customers.  The benchmark cost of 3 

gas incorporated the Market Index Cost of gas less a Storage Credit Adjustment, 4 

plus a Firm Deliverability Adjustment, plus a Commodity Adjustment.  The 5 

actual cost of gas was adjusted to exclude amortization of the reconciliation 6 

balance, pre-GCPP pipeline refunds, transition costs, and any PBR collection for 7 

the period.  The difference between the actual adjusted cost of gas and the 8 

benchmark cost of gas was shared 50/50 between investors and ratepayers. 9 

 10 

Q. Was Nicor able to influence any of the specified adjustments to the Market Index 11 

Cost of gas through its own actions? 12 

A. Yes.  The Firm Deliverability Adjustment was a fixed dollar amount, so that 13 

component was not affected by any of the Company’s actions.  The Commodity 14 

Adjustment was the product of multiplying actual deliveries by a factor $0.0168 15 

per MMBtu.  As the Company had little influence over the deliveries to 16 

customers, there was little opportunity to influence the Commodity Adjustment. 17 

However, the Company’s actions could influence the Storage Credit 18 

Adjustment. The Storage Credit Ad justment was the product of multiplying the 19 

Storage Credit Rate by actual storage withdrawals for the year.  The Storage 20 

Credit Rate was calculated by multiplying the monthly market index price by the 21 

historical percentage of storage withdrawals minus the historical percentage of 22 

storage injections for each month of the year.  The percentage of storage 23 
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injections for a given month was the storage injections for that month divided by 1 

the annual storage injections, based on the average for the years 1994-1998.  The 2 

percentage of storage withdrawals for a given month was the storage withdrawals 3 

for that month divided by the annual storage withdrawals, based on the average 4 

for the years 1994-1998.  The Storage Credit Rate was not within the control of 5 

the Company.  But the Company could alter the volumes of injections to and 6 

withdrawals from storage inventory, and, by doing so, affect the amount of the 7 

Storage Credit Adjustment.  In fact, that is just what happened, particularly in 8 

2001. 9 

 10 

Q. What was the purpose of the Storage Credit Adjustment? 11 

A. The purpose of the Storage Credit Adjustment was to recognize that portions of 12 

the Company’s deliveries in the peak months are made from storage inventory. 13 

Because injections are made into storage in the off-peak months, when prices are 14 

typically lower, the average price of deliveries in the peak months would 15 

normally be less than they would be if the deliveries in those months were made 16 

up entirely of purchases in those same peak months.  The Storage Credit 17 

Adjustment was meant to capture the effect of deliveries from storage in peak 18 

months on the average cost of gas sold. 19 

 20 

Q. Please provide an example of how the Storage Credit Adjustment for a given year 21 

was calculated. 22 
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A. The formula for the SCA was based on the Commission Order in Docket No. 99-1 

0127.  On Schedule DJE-1, I show an example of the calculation of the SCA 2 

based on the fixed injection and withdrawal percentages, as approved by the 3 

Commission, and the monthly market price indices in 1997.  The injection and 4 

withdrawal percentages are those actually used in the calculation of the SCA, 5 

based on the average percentages for the years 1994-1998.  I have used the 6 

monthly market price indices in 1997 to show what a typical SCA might look 7 

like.  In the years 1994-1998, with the actual monthly market price indices and the 8 

monthly injection and withdrawal percentages for each individual year, the 9 

calculated SCA varied from a low of $XXXX to a high of $ XXXX, with a simple 10 

average of $ XXXXX. 11 

 12 

Q. During the term of the GCPP, did the Company alter the volumes of injections to 13 

and withdrawals from storage inventory so as to influence the benchmark? 14 

A. Yes.  I explain below how the Company modified the injections to and 15 

withdrawals from storage inventory and how these modifications affected the 16 

benchmark, as well as the actual cost of gas delivered.  However, before doing so, 17 

an explanation of the Company’s accounting for the cost of gas delivered and 18 

stored gas inventory would be helpful. 19 

 20 

IV. ACCOUNTING FOR THE COST OF GAS 21 

Q. How is the cost of gas delivered determined? 22 
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A. The cost of gas delivered is equal to total purchases plus withdrawals from stored 1 

gas inventory less injections to stored gas inventory. 1 2 

 3 

Q. How does the Company account for the cost of gas in inventory? 4 

A. Nicor accounts for the cost of gas in inventory using the last- in-first-out (LIFO) 5 

method of pricing the physical volumes of stored gas.  LIFO assumes that the gas 6 

most recently injected into storage is the first gas withdrawn, with the LIFO 7 

inventory being valued as of December 31 of each year.  Thus, in determining the 8 

cost of gas withdrawn from inventory, it is assumed that that the withdrawals first 9 

come from the volumes injected in that year.  If the withdrawals in a given year 10 

are greater than the injections, then the withdrawals are priced at the LIFO 11 

“layers” existing as of the previous December 31, with the withdrawals being 12 

priced at the most recent layer, and then the next most recent layer, and so on.  If 13 

the injections are greater than the withdrawals over the course of the year, then a 14 

new LIFO layer will be created, reflecting the prices paid in that year. 15 

 16 

Q. Why would a company choose the LIFO method to value its inventory? 17 

A. In general, there are three methods to value inventory, other than specific 18 

identification.  Those methods are first- in-first-out (FIFO), LIFO, and weighted 19 

average cost.  The Internal Revenue Code requires conformance between 20 

published financial statements and tax accounting in valuing the cost of goods 21 

sold from inventory.  Thus in times of rising prices, LIFO will result in greater tax 22 

