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I. INTRODUCTION AND SUMMARY OF CONCLUSIONS1

Q. Please state your name, address and position.2

A. My name is Paul R. Carpenter.  I am a Principal of The Brattle Group, an economic and 3

management consulting firm with offices in Cambridge, Massachusetts, Washington, DC, 4

San Francisco, California, and in London, Brussels and Madrid in Europe. My office is 5

located at 44 Brattle Street, Cambridge, Massachusetts 02138.6

Q. Will you briefly describe your educational background and professional 7

qualifications?8

A. Yes.  I am an economist specializing in the fields of industrial organization, finance, and 9

energy and regulatory economics.  I received a Ph.D. in Applied Economics and an M.S. 10

in Management from the Massachusetts Institute of Technology, and a B.A. in 11

Economics from Stanford University.  I have been involved in research and consulting on 12

the economics and regulation of the natural gas, oil and electric utility industries in North 13

America and abroad for over twenty-five years.  I have frequently testified before federal, 14

state and Canadian regulatory commissions, in federal court and before the U.S. 15

Congress, on issues of pricing, competition and regulatory policy in these industries.  16

Outside of North America, I have advised governments and regulatory bodies on the 17

structure and competitive performance of their natural gas markets.  These assignments 18

have included testimony before the U.K. Monopolies and Mergers Commission and the 19

Australian Competition Tribunal, and advice to the European Commission and the20

governments of, and regulators in, Greece, Ireland, the Netherlands, New Zealand and 21

Australia.22
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For over twenty-five years I have provided expert testimony in many of the 23

important antitrust and merger proceedings involving the natural gas industry in the 24

United States, and I was one of the principal expert witnesses in the proceedings before 25

the Federal Energy Regulatory Commission (“FERC”) and the California Public Utility 26

Commission that examined whether market manipulation had occurred at the California 27

border pricing locations during the California energy crisis of 2000-2001.  More recently, 28

I was retained in 2008 by the FERC’s Enforcement Litigation Staff to investigate whether 29

market manipulation had occurred with respect to the reported bidweek index price of 30

natural gas at the Houston Ship Channel.31

A focus of some of my recent work has involved the economics and regulatory 32

design of Performance Based Ratemaking (“PBR”) mechanisms for gas and electric 33

utilities.  For example, I and some of my Brattle colleagues are designated experts 34

advising the Australian Energy Market Commission on the theory and international 35

practice relating to PBR mechanisms for energy utilities.  I have also been advising 36

Canadian gas utilities and regulators on the design of PBR mechanisms as substitutes for 37

traditional cost of service regulation.38

A copy of my resume, which includes a list of proceedings in which I have 39

testified, is attached to this testimony as Nicor Gas Exhibit 5.1.40

Q. What is the purpose of your testimony?41

A. I have been asked by Northern Illinois Gas Company d/b/a Nicor Gas Company (“Nicor42

Gas”) to review and evaluate the Staff and Intervenor testimony regarding Nicor Gas’ 43

results under its Gas Cost Performance Program (“GCPP”).  Specifically, I was asked to 44

evaluate the testimony submitted by David J. Effron (on behalf of the Illinois Attorney 45
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General (“AG”)), Jerome D. Mierzwa (on behalf of the Citizens Utility Board (“CUB”)), 46

and Richard J. Zuraski (of the Staff (“Staff”) of the Illinois Commerce Commission 47

“Commission”).  Each of these witnesses has claimed that Nicor Gas’ procurement and 48

storage activities under the GCPP in 2000 through 2002 resulted in overcharges to its 49

customers.  Each witness has sponsored various calculations of the damages that50

allegedly were suffered by Nicor Gas’ ratepayers under the GCPP.51

Q. Do you have any initial observations about the approach that Staff and Intervenor 52

witnesses have taken in this proceeding?53

A. Yes.  These witnesses effectively turn this proceeding into an after-the-fact review of the 54

prudence of Nicor Gas’ decade-old actions under the GCPP.  Their review is largely 55

based on a 20-20 hindsight analysis of the effects of Nicor Gas’ actions based on the 56

market conditions that resulted, and not the market conditions that were known or 57

anticipated at the time the actions were taken.  In their review Staff and Intervenors also 58

attempt to change retroactively some of the key parameters of the GCPP, which further 59

penalizes Nicor Gas for some of its actions under the GCPP established by the 60

Commission.  Such a review and retroactive adjustments are inconsistent with the 61

philosophy of PBR programs like the GCPP.  One of the advantages of the PBR approach 62

to regulation is that it permits the regulator to streamline the regulatory process by 63

eliminating any prudence reviews of the elements of cost to which the mechanism is 64

being applied.  Indeed, when it adopted the GCPP the Commission recognized how 65

traditional prudence reviews were inconsistent with PBR by explicitly replacing the 66

traditional annual prudence review with a review of the GCPP (after two years) “to 67
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determine whether it is meeting its objective.”1  Performing such a prudence review in 68

this case, especially in the hindsight way that Staff and Intervenor witnesses have 69

approached the matter, would be wholly inconsistent with the purpose and terms of the 70

