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I. Introduction 1 

Q. Are you the same Michael E. Barrett who provided direct testimony on reopening in 2 

this docket? 3 

A. Yes. 4 

II. Purpose of Testimony and Summary of Conclusions  5 

Q. What is the purpose of your rebuttal testimony? 6 

A. NICOR Gas Company (“Nicor” or the “Company”) has asked me to address the direct 7 

testimony on reopening of the Illinois Commerce Commission Staff (“Staff”), the 8 

Attorney General (“AG”), and the Consumer and Governmental Intervenors  (“CGI”) 1 9 

(referred to collectively as “the Staff and Intervenors”). 10 

Q.  What are your conclusions and primary findings? 11 

A. Based on my review of the facts of this proceeding, and my reading of the direct 12 

testimony on reopening and related information responses of the Staff and Intervenors, I 13 

conclude that the accounting restatements prepared by Nicor are proper and consistent 14 

with Generally Accepted Accounting Principles (“GAAP”).  Furthermore, these 15 

accounting restatements correct the problems with Nicor’s initial accounting for 16 

performance under the Gas Cost Performance Program (“GCPP”).  The accounting 17 

restatements tie directly to and support Nicor’s claim for underpayments by customers 18 

during the GCPP period.  Indeed, the Staff and Intervenors themselves acknowledge the 19 

appropriateness of many of the accounting restatements. 20 

                                                 
1  The Consumer and Governmental Intervenors consist of the Citizens Utility Board and the Cook County State’s 
Attorney’s Office. 
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 I also find that even though the accounting restatements have resolved the known 21 

accounting issues, the Staff and Intervenors have nonetheless attempted to obscure the 22 

changes made in the restatements and criticize Nicor in a biased fashion for the issues 23 

that have already been corrected in the restatements.  They have proposed numerous 24 

additional adjustments to the accounting for the results under the GCPP that are incorrect, 25 

inappropriate and/or improper. 26 

Q. Why do you find many of the adjustments proposed by the Staff and Intervenors to 27 

be incorrect, inappropriate and/or improper? 28 

A. I made several recurring observations on Staffs and Intervenors proposed adjustments: 29 

• Many of the proposed adjustments  are inconsistent with or contradict 30 
GAAP.  These adjustments violate general and regulatory accounting 31 
principles and lack an accounting basis.  For example, Mr. Zuraski 32 
attempts to adjust the Benchmark to include the Storage Credit 33 
Adjustment (“SCA”) on withdrawals from inventory that never took place, 34 
and for which there is no dispute that such withdrawals did not take place 35 
(Section IV, subsection B). 36 

• There is a lack of a logical relationship between many of the proposed 37 
adjustments, and Nicor’s GCPP calculations and actual accounting results.  38 
They reflect results that did not, and in some cases could not, occur and 39 
are inconsistent with Nicor’s actual accounting results.  For example, Mr. 40 
Zuraski and Mr. Mierzwa attempt to remove the effects of the sale of 41 
certain low cost gas LIFO layers of inventory without reflecting its effects 42 
on the ultimate calculation of GCPP results (Section IV, subsection A). 43 

• Most of the adjustments rely on arbitrary assumptions and calculations, 44 
and demonstrate hindsight reasoning.  As a result, these adjustments are 45 
negatively biased to substantially increase the proposed adjustments.  For 46 
example, Mr. Zuraski proposes an adjustment resulting from an arbitrary 47 
and theoretical change in the timing of the IMD transaction (Section IV, 48 
subsection D). 49 

• Certain proposed adjustments seek to disallow recovery of costs that are 50 
clearly recoverable from customers and, consistent with GAAP guidance 51 
and regulatory accounting principles, are properly recovered in gas costs.  52 
For example, Mr. Knepler proposes an adjustment regarding the 2% 53 
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estimation of lost and unaccounted-for storage gas, which GAAP guidance 54 
clearly indicates should be included in the cost of gas (Section IV, 55 
subsection K). 56 

III. Staff and Intervenors Acceptance of Nicor’s Accounting Restatements 57 

Q. In your opinion, do the accounting restatements correct the problems with Nicor’s 58 

initial accounting for performance under the  GCPP? 59 

A. Yes.  The accounting restatements correct the problems with Nicor’s initial accounting 60 

for performance under the GCPP. 61 

Q. Are the accounting restatements accepted by the Staff and Intervenors? 62 

A. Yes, there are numerous instances where the Staff and Intervenors expend substantial 63 

effort discussing and criticizing Nicor’s initial accounting only to then state that the 64 

accounting has been corrected and requires no further adjustment.  I noted the following 65 

specific statements in the testimony of the Staff and Intervenors. 66 

A. 1999 Sale to IMD 67 

 Mr. Zuraski concludes that the accounting restatement adequately addresses the primary 68 

concern about the IMD transaction—that the loss incurred on the sale would be borne 69 

entirely by customers in 1999, but shared in 2000 under the GCPP (Zuraski, lines 762 – 70 

764). 71 

 Mr. Mierzwa similarly concludes (Mierzwa, lines 1165 –1176) that Nicor’s customers 72 

have been properly compensated through the restatement, by a reduction in gas costs for 73 

1999 (Mierzwa, lines 1179-1181). 74 



 
 

Docket Nos. 01-0705, 02-0067 and 02-0725 4 Nicor Gas Ex. 7.0 

 Mr. Effron discusses the 1999 Sale to IMD and does not dispute the restatement (Effron, 75 

pages 12-132). 76 

B. Virtual Storage 77 

Mr. Zuraski’s discussion of accounting adjustments (Zuraski, lines 1582-1591) includes 78 

the restatement for virtual storage.  He does not dispute the adjustment. 79 

 Mr. Mierzwa provides a detailed explanation of virtual storage in his testimony 80 

(Mierzwa, lines 1248-1264) and then states that he is not proposing an adjustment for this 81 

issue (Mierzwa, lines 1266-1269). 82 

 Mr. Effron discusses virtual storage and does not dispute the restatement (Effron, pages 83 

14-15). 84 

C. Storage Prefills 85 

 Ms. Everson discusses the storage prefills and explains Statement of Financial 86 

Accounting Standards No. 49 (“FAS 49”) accounting in detail (Everson, lines 204-259) 87 

and then states that she believes the Company properly accounted for the prefill 88 

transactions in its restatements (Everson, lines 263-264). 89 

 Mr. Mierzwa discusses the storage prefills (Mierzwa, lines 1118-1153) and then states 90 

that he is not proposing an adjustment (Mierzwa, lines 1155-1157).  He also 91 

acknowledges that the original treatment of interest charges appears to have been 92 

corrected upon restatement (Mierzwa, lines 1160-1163). 93 

                                                 
2  Mr. Effron’s testimony does not contain continuous line numbers, thus page numbers are referenced for his 
testimony. 
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 Mr. Effron discusses the storage prefills and does not dispute the restatement (Effron, 94 

pages 12-14). 95 

D. Meter Reading Error 96 

 Mr. Zuraski explains the meter reading error (Zuraski, line 1512-1523) and then 97 

concludes that the Staff accepts the existing adjustment (Zuraski, lines 1523-1525). 98 

 Mr. Mierzwa and Mr. Effron do not discuss the meter reading error, nor do they claim 99 

any necessary additional adjustment for it. 100 

Q. Are all of Nicor’s accounting restatements properly reflected in the GCPP 101 

calculations? 102 

A. Yes.  As noted in my direct testimony, Nicor, with the concurrence of its new auditor 103 

Deloitte & Touche LLP (“Deloitte & Touche”), made a number of accounting adjustments 104 

to its books and records, resulting in a restatement of its financial position and results for 105 

1999-2002.  As shown in Attachments MEB-3 and MEB-4 to my direct testimony, Nicor 106 

properly modified its 2000 and 2001 GCPP calculations for all of the accounting 107 

adjustments included in Nicor’s financial restatements.  The Benchmark Gas Cost and 108 