                                                 
1If a company uses alternative sources, such as liquefied natural gas or synthetic natural gas, total 
purchases would include gas from such sources for the purpose of this definition. 
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deductions and real tax savings compared to the other methods, even though 1 

reported (but not “real”) earnings will be lower under LIFO.2 2 

  For a regulated utility, whose prices are based on costs, the advantages of 3 

using LIFO are even greater.  Because the prices it charges are based on costs, the 4 

use of LIFO will increase revenue (again, assuming a generally increasing trend 5 

in prices), and there will be no reduction to reported earnings.  This will increase 6 

the regulated utility company’s cash flow and reduce the investor funds required 7 

to support stored gas inventory, which reduces the utility company’s rate base. 8 

 9 

Q. How do injections and withdrawals affect the cost of gas in storage inventory? 10 

A. The cost of gas in storage inventory is equal to the beginning balance of gas 11 

inventory plus the value of injections less the value of withdrawals, again with the 12 

withdrawals based on the LIFO method of valuation in Nicor’s case.  Over the 13 

course of the year, the value of withdrawals must be estimated based on what the 14 

expected average price of injections will be for the year, with the estimates being 15 

trued up as of December 31.  At that time, the actual prices of injections are 16 

known, and it is also known if the withdrawals were greater than injections and 17 

any LIFO layers existing as of the prior December 31 were liquidated in whole or 18 

in part. 19 

 20 

                                                 
2 That is, the method of accounting does not generally affect the true economics of a company’s operations. 
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V. TRANSACTIONS TO AFFECT COST OF GAS VS. BENCHMARK 1 

Q. Before and during the term of the GCPP, did Nicor engage in certain transactions 2 

that were explicitly devised to affect the Company’s measured performance 3 

against the benchmark? 4 

A. Yes.  Nicor engaged in certain transactions that were designed to affect the 5 

valuation of its gas in inventory, the cost of gas delivered, and/or the benchmark.  6 

The Company subsequently restated the method of accounting for these 7 

transactions, but it seems clear that the purpose of these transactions at the time 8 

they were initiated was to reduce the cost of gas in comparison to the benchmark, 9 

thereby earning Nicor a reward pursuant to the terms of the GCPP.  I describe 10 

four of these transactions below. 11 

A. SALE OF STORED GAS – 1999 12 

Q. Please describe the sale of stored gas inventory in December 1999. 13 

A. In December 1999, Nicor “sold” XX MMBtu’s (net of repurchases in that month) 14 

of stored gas inventory to IMD Storage Transportation and Asset Management 15 

Company, LLC (“IMD”).  The cost of gas held in inventory was higher than the 16 

market value of the gas at the time of the transaction.  As the “sale” to IMD was 17 

at the market price prevailing at the time, Nicor booked a loss of $13.7 million on 18 

this sale of gas to IMD and included that loss in the cost of gas sold in 1999. 19 

 20 

Q. Did this transaction, as originally booked by Nicor, affect the cost of gas sold 21 

during the term of the GCPP? 22 
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A. Yes.  This transaction had the effect of removing more recently purchased, higher 1 

cost, LIFO gas from the Company’s stored gas inventory as of December 31, 2 

1999.  Subsequent to this sale, Nicor was able to access older, lower cost, LIFO 3 

layers in 2000 and later years, enabling the Company to reduce its cost of gas as 4 

measured against the benchmark and to earn a reward under the GCPP.  To the 5 

extent that the cost of older LIFO layers was lower than the current market value 6 

of gas, Nicor would capture one-half of that difference for the benefit of its 7 

shareholders. 8 

 9 

Q. Did Nicor eventually restate its accounting for this transaction? 10 

A. Yes.  Nicor ultimately determined that this transaction did not actually represent a 11 

sale to IMD.  The sale originally booked in 1999 was reversed, and the recorded 12 

loss associated with the sale was eliminated.  The higher cost LIFO layers were 13 

restored to the stored gas inventory as of December 31, 1999.  Thus, when Nicor 14 

drew down its inventory in 2000, the withdrawals reflected the restored higher 15 

cost LIFO layers, which had the effect of increasing the cost of gas sold and 16 

reducing the Company’s performance against the benchmark, as compared to the 17 

performance before the restatement. 18 

 19 

B. STORAGE PREFILLS 20 

Q. Please describe the storage prefill transactions. 21 

A. During the term of the GCPP, Nicor entered into agreements with various counter 22 

parties who injected gas into the Company’s storage fields to be paid for at a later 23 
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date.  The price to be paid for the gas was determined at the time of the injection, 1 

as was the time frame in which Nicor was allowed to pay for the gas.3  Nicor did 2 

not include the gas in the inventory on its books of account until it actually paid 3 

for the gas. The intent of the storage prefills was to allow Nicor to maintain the 4 

physical inventory quantities necessitated by operational requirements, while also 5 

preserving access to the lower priced LIFO layers of inventory.  Thus, while the 6 

prefills were physically in stored gas inventory, their existence was not 7 

recognized on the Company’s books of account until Nicor actually paid for the 8 

prefill volumes. The storage prefills were an integral component of the 9 

Company’s strategy to beat the benchmark by liquidating low priced LIFO 10 

inventory. 11 

 12 

Q. Did Nicor eventually restate its accounting for the storage prefills? 13 

A. Yes.  Nicor ultimately determined that the storage prefills should be treated as 14 

product financing arrangements, meaning that the storage prefills were to be 15 

included in inventory at the time that the volumes were injected and Nicor 16 

incurred the obligation to pay for these volumes, although the actual cash 17 

disbursement would take place later.  The restatements affected the Company’s 18 

access to the lower priced LIFO layers and the actual cost of gas in comparison to 19 

the benchmark in 2000 and 2001. 20 

                                                 
3 The price paid also included carrying costs. 
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  In 2000, the restatement of the accounting for storage prefills increased the 1 

benchmark by $24.0 million4 and increased the actual cost of gas by $36.0 2 

million, negatively impacting the Company’s performance against the benchmark 3 

by $12.0 million.  The effect of the restatement in 2001 was even more 4 

pronounced.  The restatement in that year decreased the benchmark by $40.1 5 

million and increased the actual cost of gas by $21.6 million, negatively 6 

impacting the Company’s performance against the benchmark by $61.7 million. 7 

 8 

C. VIRTUAL STORAGE 9 

Q. Please describe virtual storage. 10 

A. Virtual storage treats flowing gas as simultaneous injections to and withdrawals 11 

from stored gas inventory. There is no effect on the actual cost of gas, value of 12 