GCPP.  This issue is more fully developed in the Rebuttal Testimony of Dr. Philip R. 71

O’Connor on behalf of Nicor Gas.  (Nicor Gas Ex. 4.0).72

Q. Could you summarize your understanding of Staff’s and Intervenors’ damage 73

calculations?74

A. Yes.  I have summarized Staff’s and Intervenors’ damage calculations and refund 75

proposals below in Figure 1.  I have also categorized the Staff and Intervenor proposals 76

into those that I believe are appropriately reviewed in the context of a PBR proceeding 77

and those that I believe are outside the scope of a PBR proceeding.  As indicated, I 78

believe the Staff and Intervenor proposals related to in-field transfers and DSS storage 79

withdrawals are the only issues raised by these witnesses that are properly reviewed in a 80

PBR proceeding.  Both of these issues pertain to the calculation of the Storage Credit 81

Adjustment (“SCA”) component of the GCPP Benchmark.  None of the other issues 82

raised by Staff or Intervenors involve any calculation within the scope or contemplation 83

of the GCPP.  Those other, non-PBR issues involve either (i) hindsight review of specific 84

Nicor Gas decisions or transactions that are said to have affected the cost of gas, 85

(ii) retroactive changes to the established terms of the GCPP, or (iii) Nicor Gas’ 86

accounting treatment of gas costs under pre-PBR Commission precedent.  The Order 87

approving the GCPP made it clear that prudence issues affecting the cost of gas were not 88

to be part of the GCPP, and certainly it could never have been contemplated that in its 89

                                                
1 See Docket No. 99-0127, Order at 37 (Nov. 23, 1999).
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review of performance under the GCPP the Commission would retroactively change the 90

rules of the game.  Figure 1 indicates how the vast majority of the Staff and Intervenor 91

damage calculations fall outside of the appropriate bounds of a PBR review proceeding.92

Figure 1 also shows how the damage calculations differ widely between the Staff 93

and Intervenor witnesses, with total damages ranging from a low of $86.3 million 94

(Mr. Zuraski’s estimate) to a high of $240.7 million (Mr. Mierzwa’s estimate).2  The only 95

category of alleged damages that all three sets of calculations have in common is related 96

to Nicor Gas’ liquidation of low-cost storage gas (row [d] in Figure 1).  The damage 97

totals for this category range from a low of $21.9 million (Mr. Zuraski) to a high of 98

$25.2 million (Mr. Effron), a 15% variation.  Mr. Mierzwa and Mr. Zuraski have 99

performed identical damage calculations for the forward sale of discounted gas that Nicor 100

Gas made to its affiliate Nicor Enerchange  (row [f] in Figure 1) and for in-field storage 101

transfers (row [b] of Figure 1).102

                                                
2 The damage figures shown in Figure 1 are net of Nicor’s proposed restatements.  These damage claims do 

not include interest calculated by Staff and Intervenors.
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Figure 1

Damage Calculations of Staff and Intervenor Witnesses

($ millions, pre-interest)

Mierzwa Zuraski Effron

[1] [2] [3] [4]

PBR Issues
[a]       DSS Withdrawals 8.1$        9.5$      -$                  
[b]       In-field Storage Transfers 11.1$      11.1$    -$                  
[c]       Subtotal 19.2$      20.6$    -$                  

Non-PBR Issues
[d]       LIFO Benefit 24.0$      21.9$    25.2$                
[e]       2001 Storage Withdrawals 155.3$    -$      $144.8 - $181.9
[f]      Affiliate Discount 4.3$        4.3$      -$                  
[g]      Storage Carrying Charges 27.3$      -$      -$                  
[h]      Weather Insurance -$        2.1$      -$                  
[i]      Hub Services -$        6.2$      -$                  
[j]      Other 10.6$      31.2$    -$                  
[k]      Subtotal 221.5$    65.7$    $170.0 - $207.0

[l] Total 240.7$    86.3$    $170.0 - $207.0

Notes & Sources:

[2] - [4]: Witness testimony.