Actual Gas Costs components of the GCPP calculation were adjusted appropriately for 109 

each of the necessary accounting adjustments, and the adjusted GCPP results were 110 

computed in accordance with the specific calculation method set forth in Rider 4, “Gas 111 

Cost Performance Program.” 112 

Q. Why is this important? 113 

A. Because the GCPP results themselves will ultimately be recorded in the audited books 114 

and records of the company, the calculation of the GCPP amounts must be based on 115 
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verifiable financial information.  This information comes from Nicor’s audited financial 116 

statements, prepared in accordance with GAAP.  GAAP is the proper standard under 117 

which Actual Gas Costs are computed, and GAAP is the standard for computing the 118 

recording of inventory movements, which strongly influences the Storage Credit 119 

Adjustment component of Benchmark Gas Cost.  As discussed in detail in my direct 120 

testimony, GAAP also is the standard followed by Deloitte & Touche in approving or 121 

recommending the adjustments included in the accounting restatements. 122 

 As will be discussed further in my testimony, many of the adjustments proposed in the 123 

direct testimony of the Staff and Intervenors are not in accordance with GAAP, are not 124 

properly reflected in the GCPP calculation methodology, or both. 125 

Q. Are there some accounting restatements that the Staff and Intervenors seek to 126 

extend? 127 

A. Yes.  The Staff and Intervenors seek additional adjustments related to the 1999 Sale to 128 

IMD, carrying costs on the storage prefills, the weather insurance and infield transfers.  I 129 

will discuss the Staff and Intervenors proposed adjustments for these items, along with 130 

other proposed adjustments, in the following section. 131 

IV.  Staff and Intervenors Proposed Adjustments 132 

Q. What proposed adjustments from the Staff and Intervenors are you going to 133 

address? 134 

A. I will address the Staff and Intervenors proposed adjustments related to the following 135 

areas: 136 
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Proposed Adjustment Proposed by 
Reversal of LIFO benefit Zuraski, Mierzwa 
2001 storage withdrawals (DSS/NSS and total) Zuraski, Mierzwa, Effron 
Imputed carrying costs (NGPL and storage prefills) Zuraski 
Timing of IMD transaction Zuraski 
Affiliate discount Zuraski, Mierzwa 
Weather insurance Zuraski, Mierzwa 
Infield transfers Zuraski, Mierzwa 
Hub revenues Zuraski 
Management fees Mierzwa 
Accounts payable reversal Mierzwa 
2% Adjustment Zuraski 

 As discussed in detail below, all the parties do not propose the same adjustments.  Those 137 

that propose similar adjustments use calculations, information and assumptions that are 138 

often different and the amounts of the proposed adjustments often vary significantly 139 

between witnesses.  This reflects the inconsistencies, contradictions and lack of 140 

agreement in proposed adjustments among the Staff and Intervenor witnesses. 141 

A. Reversal of LIFO Benefit 142 

Q. Mr. Zuraski and Mr. Mierzwa propose adjustments for the elimination of the LIFO 143 

benefit from the GCPP calculation.  Do you agree with these proposed adjustments? 144 

A. No. 145 

Q. Why are these proposed adjustments fundamentally improper? 146 

A. The proposed adjustments are based on a faulty accounting premise, are inconsistent with 147 

what actually occurred, are not properly run through the required GCPP calculation, and 148 

rely on arbitrary assumptions, applied in a biased fashion. 149 

Q. Before describing the failings in the proposed adjustments in more detail, please 150 

describe LIFO accounting and “LIFO layers” of inventory? 151 
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A. LIFO (Last-In-First-Out) is a widely recognized and widely used method for reflecting 152 

the cost of inventory as it is sold.  GAAP requires that in any period in which sales 153 

revenue is recognized, the appropriate amount of expenses incurred to generate that 154 

revenue also be recognized.  Under LIFO, it is assumed that in any given accounting 155 

period, the most recently acquired inventory is sold first.  When prices of inventory are 156 

generally rising, the most recently acquired inventory is usually the most costly, which 157 

dampens net income and contributes to compliance with another important GAAP 158 

accounting principle—conservatism. 159 

 To determine whether LIFO “layers” are used or added within a given accounting period, 160 

total acquisitions for the period are compared to total dispositions.  Since the most 161 

recently acquired gas is deemed to be sold first before tapping into the LIFO layers that 162 

existed at the beginning of the accounting period, only the excess or deficiency of 163 

acquired gas vs. sold gas in a given period represents the addition or use, respectively, of 164 

a LIFO “layer”. 165 

 It is wholly incorrect to characterize LIFO accounting as some sort of accounting “trick” 166 

as Mr. Zuraski has done.  LIFO is a legitimate, widely used method of accounting for 167 

inventories in both the gas industry and in business in general.  It is recognized as a 168 

proper accounting method throughout GAAP (for example, in Accounting Research 169 

Board Statement No. 43), in the Internal Revenue Code and in the ICC rules (as 170 

discussed in Mr. Feingold’s rebuttal testimony).  The Commission’s own rules provide 171 

that withdrawals of gas may be priced according to LIFO. 83 Ill. Admin Code Part 172 

505.1170(C).  Indeed, the ICC has approved Nicor’s use of LIFO accounting in PGA 173 
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Reconciliations for decades.  There is absolutely nothing improper in the use of a LIFO 174 

layer of inventory. 175 

Q. Please describe the faulty accounting premise upon which the proposed adjustments 176 

are based? 177 

A. Staff and CGI concede that Nicor owns its gas in inventory, but wholly ignore the 178 

consequences of this fact.  Staff and CGI seem to argue that the LIFO accounting allows 179 

the customers to acquire some ill-defined quasi-ownership interest in the benefit of the 180 

LIFO layers beyond the 50/50 rate sharing mechanism in the GCPP. 181 

Q.  Is there any accounting principle to support the view that accounting for inventory 182 

on a LIFO basis gives customers any ownership interest? 183 

A. No.  The LIFO method of accounting for inventory, while widely recognized, does not 184 

convey any ownership interest to customers. 185 

Q. Do the Staff and CGI properly characterize your direct testimony regarding 186 

ownership of the LIFO layers? 187 

A. No.  Rather than admitting these principles, Staff and CGI have mischaracterized my 188 

direct testimony and incorrectly characterized regulatory accounting precedents.  First, in 189 

my direct testimony I concluded, based on the treatment of gas in underground storage in 190 

Nicor’s own regulatory and financial filings that the low-cost gas LIFO layers are the 191 

assets of Nicor.  I cited both Nicor’s own previous ICC proceedings and other regulatory 192 

decisions. 193 

 These decisions confirm that a utility owns its gas in inventory and that a utility can enter 194 

into alternative forms of regulation (such as the GCPP accepted by Nicor) that specify 195 
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how proceeds, including proceeds from the sales of LIFO layers, are to be shared with 196 

customers.  Mr. Mierzwa dismisses two of the proceedings as FERC proceedings, 197 

ignoring the point that other regulatory decisions confirm the ICC’s decisions that a 198 

utility owns its inventory. 199 

 In response to an information request, I also noted a Consumers Energy (“Consumers”) 200 

case, Michigan Public Service Commission, Case No. U-12679.  Mr. Mierzwa 201 

misinterpreted the Consumers decision and then proceeded to cite another Michigan 202 

Public Service case (the “MichCon case”), which he also misinterpreted.  In both of these 203 

decisions, the basic regulatory accounting principles that I have stated are confirmed:  a 204 

utility owns its gas in inventory; a utility has the prerogative to withdraw layers of gas 205 

from inventory; and a utility can enter into alternative forms of regulation (such as the 206 