gas in storage, or anything else of any substance.  The only effect is to increase 13 

the volume and value of gas injected to and withdrawn from storage.  Nicor 14 

employed virtual storage accounting in late 2000.  Because the Storage Credit 15 

Rate was negative (or “inverted”) in that year, the effect was to increase the 16 

volumes of gas withdrawn and to increase the benchmark against which the actual 17 

cost of gas (not affected by virtual storage) was measured. 18 

 19 

Q. Did Nicor eventually restate its accounting for certain volumes of gas in 2000 as 20 

virtual storage? 21 

                                                 
4 Because the SCR was negative in 2000, the increased withdrawals pursuant to the restatement increased 
the bencmark. 
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A. Yes.  Nicor ultimately determined that the volumes treated as virtual storage 1 

should have been treated as flowing gas.  The effect of the restatement was to 2 

reduce the benchmark in 2000 by $9.2 million.  There was no effect on the actual 3 

cost of gas sold. 4 

 5 

D. IN-FIELD TRANSFERS 6 

Q. What is an in-field transfer? 7 

A. An in-field transfer is the relocation of stored gas inventory from one storage field 8 

to another.  In 2000 and 2001 Nicor did not account for in-field transfers in a 9 

consistent manner, sometimes treating in-field transfers as withdrawals and 10 

injections of equal volumes, and sometimes treating in-field transfers as having no 11 

effect on the volumes either withdrawn and injected.   12 

 13 

Q. Did Nicor eventually restate its accounting for in-field transfers in 2000 and 14 

2001? 15 

A. Yes.  Nicor ultimately determined that because the in-field transfers were made 16 

for operational purposes and were not withdrawals for the purpose of providing 17 

service to customers, the transfers should not have been treated as withdrawals 18 

and injections.  The effect of the restatement was to reduce the benchmark in 19 

2000 by $9.7 million, but to increase the benchmark in 2001 by $2.8 million.  20 

There was no effect on the actual cost of gas sold. 21 

 22 
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E. SUMMARY 1 

Q. What was the effect of the restatement of the accounting for the transactions 2 

described above? 3 

A. As shown on Schedule DJE-2, the effect of the restatements described above was 4 

to decrease the benchmark for the years 2000 and 2001 combined by $32.2 5 

million and to increase the actual cost of gas delivered in those years by $57.6 6 

million.  In addition, there was a decrease to the cost of gas delivered in 1999, the 7 

year before the implementation of the GCPP, by $13.7 million. 8 

 9 

Q. In your opinion, are these restatements appropriate? 10 

A. Yes.  However, as I describe below, there were other consequences to the 11 

Company’s efforts to influence the cost of gas delivered and the benchmark cost 12 

of gas.  The consequences of these actions were harmful to customers and have 13 

not been rectified by restating the accounting for certain transactions prior to and 14 

during the term of the GCPP. 15 

 16 

VI. STORAGE CREDIT ADJUSTMENT 17 

A. 2000 STORAGE CREDIT ADJUSTMENT 18 

Q. Did the SCA in 2000 fit the “typical” pattern, as described above? 19 

A. No.  I show the calculation of the 2000 SCA on Schedule DJE-3, Page 1.  As seen 20 

on this schedule, the Storage Credit Rate (or “SCR”) for 2000 was negative $ 21 

XXXXX, resulting in a negative SCA.  The reason for this was that the average 22 
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market price indices in the off-peak months, when gas is injected, was higher than 1 

in the peak months, when gas is withdrawn, just the opposite of the usual pattern. 2 

 3 

Q. Did the negative, or “inverted”, SCR automatically confer a benefit on the 4 

Company because the effect of the inverted SCR is to increase the benchmark 5 

rather than decrease it? 6 

A. No.  Absent any effort to alter the historic pattern of injections and withdrawals, 7 

there would be no automatic benefit to the Company.  On Schedule DJE-3, Page 8 

2, I show a hypothetical example of what would happen assuming that the 9 

injections and withdrawals in 2000 exactly matched the assumed pattern in the 10 

SCA formula and that the injections and withdrawals were also equal to each 11 

other.  I have also assumed for the purpose of this example that the injections and 12 

withdrawals were 120 million MMBtu’s, which is approximately the average for 13 

the years 1994-1998.  14 

  In these circumstances, the inverted SCR would result in a higher 15 

benchmark.  However, if the injections and withdrawals exactly match the 16 

assumed pattern, the factors leading to an inverted SCR, that is the “inverted” 17 

seasonal prices, also would result in a higher cost of gas.  If the Company’s 18 

purchases exactly match the Market Price Index, then the actual cost of gas will 19 

exactly match the benchmark.5  Only if the pattern of injections and withdrawals 20 

is altered will the inverted SCR affect the benchmark in relation to the actual cost 21 

of gas. 22 

                                                 
5This example also assumes that Firm Deliverability Adjustment and Commodity Adjustment, which are 
not relevant to this presentation, are matched by the Company’s actual experience. 
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  Note that if the volume of injections is equal to the volume of 1 

withdrawals, then the value of withdrawals is equal to the value of injections.  2 