The damage figures of Staff and Intervenor witnesses are net of Nicor's 

restatements. 

103
104

Q. What are some of the key differences in the various damage calculations?105

A. The most apparent difference is in how much larger Mr. Mierzwa’s and Mr. Effron’s total 106

damages are relative to Mr. Zuraski’s.  The principal reason Mr. Mierzwa’s and 107

Mr. Effron’s totals are so much larger is related specifically to their claims regarding 108

Nicor Gas’ 2001 storage activities.  Both Mr. Mierzwa and Mr. Effron criticize Nicor109

Gas’ 2001 storage activities, claiming that Nicor Gas withdrew too little gas in the winter 110

of that year relative to historic withdrawals.  This claim represents by far the largest 111

single source of damages for both witnesses, as indicated in Figure 1, and as I will show 112

later between 47% and 93% of those damages are attributable to one month—January, 113

2001.  The claim alleges that Nicor Gas’ storage actions in 2001 were imprudent and 114
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adversely affected Nicor Gas’ cost of gas, which for the reasons I have stated above is not 115

appropriate for review under the GCPP framework.116

Among the other significant differences in the Staff and Intervenors damage 117

calculations are the following:118

 Only Mr. Mierzwa includes damages related to storage inventory carrying 119
charges.  Mr. Mierzwa claims that Nicor Gas’ imprudent replacement of lower-120
cost storage inventory with higher-cost gas increased storage inventory carrying 121
costs in Nicor Gas’ 2004 rate case.122

 Mr. Zuraski includes two categories of damages that neither Mr. Mierzwa nor 123
Mr. Effron has claimed.  These are damages related to the exclusion of certain 124
hub services revenues from the purchased gas adjustment clause (“PGA”) and 125
damages related to Nicor Gas’ purchase of weather insurance.126

Q. What are your primary conclusions regarding the Staff and Intervenor damage 127

calculations?128

A. My analysis reveals that the Staff and Intervenor damage calculations are seriously 129

flawed, and even if they were conceptually appropriate for a PBR program review, they 130

are grossly overstated.  The Staff and Intervenor witnesses make no legitimate showing 131

that Nicor Gas’ procurement activities violated a meaningful prudence standard, even if 132

such an evaluation was appropriate in this proceeding, which it clearly is not.  They are 133

simply engaging in a perfect hindsight exercise, rather than fairly limiting their review to 134

the information that would have been available to Nicor Gas at the time the decisions that 135

are being evaluated were made.136

Based on my review of each of the Staff and Intervenor damage categories in 137

Figure 1,3 I conclude that:138

                                                
3 The “other” category of damages will be addressed by other Nicor Gas witnesses.
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1) Intervenors’ claims for damages related to Nicor Gas’ alleged imprudent 139

deviation in 2001 from its historical pattern of storage injections and withdrawals 140

should be rejected.  Mr. Mierzwa and Mr. Effron engage in perfect hindsight 141

speculation that higher volume storage withdrawals—particularly in just one 142

month, January 2001—would have lowered ratepayer costs.  But they fail to 143

account for Nicor Gas’ low storage inventory following the substantial 144

withdrawals it made in November and December of 2000, when unusually cold 145

weather increased the demand for natural gas in Chicago and much of the nation.  146

In fact, Nicor Gas’ storage inventory (72 Bcf) going into January 2001 was the 147

lowest it had been as of any December 31 in the prior five years.  Intervenors 148

have wholly failed to account for this low storage inventory in their analysis even 149

though, for instance, the Nicor Gas documents Mr. Mierzwa relies on highlight 150

the importance of the need to preserve storage field performance for the rest of the 151

winter.152

2) The Staff and Intervenor damage calculations related to Nicor Gas’ liquidation of 153

low-cost storage gas inventory should be rejected.  In making this claim Staff and 154