GCPP accepted by Nicor) that specify the sharing of benefits, including the benefits from 207 

the withdrawal of low cost inventory. 208 

Q. How did Mr. Mierzwa misinterpret the Consumers decision? 209 

A. Regarding the Consumers decision, Consumers had a PBR program under which it had a 210 

fixed gas price for three years, and was able to share in the benefit if it was able to 211 

achieve actual gas costs less than that fixed price.  In the first two years it made 212 

approximately $45M.  In the third year, due to rising gas prices, Consumers was losing 213 

large amounts and reserved for a loss of $45M.  In order to reduce losses, Consumers 214 

successfully petitioned the Michigan Commission to allow it to reclassify less expensive 215 

base gas with working gas (i.e., gas in inventory), using average costing to bring down 216 

the unit cost of inventory.  As part of that petition, Consumers promised that if its losses 217 

were less than $45M, it would refund the balance to customers.  The intent is apparent.  218 
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Consumers wanted to access low cost inventory in order to reduce its losses.  The size of 219 

the benefit, and how that benefit from the withdrawing of inventories would be allocated 220 

between Consumers and its customers, depended on how much Consumers would have 221 

lost without the inventory withdrawals, and how much it would lose using the inventory 222 

withdrawals. 223 

 By way of illustration, if Consumers would have lost $45M without the withdrawals, and 224 

using the withdrawals reduced the loss by $10 million to $35 million, then the entire 225 

$10M benefit would go to customers.  However, if Consumers would have lost $50 226 

million without the withdrawals, and using the withdrawals reduced the loss by $10 227 

million to $40 million, then Consumers would have received $5M of benefit and 228 

customers would have received $5M of benefit. 229 

 Further, if Consumers would have lost $55M without the withdrawals, and using the 230 

withdrawals reduced the loss by $10 million to $45M, then the entire $10M benefit of 231 

withdrawing the inventory would go to Consumers.  The point is that the decision 232 

demonstrates that a utility can enter into alternative forms of regulation that give it the 233 

potential to receive some of the benefit from the withdrawing of low cost inventory, 234 

which is what the Nicor GCPP also does. 235 

Q. How did Mr. Mierzwa misinterpret the MichCon decision? 236 

A. Mr. Mierzwa also cites a MichCon case, U-13060, which was a proceeding to approve a 237 

gas cost recovery plan which referenced an earlier PBR program, Case U-11682, in 238 

which MichCon had a fixed gas cost PBR plan for three years from 1999 through 2001.  239 

Like Consumers, under the fixed cost plan MichCon beat the benchmark and received 240 

benefits during the first two years.  In the third year, 2001, MichCon, stood to lose 241 
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considerable amounts because of the increase in gas prices.  MichCon decided to 242 

withdraw 19 BCF of lower cost gas inventory from storage to reduce its losses.  Along 243 

with the decision to withdraw inventories, MichCon also concluded that it would need 244 

additional supply to meet its demand in the Winter of 2002, after the PBR was 245 

completed.  It proceeded to make larger than normal advance purchases of gas for 246 

delivery during the Winter of 2002 at fixed prices.  The Michigan Commission, in 247 

approving MichCon’s gas cost recovery plan for the year 2002 reduced MichCon’s costs 248 

by $26.5 million, saying that MichCon was not prudent in its gas acquisition for the 249 

Winter of 2002. 250 

 Mr. Mierzwa incorrectly views this as indicating that a utility is not entitled to any benefit 251 

from the withdrawal of low cost inventory.  First, the MichCon decision he references 252 

involves approving the calculation of a gas cost recovery factor under traditional 253 

regulation, (i.e.,. PGA) not a PBR proceeding.  Second, and more importantly, the 254 

decision makes important statements that are contrary to Mr. Mierzwa’s position – that a 255 

utility can be entitled to benefit from the withdrawal of low cost gas inventory.  256 

Specifically, on page 22 of the MichCon order, the Michigan Staff acknowledge that “the 257 

decision to decrement [use gas in inventory] gas storage was a matter of management 258 

prerogative.”  More significantly, the Commission states on page 23 of the MichCon 259 

order that “nothing in this case involves…a refund based on the difference between 260 

MichCon’s 2001 costs and revenues.”  In other words, there was no refund based on the 261 

use of its low cost gas inventory. 262 
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 These decisions clearly indicate that a utility can enter into an agreement that gives it the 263 

potential to receive benefit from the withdrawal of low cost inventory, which is exactly 264 

what the GCPP does. 265 

Q. Are the LIFO withdrawals that remained on Nicor’s books after the accounting 266 

restatements were made proper? 267 

A. Yes, the LIFO withdrawals that remained are proper.  As I have stated before, there is 268 

nothing inherently improper concerning the use of LIFO layers of inventory.  Such 269 

occurrences in the normal course are to be expected, and are not cause for any penalty, 270 

much less the types of extreme penalties proposed by the Staff and CGI. 271 

Q. What are the problems with the Staff and CGI calculations used to determine the 272 

proposed adjustments for the LIFO benefit? 273 

A. In addition to the fact that there is no basis for the proposed adjustments, as discussed 274 

above, these calculations are an exercise in retroactive rate making, which (as discussed 275 

in Mr. Feingold’s rebuttal testimony) is not permitted under the GCPP or even the PGA.  276 

Furthermore, the Staff and CGI calculations are patently biased to substantially increase 277 

the proposed adjustments. 278 

Q. Please describe how the volumes used in Mr. Zuraski’s and Mr. Mierzwa’s LIFO 279 

benefit calculations are biased. 280 

A. Both Mr. Zuraski and Mr. Mierzwa suggest that the financial impact of all LIFO layers of 281 

gas withdrawn during the GCPP period should be reversed, as if to suggest that all such 282 

withdrawals are improper in some way.  But as shown in Appendix I attached to my 283 

testimony, this is inconsistent with pre-GCPP history, in which LIFO withdrawals took 284 
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place in four of the five years 1994-1998, prior to the implementation of the GCPP.  As I 285 

have stated, LIFO withdrawals are a normal part of operations. 286 

Q. Please describe how the prices used in Mr. Zuraski’s LIFO benefit calculations are 287 

biased. 288 

A. Mr. Zuraski has used a simple average of monthly market index prices in 2000 and 2002 289 

to value the gas he believes should be “reinstated” from LIFO inventory.  Such a 290 

calculation fails to account for the seasonal fluctuations in the demand for gas and the 291 

impact of such demand on gas prices.  Mr. Zuraski himself admits that he is forced to 292 

make assumptions about when withdrawals actually occurred, and implicitly what the 293 

market price would be, in lieu of LIFO layer withdrawal prices. 294 

 The significant variability in Nicor’s use of gas is illustrated in the monthly withdrawal 295 

percentages set forth in the SCA calculation that is part of the GCPP.  Those percentages, 296 

based on historical experience prior to the implementation of the GCPP, show that 297 

typically 70% of gas is withdrawn in the four-month period from December to March.  298 

Mr. Zuraski’s failure to weigh his market prices for this variability in demand makes his 299 

withdrawal price calculation artificially high, by as much as 10% in the year 2000. 300 

Q.  How is Mr. Zuraski’s calculation impacted by these biases? 301 

A. Appendix I illustrates that his proposed adjustment could be reduced by as much as 70%, 302 

although I would stress again that the adjustment in its entirety is without merit.  But 303 

clearly, Mr. Zuraski’s use of patently unreasonable assumptions has a substantial upward 304 

impact on his claim for refund. 305 
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Q. Do Mr. Zuraski and Mr. Mierzwa appropriately reflect their proposed LIFO 306 

adjustments in the GCPP calculation? 307 

A. No, neither Mr. Zuraski nor Mr. Mierzwa actually flow the adjustment through the GCPP 308 

calculations.  As is shown in Mr. Zuraski’s Attachment 2, the adjustment to eliminate the 309 

effects of the sale of LIFO layers of inventory is added as a footnote at the bottom of his 310 

schedule, rather than run through the overall calculation method.  By adding their 311 

unsupported penalty to the bottom of the GCPP calculation, rather than running it through 312 

the required format, they fail to reflect that if the LIFO layers had not been accessed, 313 

actual gas costs would have been higher for Nicor’s customers. 314 

 To use a simple example, assume that the Benchmark was $12 and Actual Gas Costs 315 

were $8, resulting in Savings of $4.  Under this scenario, customers would pay $10 316 