This is a feature of the LIFO method of accounting.  The value of withdrawals 3 

will be based on the injections for the year, determined as of December 31.  This 4 

means that the value of withdrawals in the peak months at the beginning of the 5 

year will actually reflect the price of the injections in the off-peak months in the 6 

middle of the year. This is counter- intuitive, because it means that withdrawals in 7 

early months reflect the price of future injections, and it appears, in a sense, that 8 

the Company is selling gas before it buys the gas.  However, this is a necessary 9 

consequence of LIFO accounting. 10 

 11 

Q. How could the pattern of injections and withdrawals be altered so that the 12 

inverted SCR will affect the benchmark in relation to the actual cost of gas? 13 

A. With an inverted SCR, the benchmark could be increased by increasing 14 

withdrawals, and, if the intent is to maintain equality between withdrawals and 15 

injections, also increasing injections.  On Schedule DJE-3, Page 3, I show a 16 

hypothetical example of what the effect would be of increasing both the injections 17 

and withdrawals by 10 million MMBtu’s in November.  The benchmark would 18 

increase by approximately $6.9 million.  However, the transaction would cause no 19 

change to the actual cost of gas delivered.   The increased withdrawals increase 20 

the absolute value of the inverted SCA, but because increased withdrawals are 21 

offset by increased injections, there is no effect on the actual cost of gas delivered.  22 
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The observed performance against the benchmark has been improved by $6.9 1 

million, although there has been no benefit to customers. 2 

  It is important to recognize that inflation of the benchmark would not 3 

necessarily lead to the Company’s earning a savings against the benchmark.  It 4 

could also serve to mask a failure to otherwise meet or beat the benchmark.  In 5 

other words, if the Company were actua lly incurring gas costs in excess of the 6 

benchmark, the excessive gas costs could be covered up by altering injections and 7 

withdrawals in a way that increases the benchmark by more than any such 8 

alterations increase the actual cost of gas.  In the above hypothetical example, the 9 

increase to injections and withdrawals in November increased the benchmark by 10 

$6.9 million with no increase to the actual cost of gas.  This would earn the 11 

Company a reward of $3.45 million (50% of $6.9 million), or avoid a penalty of a 12 

similar amount, although there has been no benefit to customers from the strategy 13 

employed.   Because the benchmark has been inflated, with no effect on the actual 14 

cost of gas, in the end customers are worse off by $3.45 million, the Company’s 15 

share of the incremental savings against the inflated benchmark. 16 

 17 

Q. Did Nicor attempt to shape its storage injection and withdrawal pattern in 2000 to 18 

affect the benchmark? 19 

A. Yes.  As described above, Nicor originally used virtual storage accounting in 20 

2000 to increase the volume of withdrawals and to increase the benchmark.  The 21 

Company ultimately determined that this was inappropriate and reversed the 22 
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effect of virtual storage accounting on the benchmark, which had the effect of 1 

reducing the benchmark by $9.2 million. 2 

 3 

B. 2001 STORAGE CREDIT ADJUSTMENT 4 

Q. What was the Storage Credit Rate in 2001? 5 

A. The Storage Credit Rate in 2001 was $ XXXX.  I show the derivation of this rate 6 

on Schedule DJE-4, Page 1.  Again, this Storage Credit Rate was far outside 7 

anything that had been experienced in the 1994-1998 base period that was used to 8 

establish the parameters of the SCA.  Only this time, the Storage Credit Rate was 9 

far higher than it had been in any of those years.  This was the result of the high 10 

prices in the early months in 2001, which exceeded the prices in the summer 11 

months of 2001 by far more than would be expected due to normal seasonal 12 

variations. 13 

 14 

Q. Does this high SCR automatically pose a problem to the Company because of the 15 

magnitude of the reduction to the benchmark? 16 

A. No. On Schedule DJE-4, Page 2, I show a hypothetical example of what would 17 

happen if the injections and withdrawals in 2001 were equal and the injections 18 

and withdrawals exactly matched the assumed pattern in the SCA formula.  The 19 

high SCR does result in a lower benchmark.  However, if the injections and 20 

withdrawals exactly match the assumed pattern, the seasonal price variations also 21 

result in a lower cost of gas.  Again, if the Company’s purchases exactly match 22 



 

 21

the Market Price Index, then the actual cost of gas will exactly match the 1 

benchmark. 2 

 3 

Q. Can the pattern of injections and withdrawals be altered so that the higher-than- 4 

normal SCR will affect the benchmark in relation to the actual cost of gas? 5 

A. Yes.  With a high SCR, decreasing the level of withdrawals can increase the 6 

benchmark.  On Schedule DJE-4, Page 3, I show what the effect of decreasing 7 

both the injections and withdrawals by 8 million MMBtu’s in November would 8 

be.  The benchmark would increase by approximately $22.0 million.  However, in 9 

this hypothetical example there would be no change to the actual cost of gas 10 

delivered.6   The decreased withdrawals increase the SCA, but because decreased 11 

withdrawals are offset by decreased injections, there is no effect on the actual cost 12 

of gas delivered.  The observed performance against the benchmark has been 13 

improved by $22.0 million, although there has been no benefit to customers.  14 

Again, any such manipulation of the benchmark could serve to mask a failure to 15 

otherwise meet or beat the benchmark. 16 

  This hypothetical example illustrates what I consider to be a significant 17 

problem with the GCPP formula.  The formula for calculating the SCA allowed 18 

the Company’s actions to influence the benchmark.  If there were a potential 19 

course of action that could increase the benchmark without increasing the actual 20 

cost of gas, there would be an incentive for the Company to take such action 21 

                                                 
6 There is no change to the actual cost of gas because the decrease to injections and withdrawals are 
assumed to be in the same month in this example.  However, as described later, if the there is a reduction to 
the volume of withdrawals (offset by an equal increase to the volume of flowing gas at the time) when the 
price is high and there is an equal reduction to the volume of injections in a month when the price is low, 
then the actual cost of gas delivered for the year will increase. 
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because it would earn a reward for doing so (equal to 50% of the increase in the 1 

benchmark) even though there were no benefits to customers.  What was even 2 

more of a problem was that if there were a potential course of action that would 3 

increase the benchmark but would also increase the actual cost of gas, there would 4 

be an incentive for the Company to take such action if the increase to the 5 

benchmark were greater than the increase to the actual cost of gas, even though 6 

such action would be detrimental to customers.  In this regard, the formula for the 7 

SCA created a perverse incentive to the Company to employ tactics that could 8 

increase the actual cost of gas to customers as long as it increased the benchmark 9 

more. 10 

 11 

Q. Is there any evidence that Nicor shaped its storage injection and withdrawal 12 

pattern in 2001 to affect the benchmark? 13 

A. Yes. The Marker Price Index per MMBtu in January was $ 10.0864.  By February 14 

the Index had declined to $ 6.3332 and by March to $ 5.2906.  With prices 15 

trending back towards a more normal level, it was clear that the SCA in 2001 16 

would be higher than it had been in the past.  The lower the withdrawals, the less 17 

the SCA, and the higher the benchmark.  Nicor patterned its injections and 18 

withdrawals in 2001 accordingly. 19 

On Schedule DJE-5, Page 1, I show a comparison of actual monthly 20 

injections and withdrawals in 20017 to the average monthly injections and 21 

withdrawals in the years 1994-1998, the years used to develop the percentages for 22 

the SCA calculation.  The withdrawals in 2001 were generally below the historic 23 
                                                 
7 These are the injections and withdrawals subsequent to the accounting restatement. 
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average beginning in January (as explained in more detail later) and continuing 1 

through the end of the year.  To accommodate this strategy of reduced 2 

withdrawals, the injections were also far below average.  For example, for the 3 

months July through October of 2001 the injections totaled about XXXXX 4 

MMBtu’s, as compared to the XXXXXX MMBtu’s that had been injected in 5 

those months, on average, for the years 1994-1998.  Normally, the injections 6 

would have begun in earnest in May and continued through the summer and early 7 

fall months.  However, because of the reduced withdrawals in the early winter 8 

months of 2001 and the continuing minimization of withdrawals, the requirement 9 

for injections in the off-peak months was limited.  The deviation from the normal 10 

pattern of withdrawals and injections was perfectly consistent with the objective 11 

of reducing the magnitude of the SCA in 2001. 12 

 13 

Q. How much below normal were the withdrawals in 2001? 14 

A. As shown on Schedule DJE-5, Page 1, the withdrawals in 2001 were XXXXX 15 

MMBtu’s. This was XXXXX MMBtu’s below the average withdrawals of 16 

XXXXXXX MMBtu’s in the years 1994-1998.  If nothing else, this certainly 17 

raises questions about any claims that the Company’s ability to manage injections 18 

and withdrawals was constrained by operational requirements.  When it suited 19 

their purposes, Company management was able to reduce withdrawals by over 20 

XXXXX % from historic levels. 21 

 22 
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Q. What was the effect on the SCA of this reduction to the withdrawals from 1 

inventory in 2001? 2 

A. If the withdrawals in 2001 had been equal to the average withdrawals for the 3 

years 1994-1998, the SCA would have been greater by approximately $190 4 

million, and the benchmark would have been reduced accordingly.  In other 5 

words, the reduction to withdrawals from inventory increased the benchmark by  6 

$190 million as compared to what the benchmark would have been if withdrawals 7 

had been normal, based on historical experience. 8 

 9 

Q. The Company’s exhibits show that its cost of gas was $29.6 million above the 10 

benchmark in 2001 (as restated).  If your contention that Nicor was able to 11 

influence the benchmark is correct, why wasn’t Nicor able to beat the benchmark? 12 

A. Nicor’s reductions to withdrawals and injections in 2001, even after the 13 

accounting restatement, not only affected the benchmark; they also affected the 14 

real world cost of gas delivered to its customers.  By reducing the withdrawals in 15 

the early months of 2001, and reducing the injections in the later months, the 16 

Company’s deliveries in the earlier months were weighted more heavily toward 17 

the current prices in those early months and less heavily toward the prices in the 18 

off-peak months.  That is, if Nicor had followed its normal pattern of injections 19 

and withdrawals in 2001, the volume of purchases in the off-peak months, when 20 

the prices were significantly lower, would have been substantially greater, and the 21 

actual cost of gas would have been less, much less. 22 
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  On Schedule DJE-5, Page 2, I show what the reduction to the actual cost 1 

of gas would have been in 2001 assuming that: 1) Nicor increased its withdrawals 2 

to the average amount for the years 1994-1998; 2) Nicor increased its injections 3 

accordingly, filling its storage capacity based on the pattern of injections in the 4 

years 1994-1998; and 3) The increased withdrawals supplanted purchases based 5 

on the Market Price Index for each month of 2001.  These assumptions do not 6 

imply the execution of any sophisticated management strategies; they simply 7 

reflect what Nicor would have done in 2001 with normal storage operations, again 8 

based on actual historical experience. 9 

  With LIFO accounting, the additional withdrawals in 2001 would be 10 

priced at the average price of injections for the year, $ XXX.  In the early months 11 

of the year, the additional withdrawals would supplant purchases at substantially 12 

higher market prices.  This would be partially offset by increased purchases at 13 

lower market prices in the later months of the year.  However, on balance, Nicor 14 

would have reduced the actual cost of gas delivered to customers in 2001 by 15 

approximately $182 million (Schedule DJE-5, Page 2) after the accounting 16 

restatement, by doing nothing more than following its historical inventory 17 

practices, rather than having modified those practices to affect the Benchmark 18 