(Actual Gas Costs of $8 plus Savings of $2).  Assume further that $2 of the savings 317 

resulted from the benefit of accessing low-cost LIFO layers of inventory.  If those 318 

savings were eliminated from the GCPP calculation, Actual Gas Costs would increase 319 

from $8 to $10, resulting in a reduced Savings amount of $2.  As a result, customers 320 

would now pay $11 (Actual Gas Costs of $10 plus Savings of $1), or 10% more. 321 

 This example demonstrates one of the basic flaws in Mr. Zuraski’s and Mr. Mierzwa’s 322 

approach.  Without net withdrawals of LIFO inventory layers, net costs to customers 323 

would have been higher. 324 

 I again note that there is no justification for the proposed adjustment. 325 
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B. 2001 Storage Withdrawals 326 

Q. Mr. Zuraski, Mr. Mierzwa and Mr. Effron propose adjustments for alleged under 327 

withdrawals from inventory during 2001 (or in Zuraski’s words, “other 328 

benchmark” adjustments).  Do you agree with these proposed adjustments? 329 

A. No. 330 

Q. Why are Mr. Zuraski’s, Mr. Mierzwa’s and Mr. Effron’s proposed adjustments for 331 

2001 storage withdrawals fundamentally incorrect? 332 

A. Under GAAP, there simply is no accounting justification for these adjustments.  In fact, 333 

Mr. Zuraski undermines the accounting basis for his calculation by admitting that there 334 

may be legitimate accounting reasons for considering some National Gas Pipeline 335 

Company of America ("NGPL") storage transactions as sales rather than storage 336 

withdrawals and injections (Zuraski, lines 1239-1242). 337 

Q. How are their proposed adjustments for 2001 storage withdrawals developed? 338 

A. The witnesses for the Staff, CGI, and the AG each analyze this adjustment differently, 339 

but all of their calculations suffer from faulty accounting premises, are admittedly 340 

inconsistent with what actually occurred and the financial statements that have been 341 

audited by Deloitte and Touche, and are based on widely different approaches that serve 342 

to illustrate the arbitrariness of each of the proposed adjustments.  These points are 343 

addressed further in Mr. Feingold’s rebuttal testimony. 344 

Q. In addition to your conclusion that no adjustment is warranted, what are the 345 

specific problems with Mr. Zuraski’s calculation? 346 
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A. Mr. Zuraski uses the period 1995 to 1998 (a pre-GCPP period though not the same as the 347 

1994-1998 baseline period used in developing the GCPP Benchmark ) as a benchmark 348 

from which to compute a supposedly “typical” or average level of storage withdrawals in 349 

a single year (2001).  He then suggests that the mean level of purchased storage 350 

withdrawals from that pre-GCPP period should have occurred in 2001, the year in which 351 

he alleges that withdrawals were too low. 352 

 However, he provides no rationale for why a mean calculation is the proper approach to 353 

his calculation.  There is significant year-to-year variability in withdrawals during the 354 

historical base period, giving the mean considerably less significance as a representative 355 

statistic.  For example, during the 1995-1998 base period, NGPL storage withdrawals 356 

vary between years by over 7 million MMBtu, or approximately 30% of the mean. 357 

 Additionally, because Mr. Zuraski alleges no improprieties with NGPL withdrawals for 358 

any of the pre-GCPP years, there is nothing to suggest that withdrawals in 2001 would 359 

have been “too low” if, for example they had simply matched the lowest level of 360 

withdrawals observed in the 1995 to 1998 period. 361 

 Mr. Zuraski also makes an error in his calculation for 2000, including an inappropriate 362 

deduction for virtual storage.  Due to Nicor’s accounting restatements, the 1999 sale to 363 

IMD was reversed which means that all withdrawals from that storage (virtual and other) 364 

are now considered Nicor withdrawals.  Thus, the virtual storage volumes should not be 365 

deducted. 366 

Q. What is the impact of these errors on Mr. Zuraski’s calculation for 2001 storage 367 

withdrawals? 368 
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A. Appendix II to my testimony illustrates the impact on Mr. Zuraski’s calculation if the 369 

error for virtual storage is corrected and if a different level of theoretical NGPL storage 370 

withdrawals in the 2000-2002 period is used instead of the level he chose arbitrarily to 371 

assume.  This Appendix shows that Mr. Zuraski’s adjustment could be reduced by 41%.  372 

Of course, as I testified earlier, there is no justification for the proposed adjustment in the 373 

first place.  This is another example of the susceptibility of Mr. Zuraski’s calculations to 374 

bias and error. 375 

Q. How does Mr. Mierzwa calculate his proposed adjustment for 2001 storage 376 

withdrawals? 377 

A. Testifying for the CGI, Mr. Mierzwa makes a calculation similar to Mr. Zuraski’s for 378 

purchased storage.  He also applies the same approach to the amount that total 379 

withdrawals in 2001 differ from the 1996 level, which was the lowest level of 380 

withdrawals during the 1994-1999 period.  With this second calculation, Mr. Mierzwa 381 

fails to explain why he believes there should be such an adjustment.  Again, GAAP does 382 

not allow for the assumption that only some historical average level of withdrawals is 383 

acceptable, nor is there a basis for multiplying the SCA rate by phantom withdrawals 384 

from inventory not held by Nicor. 385 

Q. How does Mr. Effron calculate his proposed adjustment for 2001 storage 386 

withdrawals? 387 

A. Testifying for the AG, Mr. Effron, like Mr. Mierzwa, makes an all-encompassing 388 

adjustment.  His approach differs in that he redispatches Nicor’s supply for the year 2001 389 

to make more withdrawals (and more injections).  Again, there simply is no basis for the 390 

assumption that Nicor was required to show the same level of withdrawals in 2001 as the 391 
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average of other years.  GAAP requires that accounting records are to reflect the business 392 

and economic reality of events that actually transpired, not the results of theoretical, 393 

arbitrary or speculative assumptions.3 394 

Q. Is there any other basis for an adjustment related to 2001 storage withdrawals? 395 

A. No.  Once again, there is no basis for any of these adjustments. 396 

Q. Have the accounting restatements already made by Nicor corrected the problem of 397 

alleged under-withdrawals of gas from storage in 2001? 398 

A. Yes.  GAAP, as set forth in Accounting Principles Board Statement (“APB Statement”) 399 

No. 4 and elsewhere, requires that financial statements be based on actual historical 400 

events and verifiable data, and consistently applied calculation methods.  As set forth in 401 

more detail in my direct testimony, Nicor already has developed adjustments that are 402 

based on when transactions should be recognized as sales under accounting standards.  403 

Nicor also has developed adjustments based on the netting of injections and withdrawals 404 

of gas in a given period, treating only the net withdrawal amount as an element of the 405 

SCA (i.e., those withdrawals made to service customers), and accepting all other 406 

withdrawals as infield transfers made for operational purposes/reservoir management 407 

only.  This is a reasonable, verifiable approach.  I also believe that Nicor’s adjustments, 408 

which are based on actual data and calculation methods consistently applied across all 409 

years of the GCPP, have been properly reflected in Nicor’s financial statements and in 410 

the recalculated GCPP results. 411 

                                                 
3  See Mr. Feingold’s Rebuttal Testimony, which discusses conditions during 2001, as well as Nicor’s SEC Form 8-
K filing of October 28, 2002, otherwise referred to as the “Lassar Report.”  
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 In conclusion, the withdrawal amounts proposed by the Staff and Intervenors are merely 412 

theoretical, speculative, unsupported and do not reflect actual events. 413 

C. Imputed Carrying Costs 414 

Q. Mr. Zuraski proposes an adjustment for imputed carrying costs associated with 415 

released NGPL storage.  Do you agree with this proposed adjustment? 416 

A. No. 417 

Q. Why is Mr. Zuraski’s proposed adjustment for NGPL carrying costs incorrect? 418 

A. Mr. Zuraski’s calculation is arbitrary and without basis.  He begins with the differences 419 

between the average monthly balances of NGPL storage gas for the pre-GCPP years of 420 

1995 to 1998 and the average monthly balances during each of the years of 1999 to 2002.  421 

He then multiplies those differences by the average market index prices for the years and 422 

by 7% to calculate his imputed carrying cost to be refunded. 423 

 Mr. Zuraski suggests that such a refund is necessary because Nicor is somehow including 424 

this implied 7% premium on the average market index price for the year in its cost of gas, 425 

when it has allegedly already been paid this amount as part of its return on investment in 426 

inventory.  However, he provides no source for the 7% factor.  He cites no authority for 427 

his claim that Nicor paid 7% more than the average market index price for gas purchased 428 

from NGPL storage and he provides no support for his claims that Nicor purchased 429 

volumes from NGPL storage equal to the difference in average NGPL storage levels from 430 

the 1995 to 1998 average levels. 431 

 Furthermore, in his response to data request NG-Staff 3.21, Mr. Zuraski concedes that 432 

Nicor did not directly earn a return on the value of gas stored by third parties in NGPL 433 
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storage.  The statement found in this data request response is inconsistent with Mr. 434 

Zuraski’s claim that Nicor has been paid twice for these carrying costs. 435 

Q. Can you explain further? 436 

A. Gas held in inventory is part of Nicor’s “rate base.”  In its rate cases, Nicor is permitted 437 

to earn a return on investment in inventory (and other assets), which is essentially 438 

equivalent to the opportunity costs, or carrying costs, of holding the inventory in the rate 439 

base.  Return on investment in assets is distinct and separate from cost of gas in the 440 

detailed accounting that supports rate cases. 441 

 After a utility determines its total costs and its required return on its rate base, the sum of 442 

the two establishes the “revenue requirement” in the rate case.  Rates are then established 443 

to recover the Commission approved revenue requirement.  Except for special 444 

agreements on certain items (such as a PGA clause for fuel costs), the rates and the 445 

revenue requirement are unchanged until the Commission next considers the Company’s 446 

rates. 447 

 Thus, though the regulator allows a return on investment in inventory in underground 448 

storage, if some of that gas is sold before the next rate case, the utility continues to earn 449 

the approved dollar return until the next rate case when the revenue requirement is 450 

changed.  Conversely, if the amount of gas in inventory increases, the utility is unable to 451 

earn a return on that additional investment until the next rate case. This is true of all 452 

elements of the revenue requirement.  In my experience, such changes in inventory levels 453 

occur in all cases. 454 
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 By claiming a refund based on changes in Nicor’s stored inventory levels, Mr. Zuraski is 455 

“cherry picking”—selectively deducting from Nicor’s revenue requirement for return on 456 

its investment in inventory as approved in its last rate case.  There is no provision for 457 

such selective modification of the revenue requirement. 458 

Q. Are there biases in Mr. Zuraski’s calculation? 459 

A. Yes.  Mr. Zuraski suggests that carrying costs should be applied to released NGPL 460 

storage.  He computes the volume by taking the difference between average annual end 461 

of month NGPL inventory levels during 1995-1998 and the average annual levels during 462 

each of 1999 through 2002.  However, as shown in Appendix III to my testimony, his so-463 

called releases of NGPL storage (which are the justification for his calculation of a 464 

carrying cost) did not begin until December 1999, and during the twelve month period 465 

preceding December 1999, the average level of NGPL inventory was approximately one 466 

third lower than the 1995-1998 average.  Thus, he would be computing substantial 467 

carrying costs, allegedly for released NGPL storage, even if there were no releases and 468 

NGPL inventory levels were exactly the same as during the preceding twelve months. 469 

 He also is biased in his methodology for pricing of the inventory.  The inventory should 470 

be valued at the cost in inventory that is being carried, not market value.  At most, the 471 

cost should be the cost of the last LIFO layer of gas that the releases from NGPL 472 

allegedly replace.  Merely eliminating these biases reduces his proposed adjustment by 473 

84%.  I reiterate that there is no justification for the adjustment in the first place. 474 

Q. Mr. Zuraski also imputes carrying costs on the storage prefill transactions.  Do you 475 

agree with that proposed adjustment? 476 

A. No. 477 
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Q. Please describe storage prefills? 478 

A. Storage prefills refer to transactions in which sellers injected gas into Nicor’s storage 479 

fields, which Nicor could then purchase at a later date.  Prior to Nicor’s financial 480 

restatement, the gas was not recognized in Nicor’s inventory at the time the seller 481 

injected the gas, but rather at the time that Nicor purchased the gas.  The purchase price 482 

was established at the time of injection and was based on market price at the time of 483 

injection, plus carrying costs.  In the course of certain prefill contracts, the pricing was 484 

modified to provide for a price based on future index price at the time of actual purchase. 485 

Q. How were the storage prefill transactions adjusted in the restatement? 486 

A. It was determined that for those transactions that involved pricing at market at the time of 487 

injection, all risk of fluctuations in the price of gas transferred to Nicor at the time of 488 

physical injection.  For this and other reasons, such transactions were deemed to be sales 489 

in accordance with GAAP (FAS 49) at the time of injection, and were restated in Nicor’s 490 

books and records as if the purchased gas had come into Nicor’s inventory at the time of 491 

physical product injection into Nicor’s storage fields.  As Mr. Zuraski himself notes, as 492 

part of the restatements involving these transactions, “the exclusion of the explicit 493 

carrying charges occur[ed] automatically with those corrections.” (Zuraski, line 887) 494 

 However, for those transactions that involved pricing at a future index at the time of 495 

purchase (vs. time of injection), the seller was found to be subject to risk of fluctuations 496 

in the value of gas between the time of physical injection and the time of purchase.  Thus, 497 

no restatements or adjustments were deemed necessary for these transactions to be in 498 

accordance with GAAP.  They were not deemed to be sales until the time of purchase, 499 

and therefore were not added to inventory until time of purchase. 500 
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Q.  Why is Mr. Zuraski’s proposed adjustment for carrying costs on the storage prefills 501 

incorrect? 502 

A. First, the carrying costs associated with the restated prefill transactions have already been 503 

reversed, by Mr. Zuraski’s own admission.  Second, the prefill transactions priced at a 504 

future index price at the time of purchase involve no carrying costs, as they do not come 505 

into inventory until time of purchase.  There can be no carrying costs on inventory not 506 

owned by Nicor. 507 

 From Nicor’s standpoint, even though gas was injected into the storage fields earlier, the 508 

Company enjoys pricing as if physical delivery was taken in the month the gas is 509 

purchased, and this pricing could be higher or lower than pricing at time of physical 510 

injection.  Mr. Zuraski’s complicated calculation of “implicit” or “imputed” carrying 511 

charges is unnecessary, unwarranted and improperly applied to this proposed adjustment. 512 

D. Timing of IMD Transaction 513 

Q. Mr. Zuraski proposes an adjustment for added costs due to the timing of the 1999 514 

sale to IMD.  Do you agree with the proposed adjus tment? 515 

A. No. 516 

Q.  Why is Mr. Zuraski’s proposed adjustment related to the 1999 sale to IMD 517 

incorrect? 518 

A. This proposed adjustment is based on both faulty accounting and an unsupported 519 

premise.  First, Mr. Zuraski states that the Company paid more for gas than if the sale 520 

really had never taken place.  As I stated in my direct testimony, an accounting 521 

restatement was made because, as part of the re-audit, Nicor and its external auditor 522 
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concluded that the transaction should not be recorded as a sale in 1999.  Thus, under the 523 

accounting rules, the sale is treated as though it did not take place.  Second, Mr. Zuraski 524 

calculates his adjustment by assuming that Nicor made purchases and sales months later 525 

than when they actually occurred.  Third, he takes the difference in actual price between 526 

these future months and what actually occurred, less Nicor’s share of actual profits made 527 

by IMD.  His calculation is based on a redispatching of gas supply based on a theoretical 528 

pattern of events that did not occur, and uses information not known at the time to 529 

calculate his adjustment.  See Mr. Feingold’s Rebuttal Testimony, which discusses the 530 

use of hindsight information and retroactive ratemaking. 531 

 GAAP (as set forth in APB Statement 4 and elsewhere) requires financial statements to 532 

be based on actual historical events, verifiable data and consistently applied calculation 533 

methods.  As set forth in more detail in my direct testimony, Nicor already developed 534 

appropriate accounting adjustments to reverse the IMD transaction in full, by reversing 535 

the previously-recorded loss on the sale of the gas to IMD, and restoring the related LIFO 536 

layers of inventory, at the costs originally used in recording the sale to IMD in the first 537 

place. 538 

E. Affiliate Discount 539 

Q. Mr. Zuraski and Mr. Mierzwa propose an adjustment to eliminate the alleged effect 540 

of a sale of gas to Nicor’s affiliate, Enerchange.  Do you agree with the proposed 541 

adjustment? 542 

A. No. 543 
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Q. Why are Mr. Zuraski’s and Mr. Mierzwa’s proposed adjustments related to the 544 