Gas Cost. 19 

 20 

Q. Would the additional injections and withdrawals have any other effect? 21 

A. Yes.  As noted above, with additional withdrawals of XXXXXXXX MMBtu’s, 22 

the SCA would have increased by $189,916,000 (XXXXXXXXXXX), and the 23 
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benchmark would have decreased accordingly.  The Company’s performance 1 

against the benchmark would have been worse by $8,037,000 ($189,916,000 - 2 

$181,879,000).  Pursuant to the terms of the GCPP, this would result a reduction 3 

of $4.0 million to the amount due from customers. 4 

 5 

Q. The major portion of the reduction to the cost of gas of $182 million occurs in 6 

January.  Why is that? 7 

A. This is the combination of two factors.  First, the market price of gas in January 8 

was significantly higher than the price in any of the other months in 2001.  Thus, 9 

the difference between the price of gas purchases and the average price of 10 

injections  (assuming normal operations) was highest in January.  Second, the 11 

difference between the historical average level of monthly withdrawals and actual 12 

monthly withdrawals was highest in January.  The result was that the actual 13 

savings from withdrawals from storage in January was way below what it would 14 

have been with normal operations. 15 

 16 

Q. To what do you attribute the lower-than-normal level of storage withdrawals in 17 

January 2001? 18 

 A. I attribute the low volume of withdrawals in January 2001 to three factors.  First, 19 

inventory of stored gas was at a relatively low level at the end of 2000.  The top 20 

gas in storage had declined from XXXXX MMBtu’s at the end of 1998 to 21 

XXXXX MMBtu’s8 at the end of 2000.  This decline is the result of 1) the 22 

                                                 
8 This is the balance after the accounting restatement. 
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reduction to storage inventory in 1999 to eliminate the high priced LIFO layers9 1 

in preparation for the implementation of the PBR (as explained further below) and 2 

2) the further reduction to storage inventory in 2000 to actually take advantage of 3 

the difference between the market price of gas in 2000 and the remaining low 4 

priced LIFO layers (also explained further below).  Because of the lower 5 

inventory at the beginning of 2001, the Company was not in a position to 6 

withdraw the same volumes as it had been in earlier years.  Second, there was 7 

probably already a developing realization that the Storage Credit Rate for 2001 8 

would be higher than normal and that minimizing the level of withdrawals would 9 

increase the benchmark.  Third, although the historical volume of withdrawals for 10 

the year as a whole has not been dependent on the volume of deliveries for the 11 

year, the historical volume of withdrawals in the month of January appears to 12 

have been related to the historical volume of deliveries in that month.  Thus, to 13 

the extent deliveries in January 2001 were less than normal due to weather 14 

conditions, the reduced deliveries could have affected the January withdrawals. 15 

 16 

Q. Is there reason to believe that the reduced level of withdrawals in January 2001 17 

affected the Company’s planned levels of withdrawals and injections for the 18 

remainder of the year? 19 

A. Yes.  With the volume of withdrawals in January 2001 some XXXXXX 20 

MMBtu’s below normal (based on the average for 1994-1998) and with the price 21 

of gas XXXXXXXXXXXXXXX, it was clear in early 2001, as noted above, that 22 

Nicor would have difficulty meeting the benchmark if withdrawals from 23 
                                                 
9 There was a reduction to the stored gas inventory in 1999 even after the Company’s restatement. 
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inventory for the year as a whole approached anything near a normal level.  For 1 

example, if it was assumed that total withdrawals would be 100 million MMBtu’s 2 

in 2001 (itself below the historical average), then with a normal pattern, the 3 

January withdrawals should have been 28.10% of that annual amount, or 28.1 4 

million MMBtu’s, instead of XXXXX MMBtu’s, leaving a shortfall of XXXXX 5 

MMBtu’s for that month.  In March 2001, the Market Index Price was $ XXXXX 6 

per MMBtu.  If it were further assumed that this would approximate the average 7 

price of injections for the year, then Nicor would be $48.9 million (XXXXX 8 

XXXXXXX)) behind the benchmark at the end of January. 10  One way to 9 

compensate for that problem would be to hold the withdrawals for the year down 10 

as much as possible.  For example, if the withdrawals for the year could be held to 11 

XXXXX million MMBtu’s, then the actual January withdrawals would have been 12 

right on the benchmark target for that month (XXXXXXXXXXX), and there 13 

would be no penalty against the benchmark to Nicor in January 2001.  Given that 14 

the normal levels of withdrawals and injections were in excess of 100 million 15 

MMBtu’s, it would take some doing to hold those volumes to XXXXXX 16 

MMBtu’s (or less) for the year, even with the relatively low withdrawals in 17 

January.  However, Nicor proved to be up to the task, disclaimers that operational 18 

requirements limited its ability to manage withdrawals and injections 19 

notwithstanding. 20 

 21 

                                                 
10 That is, with a normal volume of withdrawals for the year, the Company’s performance against the 
benchmark would suffer.  Note the irony.  If it had been assumed that the price of gas for 2001 would 
remain at the January level, Nicor would have no problem.  The “problem” that Nicor had to address was 
the falling price of gas, not something normally considered a problem, at least not from the perspective of 
customers. 
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Q. You attributed the low level of withdrawals from storage in January 2001 to three 1 

factors, of which one, the lower than normal deliveries in that month, was 2 

arguably beyond the control of the Company.  Have you conducted an analysis  3 

that eliminates the effect of the lower than normal deliveries in the month of 4 

January 2001? 5 

A. Yes.  As I noted, historically the volume of withdrawals from gas stored in 6 

inventory in a given year was not dependent on the volume of deliveries for that 7 

year, but the volume of withdrawals in the month of January did appear to be 8 

related to the volume of deliveries in that month.  The pattern of deliveries in 9 