Enerchange transaction incorrect? 545 

A. Mr. Mierzwa and Mr. Zuraski both propose an adjustment, though their reasoning and 546 

calculations are different.  Mr. Mierzwa alleges that Nicor sold at too low a price because 547 

the spot price on the day of the sale was slightly higher than the sale price, and he simply 548 

calculates the difference between the sale price and the spot price.  He suggests a 549 

proposed adjustment of $0.4 million. 550 

 Meanwhile, Mr. Zuraski makes a calculation that requires additional assumptions and the 551 

use of information not available at the time of the transaction.  He calculates the 552 

difference between the sales price and the actual monthly index price in the future 553 

delivery months.  Mr. Zuraski comes up with a proposed adjustment of $4.3 million, 554 

approximately  ten times Mr. Mierzwa’s proposed adjustment.  This massive disparity 555 

alone demonstrates the after-the-fact and ad hoc nature of this claim.  Furthermore, there 556 

simply is no accounting basis for these proposed adjustments. 557 

Q. What is the background on the Enerchange transaction? 558 

A. Nicor has a FERC tariff and an Illinois Rate 21 tariff that permits it to sell storage 559 

services to third parties.  Nicor has an affiliate, Enerchange, that operates this segment of 560 

Nicor’s business.  Enerchange has a “Hub Administration Agreement” with Nicor, under 561 

which it sells Nicor’s excess storage capacity to third parties.  Sales of gas by Enerchange 562 

are interruptible, meaning that Nicor can recall any amount of the gas released to third 563 

parties to meet its customer demand. 564 
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 Nicor sold 2.4 million MMBtu of gas to Enerchange in January 2000 (for delivery in 565 

September and October of that year) at a price of $2.45/MMBtu.  Enerchange agreed to 566 

park the gas in Nicor’s on-system storage through the fall of 2000.  The NYMEX futures 567 

contract price (Henry Hub, about 7 cents basis differential from Chicago) at the time of 568 

the transaction was around $2.55.  The first-of-month index price for Chicago City Gate 569 

for January 2000 was $2.44 and the daily index price was $2.75. 570 

Q. What is the proper way to assess the Enerchange transaction? 571 

A. The first step is the determination of whether the transaction was an appropriate 572 

transaction, or unfairly gave favorable treatment to Nicor’s affiliate.  This determination 573 

involves the consideration of a number of factors as discussed in the Lassar Report.  Mr. 574 

Lassar, with the support of accounting firm KPMG, concluded that there were no 575 

improper affiliate transactions (Lassar Report page 71).  The accounting restatement, 576 

audited by Deloitte & Touche, similarly did not identify any improper affiliate 577 

transactions.4 578 

 Based on my review of this information, I concur with those findings.  Once the 579 

transaction is deemed to be equivalent in terms to those done with unrelated parties, the 580 

maximum calculated loss on the contract (assuming that the contract was not hedged with 581 

any committed supply or futures contract and that no value was ascribed to Nicor’s 582 

access to the gas until the future delivery date) would be the difference between the price 583 

at the time of the transaction and the relevant futures prices at the time of the transaction.  584 

                                                 
4  The Lassar Report describes the considerations in assessing the propriety of the affiliate transaction including that 
the transaction was not entered into to benefit Enerchange at the expense of customers, that the transaction was 
arm’s length, that identical transactions were entered into with independent third parties, and Nicor’s business 
considerations at the time.  These business considerations included Nicor’s supply situation, the risks Nicor faced if 
it did not make a transaction, the risks to Nicor’s ability to meet customer demand, prices of related commodity 
purchases to be sold, futures prices and whether a loss would need to be recognized. (Lassar Report, pp. 65-71). 
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Such a calculation would be in accordance with the forward contract accounting rules of 585 

FAS 133 (Accounting for Derivative Instruments), as well as the principles set forth in 586 

Objectives of Financial Reporting Statement No. 1, which acknowledges that accounting 587 

entries often involve elements of informed judgment, based on the information known at 588 

the time of recording of those entries.  At most, the expense under this calculation would 589 

be $262,500. 590 

Q. Why is Mr. Zuraski’s claim so significantly higher than Mr. Mierzwa’s? 591 

A. Mr. Zuraski goes beyond the timing of the actual transaction with Enerchange, to the date 592 

of physical delivery of the gas.  In so doing, he is moving beyond that one transaction, 593 

and addressing Nicor’s overall asset optimization strategy, which naturally involves 594 

many purchases and sales of gas, the financial results of which must be taken as a whole. 595 

 In taking positions in forward markets and pursuing asset optimization strategies, as 596 

encouraged under the GCPP, Nicor was fully expected to have both gains and losses on 597 

its individual transactions during the course of the year.  Mr. Zuraski’s claim for refund 598 

seeks to selectively review transactions, and only remove the losses.  His biased approach 599 

is completely inconsistent with comments elsewhere in his testimony wherein he 600 

concedes the obvious point that customers are expected to absorb the risk of market price 601 

fluctuations. (Zuraski, lines 902-904).  Accordingly, Mr. Zuraski’s adjustment should be 602 

rejected. 603 
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F. Weather Insurance 604 

Q. Mr. Zuraski and Mr. Mierzwa propose an adjustment to increase the refund for the 605 

gas sale discount that was tied to the weather insurance premium.  Do you agree 606 

with that adjustment? 607 

A.  No. 608 

Q. Why is the proposed adjustment by Mr. Zuraski and Mr. Mierzwa for weather 609 

insurance incorrect? 610 

A. Mr. Mierzwa and Mr. Zuraski both propose an additional adjustment to the treatment of 611 

the gas sale to Aquila associated with the purchase of weather insurance by Nicor from 612 

Aquila. They calculate the difference between the gas sales price at the future market 613 

index at the time of the transaction and the actual monthly index price in the months of 614 

actual gas delivery.  There is no accounting basis for this proposed adjustment. 615 

 Nicor purchased weather insurance from Aquila in August 2000.  As part of the payment 616 

for that weather insurance, Nicor sold gas to Aquila for future delivery in March and 617 

April 2001 at a price based on then-current futures prices (including basis differentials), 618 

less an agreed discount of $2 million.  Nicor initially applied the $2 million discount to 619 

cost of gas.  In the restatement, this amount was reclassified to operations and 620 

maintenance expense, more reflective of the transaction’s actual purpose and correctly 621 

removing it from consideration in Recoverable Gas Costs under the PGA. 622 

 The valuation of the transaction at $2 million was proper at the time of the transaction, 623 

both under the forward contract accounting rules of FAS 133, as well as the common-624 

sense principles set forth in Objectives of Financial Reporting Statement No. 1, which 625 
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acknowledges that accounting entries often involve elements of informed judgment, 626 

based on the best information known at the time of the recording of those entries. 627 