1998 was fairly similar to 2001.  That is, the deliveries for 1998 as a whole were 10 

within 1% of the 2001 deliveries, and the deliveries in January 1998 were also 11 

reasonably close to the deliveries in January 2001, actually about 3% less.  12 

Therefore it instructive to evaluate what the effect on the cost of gas in 2001 13 

would have been, assuming: 1) The monthly withdrawals in 2001 matched the 14 

amounts of the monthly withdrawals in 1998; 2) Nicor also increased its 15 

injections, filling its storage capacity based on the pattern of injections in the 16 

years 1994-199811; and 3) The increased withdrawals by month in 2001 17 

supplanted purchases based on the Market Price Index by month in that year. 18 

 19 

Q. What are the results of this evaluation? 20 

A. The results are shown on Schedule DJE-5, Pages 3 and 4.  In January 1998, the 21 

withdrawals from gas stored in inventory were XXXXX MMBtu’s, about XXXX 22 

                                                 
11This is actually a conservative assumption – if the pattern of injections in 2001 was the same as in 1998, 
rather than the same as the average pattern for the years 1994-1998, the average cost of gas injected would 
be lower. 
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MMBtu’s greater than the withdrawals in January 2001.  None of this difference 1 

can be attributed to weather, as the total deliveries in January 1998 were actually 2 

somewhat less than the deliveries in January 2001.12  Therefore, I attribute all of 3 

this difference to the relatively low volume of gas stored in inventory at the end of 4 

2000 and possibly to a developing realization that the SCR in 2001 would be 5 

unusually high. 6 

The results of the comparison on Schedule DJE-5, Pages 3 and 4 are 7 

generally consistent with the results of the comparison on Schedule DJE-5, Pages 8 

1 and 2.  Again, in the early months of the year, the additional withdrawals would 9 

supplant purchases at substantially higher market prices, and the savings in those 10 

months would be partially offset by increased purchases at lower market prices in 11 

the later months.  However, on balance, Nicor would have reduced the actual cost 12 

of gas delivered to customers in 2001 by approximately $145 million (Schedule 13 

DJE-5, Page 4) if the monthly volume of withdrawals from storage inventory in 14 

2001 matched the monthly volume of withdrawals in 1998 and the increases in 15 

withdrawals replaced purchases of flowing gas made at the market prices in effect 16 

at the time. 17 

I do not believe that it would have required exceptional foresight for 18 

management to implement such an approach in 2001.  Indeed, based on historic 19 

experience, it is not at all unreasonable to believe, that in the absence of 20 

reductions to stored gas inventory in 1999 and 2000 to take advantage of the PBR 21 

and efforts to influence the benchmark in 2001, the pattern of withdrawals from 22 

inventory in 2001 would have been similar to the pattern of withdrawals in 1998, 23 
                                                 
12 January 2001 was also colder than January 1998. 
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at a savings of at least $145 million for the year.  These savings were lost because 1 

1) The withdrawals from stored gas inventory in XXX were XXXX than normal, 2 

even allowing for the lower deliveries in that month; and 2) in order to 3 

compensate for the lower withdrawals in January, Nicor compounded the lost 4 

savings in that month by holding down withdrawals, and consequently, injections 5 

for the remainder of the year.  As a result, the Company lost the savings that 6 

normally would have accrued from purchasing more gas at the lower prices in the 7 

summer months of 2001 and less gas at the higher prices in the early winter 8 

months of 2001.  The loss was exacerbated by the higher than normal differential 9 

between the summer and winter prices in that year. 10 

  11 

Q. If the pattern of withdrawals in 2001 had been similar to the pattern of 12 

withdrawals in 1998 would there have been any other effect? 13 

A. Yes.  With additional withdrawals of XXXXXXX MMBtu’s, the SCA would 14 

have increased by $178,151,000 (XXXXXXXXXXXX), and the benchmark 15 

would have decreased accordingly.  The Company’s performance against the 16 

benchmark would have been worse by $33,355,000 ($178,151,000 - 17 

$144,796,000).  Pursuant to the terms of the GCPP, this would result a reduction 18 

of $16.7 million of the amount due from customers. 19 

 20 
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VII. EFFECT OF LIQUIDATION OF LIFO LAYERS 1 

Q. In your examples above, you have generally assumed that inventory withdrawals 2 

were equal to inventory injections.  Were inventory withdrawals in fact equal to 3 

injections in the years 2000 - 2002? 4 

A. No. In 2000 inventory withdrawals were XXXXX MMBtu's XXXXX inventory 5 

injections, so there was a XXXXXXXXX of gas stored in inventory in that year.  6 

In 2001, inventory injections were XXXXXXX inventory withdrawals, so there 7 

was XXXXXXXXXXXXX in that year, but rather a XXXXXXXXXXX. 13 In 8 

2002, inventory withdrawals were XXXXX MMBtu's XXXXX inventory 9 

injections.  The XXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXXX 10 

XXXXXXXXXXXXXXXXXXXXXXXXXX. 11 

 12 

Q. What effect did these XXXXX have on the actual cost of gas delivered to 13 

customers in 2000 and 2002? 14 

A. XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX 15 

XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX 16 

XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX 17 

XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX 18 

XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX XXXXX 19 

XXXXX XXXXX. 20 

 21 

                                                 
13 XXXXX. 
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Q. Have you quantified the effect of the LIFO liquidations on the cost of gas for 1 

2000 and 2002? 2 

A. Yes.  On Schedule DJE-6, I have calculated the effect of liquidating LIFO layers 3 

on the cost of gas in 2000 and 2002.  I have begun by calculating the average cost 4 

of gas per MMBtu based on the Market Index Cost of gas plus the Storage Credit 5 

Adjustment.  I believe this to be a reasonable estimate of what the cost of gas 6 

would have been if Nicor had obtained gas at market prices rather than drawing 7 

down low cost LIFO gas from inventory in 2000 and 2002.  As can be seen, the 8 

average market index cost of gas (including the SCA) was $4.56 per MMBtu in 9 

2000 and $3.37 per MMBtu in 2002.  The book value of the XXXXX MMBtu’s 10 

withdrawn from inventory in 2000 was $50,152,000 (XXXX per MMBtu).  The 11 

book value of the XXXXX MMBtu’s withdrawn from inventory in 2002 was 12 

$13,359,000 (XXX per MMBtu).  If Nicor had purchased gas in 2000 and 2002 at 13 

market prices instead of liquidating inventory, the cost of the purchases would 14 

have been $79,849,000 and $33,973,000, respectively. 15 

  Thus, in 2000, Nicor reduced the cost of gas delivered by $29,697,000 by 16 

liquidating inventory rather than purchasing gas. In 2002, Nicor reduced the cost 17 

of gas by $20,614,000 by liquidating inventory rather than purchasing gas. 18 

 19 

Q. How do these reductions to the cost of gas compare to the Company’s calculated 20 

savings against the benchmark over the term of the GCPP? 21 

A. For the years 2000-2002 on a cumulative basis, Nicor beat the benchmark by 22 

$17,746,000.  This is significantly less than the $50,311,000 reduction to the cost 23 
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of gas achieved by liquidating low cost LIFO layers rather than buying gas at 1 

market prices in 2000 and 2002.14  In other words, to the extent that Nicor was 2 

able to beat the benchmark over the term of the GCPP, it had nothing to do with 3 

superior management or astute administration of its gas purchasing activities.  4 

Rather, it was solely the result of being able to withdraw low priced gas from its 5 

inventory.  In fact, absent the withdrawals of the low priced gas, the cost of gas 6 

would have been above the benchmark over the term of the GCPP. 7 

 8 

Q. What would have happened if no GCPP had been in place when Nicor liquidated 9 

its low priced inventory? 10 

A. The entire benefit of the low priced gas would have inured to customers.  There 11 

would have been no 50/50 sharing of this benefit between investors and 12 

customers.  In my opinion, this would have been entirely appropriate, as the only 13 

reason that Nicor had this low priced gas from years ago in inventory was that 14 

over the years customers had paid the higher current price of gas pursuant to the 15 

LIFO accounting method used by Nicor.  In effect, the GCPP created an 16 

opportunity for Nicor and its investors to share in a benefit that should have gone 17 

entirely to customers, and Nicor jumped on that opportunity. 18 

 19 

Q. Several of the Company’s witnesses have stated their belief that the low cost 20 

LIFO gas in inventory is the property of the utility company’s investors.  Do you 21 

agree? 22 

                                                 
14 Again, in 2001 there injections were greater than withdrawals, so there was no draw down of the LIFO 
layers from prior years. 
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A. I agree that the stored gas inventory is the property of investors in the sense that 1 

the inventory is an asset devoted to the provision of utility service, on which 2 

investors are entitled to a return.  However, if the implication of these statements 3 

is that investors have some sort of right to capture the difference between the 4 

book accounting cost of this inventory and the current market value of the 5 

inventory for their own benefit, then I disagree entirely.  The only reason that the 6 

low cost LIFO layers from thirty years ago exist on the books of the Company is 7 

that ratepayers have been charged for the higher current value of gas in the years 8 

since.  Saying that investors have a right to the difference between the historic 9 

cost of gas in inventory and the current market value of that gas would be 10 

tantamount to saying that investors get all the benefits of low cost assets while 11 

customers are responsible for providing for the recovery of all high cost assets.  12 

Such a position is contrary to all principles of cost based ratemaking as I 13 

understand them. 14 

 15 

Q. Were there any negative repercussions to the strategy employed by Nicor to 16 

capture the benefits of the low priced gas in inventory? 17 

A. Yes.  In 1999, Nicor withdrew XXXXXXX MMBtu’s from storage in excess of 18 

the volumes of gas injected into storage, in order to be in a position to keep a 19 

share of the difference between the remaining low priced LIFO gas in inventory 20 

and the market price of gas during the time that the GCPP was in effect.15  In 21 

2000, Nicor liquidated XXXXXXX MMBtu’s of stored gas at an average price 22 

that was $29.7 million below the average market index price of gas for the year, 23 
                                                 
15 Prior to the restatement, the withdrawals were 27.9 MMBtu’s in excess of injections in 1999. 
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keeping half of that difference for itself.  As a result of these net withdrawals, the 1 

volume of top gas stored in inventory as of December 31, 2000, was 2 

approximately XXXXXXXX the volume as of December 31, 1998.  Because of 3 

this situation, withdrawals of gas from inventory were XXXXXXX normal levels 4 

in early 2001, at a substantial cost to customers, as described above. 5 

 6 

VIII. SUMMARY OF CONCLUSIONS 7 

Q. Please summarize the conclusions of your testimony. 8 

A. By modifying the pattern of injections to and withdrawals from stored gas 9 

inventory, Nicor affected the Benchmark Cost of Gas.  Depending on 10 

circumstances, such modifications also affected the actual cost of gas delivered to 11 

customers.  Nicor eventually restated its accounting for certain of the transactions 12 

that were intended to influence the benchmark and the actual cost of gas 13 

delivered.  The restatements corrected what had been improper accounting 14 

practices.  However, the restatements did not rectify all of the adverse 15 

consequences of the Company’s actions to influence the benchmark and the actual 16 

cost of gas. 17 

Pursuant to the GCPP formula, Nicor was able to earn a reward (or 18 

mitigate a penalty) if its activities increased the benchmark by more than they 19 

increased the actual cost of gas.  There was no penalty to Nicor unless such 20 

activities increased the cost of gas by more than they increased the benchmark.  In 21 

fact, in 2001 Nicor’s deviations from its normal pattern of injections to and 22 

withdrawals from stored gas inventory caused a significant increase in the actual 23 
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cost of gas.  However, to the extent that these deviations increased the benchmark 1 

more than the actual cost of gas, Nicor was able to earn a reward by its actions.  2 

This was contrary to the way a well-designed PBR should work and was the result 3 

of reliance on a benchmark that could be influenced by the Company’s behavior. 4 

  The only reason that Nicor was able to beat the benchmark over the term 5 

of the GCPP was that it was able to withdraw low cost gas from inventory.  This 6 

required no managerial skill.  The benefits from withdrawing the low cost gas 7 

properly belong to customers and, in the absence of the GCPP, would have inured 8 

entirely to the benefit of customers. 9 

 10 

Q. Does this conclude your testimony? 11 

A. Yes. 12 

 13 