 By the time the gas was actually delivered, the market price of gas had increased from the 628 

futures price at the time of the transaction.  The proposed adjustment by Staff and CGI 629 

seeks a refund for the additional differential between the futures market price at the time 630 

of the transaction and the market price at the time of actual gas delivery, improperly 631 

treating this additional differential as an additional cost of the weather insurance 632 

premium. 633 

Q. Why is it improper to apply this additional differential into the cost of the weather 634 

insurance premium? 635 

A. At the time of transaction, it is clear that the parties intended that the weather insurance 636 

premium have a value of $2 million.  Based on the overall value of $2 million, and the 637 

best gas futures price information known at the time of the transaction, the quantities of 638 

gas to be delivered were computed.  As I stated in my direct testimony, the 639 

reclassification of $2 million to operations and maintenance expense is the proper 640 

accounting treatment for the weather insurance premium.  Any additional gains or losses 641 

outside of this amount are separate and relate only to the forward sale of gas at futures 642 

market prices, as part of an overall portfolio of such activity.  Such activity is appropriate 643 

as part of Nicor’s efforts at asset optimization and risk management and are not 644 

appropriately considered for prudence under the GCPP. 645 

 In taking positions in forward markets and pursuing asset optimization strategies, as 646 

encouraged by the GCPP, Nicor was expected to have gains and losses on its individual 647 

transactions during the course of the year.  Mr. Zuraski’s and Mr. Mierzwa’s claims for 648 
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refund seek to selectively review transactions, and only remove the losses while leaving 649 

the gains behind.  This approach demonstrates considerable negative bias.  Furthermore, 650 

it is inconsistent with comments elsewhere in Mr. Zuraski’s testimony wherein he agrees 651 

that customers are expected to absorb the risk of market price fluctuations. (Zuraski, lines 652 

902-904). 653 

G. Infield Transfers  654 

Q. Mr. Zuraski and Mr. Mierzwa propose an adjustment to eliminate any 655 

consideration of infield transfers.  Do you agree with the proposed adjustment? 656 

A. No. 657 

Q.  Why is Mr. Zuraski’s and Mr. Mierzwa’s proposed adjustment for infield transfers 658 

incorrect? 659 

A. It fails to make a distinction between withdrawals for transfers between and among 660 

storage facilities and those for deliveries to customers.  As discussed on page 16 of 661 

Commission’s Order Docket 99-0127 (“the Order”), the intent of the SCA in the 662 

benchmark was to account for savings between the cost of purchasing supplies at 663 

seasonally lower prices for injection into storage and subsequent withdrawals for delivery 664 

to customers when market prices were higher.  By this reasoning, infield transfers, which 665 

measure simultaneous transfers among storage fields rather than withdrawals for delivery 666 

to customers, should be excluded from the calculation.  At the time of the construction of 667 

the benchmark, Nicor did not maintain records of infield trans fers, so the construction of 668 

the benchmark does not include them.  This is more a question of using best available 669 

information. 670 
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Q. Have the accounting restatements already made by Nicor corrected the treatment of 671 

infield transfers? 672 

A. Yes. GAAP (as set forth in APB Statement 4 and elsewhere) requires that financial 673 

statements be based on actual historical events and verifiable data, and consistently-674 

applied calculation methods.  As set forth in more detail in my direct testimony, Nicor 675 

already has developed adjustments that are based on the netting of injections and 676 

withdrawals of gas in a given period, treating only the net withdrawal amount as an 677 

element of the SCA (i.e., those withdrawals made to service customers), and accepting all 678 

other withdrawals as infield transfers made for operational purposes/reservoir 679 

management only.  I believe this a reasonable, verifiable approach.  I also believe that 680 

Nicor’s adjustments, based on actual data, and calculation methods consistently applied 681 

across all years of the GCPP, have been properly reflected in Nicor’s financial statements 682 

and in the recalculated GCPP amounts. 683 

H. Hub Revenues 684 

Q.  Mr. Zuraski proposes an adjustment to include certain Chicago Hub revenues as a 685 

credit to actual gas costs in the PGA during 1999-2002.  Do you agree with that 686 

proposed adjustment? 687 

A. No. 688 

Q. Why is Mr. Zuraski’s proposed adjustment for Hub revenues incorrect? 689 

A. Mr. Zuraski proposed an adjustment to include certain Chicago Hub revenues as a credit 690 

to actual cost of gas in the PGA, as opposed to the existing accounting method, which 691 

treats these Hub revenues as utility revenue and an offset in the calculation of base rates. 692 
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 There is no accounting basis for Mr. Zuraski’s proposed adjustment.  Nicor, through the 693 

Chicago Hub, has used storage loans to generate revenues that are considered non-PGA-694 

related “utility revenue,” in accordance with the Commission’s specific ruling in Docket 695 

No. 93-0320 that revenues from Chicago Hub activities are to be considered as such.  The 696 

Commission reaffirmed this decision when it considered Chicago Hub revenues in the 697 

Company’s last general rate case, Docket No. 95-0219. 698 

Q. What is the accounting basis for your position? 699 

A. Revenues from storage loans are not required to be credited against cost of gas in the 700 

PGA because storage loan services involve the use of utility facilities whose costs are 701 

recovered through base rates and not through the PGA.  In other words, the costs 702 

associated with providing storage loans are recovered through Nicor’s base rates, and 703 

therefore the revenues from these storage loans should be applied there, to uphold the 704 

accounting principle of matching revenues with their associated costs and expenses 705 

(Statement of Financial Accounting Concepts No. 2, or “SFAC 2”). 706 

 By citing the Commission’s recoverable gas cost rule Section 525.40, Mr. Zuraski seems 707 

to be suggesting that some of the costs associated with the storage loans are PGA 708 

recoverable gas costs.  However, he fails to identify any such costs, and I saw no 709 

evidence of such costs. 710 

 Specifically, the interruptible multi-cycle storage loans cited by Mr. Zuraski include a 2% 711 

fuel charge applied to volumes withdrawn in a month, that are paid by Nicor’s 712 

counterparties to the storage loans.  Thus, Nicor’s counterparties to the storage loans are 713 

paying for the gas used in their transactions, there is no subsidy being provided to these 714 

Hub transactions from payments by customers in the PGA, and customers gas costs are 715 
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not increased because of these Hub transactions.  As such, Mr. Zuraski’s proposed 716 

adjustment is improper and should be rejected. 717 

I. Management Fees 718 

Q. Mr. Mierzwa proposes an adjustment to exclude management fees from the GCPP 719 

calculation.  Do you agree with that proposed adjustment? 720 

A.  No. 721 

Q. Why is Mr. Mierzwa ’s proposed adjustment for management fees incorrect? 722 

A. Mr. Mierzwa proposes to exclude management fees from cost of gas in the GCPP 723 

calculations.  These are legitimate costs and the only issue is whether recovery comes 724 

through base rates or through the PGA (and thus enter into the GCPP calculation). 725 

 The management fees were incurred to develop strategies to enable savings to be 726 

achieved, which were in turn to be shared with customers under the GCPP.  Under the 727 

Commission’s Purchased Gas Adjustment Clause, Section 525.40(a)(4), such costs are 728 

expressly included in costs recoverable through the gas charges. 729 

 Furthermore, by excluding management fees from the GCPP calculation, Nicor is giving 730 

customers their share of the benefit of strategies to achieve savings without having the 731 

ability to recover from customers their share of the costs of the strategies to achieve those 732 

savings.  This is inequitable and inconsistent with the central accounting concepts of 733 

matching and conservatism (APB Statement 4), which provide that all costs incurred in 734 

the generation of revenue should be matched with and should offset that revenue, so as to 735 

provide the most conservative view of net income. 736 

Q.   Is there anything wrong with Mr. Mierzwa’s calculation? 737 
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A. Yes, as shown in Appendix IV to my testimony, the amounts proposed by Mr. Mierzwa 738 

do not appear to correspond to the produced documents and the management fees should 739 

be reduced by Nicor’s share of the profits generated by hedges placed by IMD.  Thus, 740 

Mr. Mierzwa’s proposed adjustment could be reduced by 78%.  However, there is no 741 

justification for the adjustment in the first place. 742 

J. Accounts Payable Reversal 743 

Q. Mr. Mierzwa proposes an adjustment to reverse the impact of the Company policy 744 

for reversing accounts payable.  Do you agree with this proposed adjustment? 745 

A. No. 746 

Q. Why is Mr. Mierzwa ’s proposed adjustment for the accounts payable reversal 747 

incorrect? 748 

A. In 1999, Nicor changed its policy from reversing payables that have not been billed to 749 

Nicor for a year to reversing only those payables that have not been billed for two years.  750 

Since the reversal of a payable acts as an offset to costs, Mr. Mierzwa wants the higher 751 

volume of payables (i.e., more deductions from cost of gas) deducted during the GCPP 752 

period.  There is no accounting basis for this proposed adjustment. 753 

 It is a normal occurrence for companies to review the accuracy of these types of 754 

accounting policies and to make periodic revisions.  Nicor updated its policy to better 755 

reflect the reality of its supply contracts.  The standard gas industry contract that Nicor 756 

operates under contains a provision stating that suppliers have a two-year timeframe in 757 

which to submit bills.  Under the original one-year policy, some payables were reversed,  758 

only to be reinstated after Nicor received a bill that was within the two-year timeframe.  759 
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Not only does the two-year policy better reflect the environment in which Nicor operates, 760 

the two-year policy is more prudent because it prevents unbilled payables from being 761 

“swept” to income in one year, when the company is contractually obligated to allow 762 

suppliers two years to submit an invoice. 763 

 The explanation for this policy revision is discussed in one of the documents (NIC 764 

010334) included in Mr. Mierzwa’s Appendix A, tab 17; however, Mr. Mierzwa fails to 765 

acknowledge this important justification for the revision to this accounting policy. 766 

 Further, there is no evidence that this change to the reversal policy was related to the 767 

implementation of the GCPP in any way.  In fact, Nicor has continued to follow the 768 

revised policy since the termination of the GCPP, including a substantial reversal of 769 

payables in 2003, of approximately $770,000, that will go completely to the benefit of 770 

customers because it was not reversed until after the termination of the GCPP.  Nicor’s 771 

change in policy is reasonable and does not violate any accounting principles. 772 

Q.   Is there anything wrong with Mr. Mierzwa’s calculation for the proposed 773 

adjustment for the accounts payable reversal? 774 

A. Yes.  As shown in Appendix V, Mr. Mierzwa’s calculation incorrectly includes several 775 

amounts as unbilled that were actually invoiced to and paid by Nicor.  In addition, his 776 

proposed adjustment excludes consideration of the amounts reversed by Nicor in 2003.  777 

Thus, Mr. Mierzwa’s proposed adjustment could be reduced by 77%, notwithstanding the 778 

fact that there is no justification for the adjustment in the first place. 779 
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K. 2% Adjustment 780 

Q. Mr. Knepler proposes an adjustment to remove Nicor’s 2% addition to withdrawals 781 

for gas lost and unaccounted for.  Do you agree with this proposed adjustment? 782 

A. No. 783 

Q. Why is Mr. Knepler’s proposed adjustment for the 2% addition to withdrawals 784 

incorrect? 785 

A. Staff witness Knepler proposes (and Mr. Zuraski calculates) an adjustment so that this 786 

2% shrinkage factor will not be recovered through gas cost in the PGA.  Rather he argues 787 

that the 2% factor should be recovered through base rates.  This argument is not logically 788 

consistent with the purpose of the 2% shrinkage factor, which is to estimate lost and 789 

unaccounted-for gas being removed from inventory as other withdrawals are taking place 790 

in the normal course.  Since the lost and unaccounted-for gas represented by the 2% 791 

factor is no longer in inventory, it would be impossible to compute a return on that gas in 792 

the computation of base rates. Based on the information that I have reviewed to date, 793 

GAAP accounting supports Nicor’s accounting treatment as the appropriate treatment for 794 

lost and unaccounted-for storage gas. 795 

Q. Please explain Nicor’s use of the 2% adjustment factor and how it is consistent with 796 

GAAP. 797 

A. In calculating withdrawals, Nicor increases the volume of metered withdrawals for PGA 798 

customers by 2%.  This 2% factor is meant to account for lost and unaccounted-for 799 

storage gas.  Nicor has used the factor since the late 1960s to account for the fact that 800 

only subtracting metered withdrawals from inventory would result in an overstatement of 801 
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the amount of gas in inventory, because the lost and unaccounted-for storage gas is no 802 

longer in inventory. 803 

 The 2% adjustment factor adjusts accounting inventories to more accurately reflect 804 

physical inventories.  According to GAAP (Accounting Principles Board Opinion No. 805 

28), the use of estimates for shrinkage in interim reporting is accepted and recommended 806 

to be conservative, as it is axiomatic that a certain small component of inventory will be 807 

unaccounted for in nearly every accounting period.  The longstanding use of the 2% 808 

factor suggests that it has been subject to financial statement audits and PGA 809 

reconciliations over many years and has not had to be adjusted. 810 

 Nicor performs annual studies of underground storage performance characteristics, as 811 

well as engaging periodic third party studies of storage reservoir characteristics and 812 

volumes, to provide reasonable assurance that the 2% factor is an accurate approximation 813 

of the periodic shrinkage from inventory and that the accounting inventory level is 814 

accurate.  This approach is consistent with GAAP (SFAC 2), which states in part that 815 

accounting information should be relevant and representationally faithful.  In any 816 

industry, accounting principles provide that estimates of lost and unaccounted for 817 

inventory are to be included in cost of goods sold, and the gas industry is no exception.  818 

Thus, Nicor’s lost and unaccounted for gas should be included in its cost of gas. 819 

Q. In his testimony Mr. Knepler cites an ongoing Peoples Gas Light and Coke 820 

Company (“Peoples”) proceeding, Docket No. 01-0707.  Is this Peoples proceeding 821 

relevant to the consideration of Nicor’s 2% adjustment factor for lost and 822 

unaccounted for gas? 823 
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A. No.  The Peoples proceeding is not relevant because Peoples’ adjustment, and the 824 

implementation of the adjustment discussed in the Peoples proceeding, is different than 825 

Nicor’s 2% factor.  The Peoples’ proceeding involved the reduction of amounts from 826 

injections and who paid for those reductions, as well issues involving the recognition of 827 

base gas in inventory. 828 

Q. Are there additional problems with the calculation by Mr. Zuraski of the amount of 829 

the adjustment proposed by Mr. Knepler? 830 

A. Yes.  Mr. Zuraski deducts Staff’s proposed adjustment from the cost of gas but he does 831 

not properly reflect the change in cost savings in the GCPP calculation.  He fails to split 832 

the supposed increase in savings between Nicor and customers, as shown on Zuraski 833 

Attachment 2.  This treatment is not consistent with other the proposed adjustments 834 

shown on that Attachment, which are evenly split between Nicor and customers.  Thus, 835 

Mr. Zuraski’s proposed adjustment is overstated by 100% for the GCPP period of 2000-836 

2002.  However, I must reiterate that there is no justification for this adjustment in the 837 

first place. 838 

 Mr. Zuraski states that he did not give Nicor’s its share of the supposed increase in 839 

savings because Nicor should have been excluding the 2% from the PGA all along 840 

(Zuraski, lines 1623-1628).  Thus, it appears as though Mr. Zuraski has made a 841 

completely biased and arbitrary decision not to properly reflect the adjustment in the 842 

GCPP calculation. 843 

Q. Does that conclude your specific comments on the proposed adjustments? 844 

A. Yes. 845 
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L. Other comments 846 

Q. What general comments do you have about the proposed adjustments? 847 

A. Based on my review of the proposed adjustments, summarized above, there are numerous 848 

proposed adjustments that are inconsistent with or contradict GAAP and there can only 849 

be a zero value given for the proposed adjustment.  For the others, though I conclude that 850 

no proposed adjustment is correct, if the Commission were to somehow determine that a 851 

certain adjustment was appropriate, the adjustment would need to be significantly 852 

reduced from the Staff and Intervenor calculations because of the arbitrary and biased 853 

assumptions applied. 854 

Q. Does this conclude your testimony? 855 

A. Yes, it does. 856 