Intervenors are attempting to make a retroactive change to the sharing percentages 155

that were established under the GCPP.  Mr. Mierzwa and Mr. Effron assert that 156

under traditional regulation ratepayers would have received 100 percent of the 157

benefits of the liquidation of the low-cost storage inventory.  They overlook the 158

fact that this inventory would likely not have been accessed under traditional 159

regulation, and that it was the GCPP (and the 50/50 sharing rules that were 160
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adopted by the Commission) that provided the incentive for Nicor Gas to access 161

this low-cost inventory and share the benefits with ratepayers.162

3) Mr. Mierzwa’s claim—advanced by none of the other witnesses—that ratepayers 163

are entitled to damages for the higher storage inventory carrying costs should also 164

be rejected.  Mr. Mierzwa has not supported his claim that Nicor Gas acted 165

imprudently in accessing the low-cost inventory (even if prudence was an 166

appropriate standard in this case).  Moreover, his damage claim for storage 167

inventory carrying costs implies that low-cost gas in storage should never be 168

accessed because, by definition, it would always need to be replaced by higher-169

cost gas.  This not only directly contradicts his claim that the low-cost LIFO 170

layers would have been accessed under traditional regulation for the benefit of 171

ratepayers, but it is duplicative of the damages he calculates relating to 172

100 percent of the value of the LIFO layers themselves.  173

4) The Staff and Intervenor damage calculations associated with Nicor Gas’ 174

treatment of in-field transfers should also be rejected.  Nicor Gas has subtracted 175

in-field transfers from gross withdrawals when it determined the amount of 176

storage withdrawals used to calculate the SCA under the GCPP.  This approach is 177

appropriate and consistent, because only the volume of gas withdrawn to serve 178

customers (i.e., withdrawals net of in-field transfers) should be used when 179

quantifying the total annual withdrawals to be included in the derivation of the 180

SCA.  Mr. Mierzwa and Mr. Zuraski take the position that in-field transfers 181

should not be subtracted from gross withdrawals when calculating storage 182

withdrawals for SCA purposes, believing that gross withdrawals is the correct 183
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measure.  However, they offer no economic justification for this view, and none is 184

apparent.  185

5) The Staff and Intervenor refund proposals associated with additional DSS storage 186

withdrawals should be rejected.  Nicor Gas restated its GCPP results to account 187

for its use of DSS (and NSS) storage between 2000 and 2002 (restatements which 188

intervenors accepted).  Messrs. Zuraski and Mierzwa appear to be claiming that 189

Nicor Gas (and its auditors) did not get the prior restatement “right” but they fail 190

to explain how the prior restatements were deficient.  Instead, they assert without 191

foundation that some DSS storage withdrawals were excluded from the 192

restatements.  The Commission should reject these wholly unsupported proposals. 193

6) The Staff and Intervenor witnesses’ claims for damages related to Nicor Gas’ 194

January 2000 forward sales of gas to its affiliate Enerchange should be rejected.  195

Staff and Intervenor witnesses claim that these forward sales (for delivery in 196

September and October 2000) were made imprudently at “below-market” prices, 197

but provide no real evidence that the sales price was in fact below market.  198

Mr. Zuraski’s review of these transactions is fatally flawed in that he fails to 199

appropriately analyze forward market prices at the Chicago citygate that were 200

contemporaneous with when the sales decisions were made.  Instead, he appears 201

to adjust Henry Hub futures prices with spot market Chicago-Henry Hub basis 202

differentials rather than a forward basis differential, a classic “apples and 203

oranges” comparison that leads to an erroneous estimate of the forward market 204

value of gas in Chicago.  This error reveals a fundamental misunderstanding of 205

gas commodity pricing which artificially inflates Staff’s damage claims.  206
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Mr. Mierzwa appears to rely on spot prices on the day of the transaction to 207

characterize this sale as below market—which is also inappropriate.  Neither 208

witness makes any attempt to account for price volatility in either the futures price 209

or the basis price in their consideration of whether the sales were below market.  210

Moreover, even if these transactions were at below-market prices, 211

Messrs. Zuraski and Mierzwa have overstated the damage claim by relying on 212

information that benefits from perfect hindsight.  213

7) The Staff damage calculations related to Nicor Gas’ purchase of weather 214

insurance should also be rejected.  Nicor Gas paid for the weather insurance, in 215

part, by selling gas for future delivery at a discount to the counterparty that was 216

providing the weather insurance.  Staff has overstated the damage claim by 217

relying on information only known with perfect hindsight.  Even if any refunds 218

related to Nicor Gas’ purchase of weather insurance were appropriate, they should 219

be limited to the size of the discount at the time of the sale, based on the available 220

market information as of that date.  Since Nicor Gas has previously restated its 221

GCPP results to exclude the discount (or the loss on the sale of the gas that was 222

originally recognized), Nicor Gas has already appropriately accounted for this 223

transaction and no further damages are warranted.224

8) Mr. Zuraski’s proposal for refunds associated with hub service revenues that 225

Nicor Gas excluded from the PGA should be rejected.  Mr. Zuraski has provided 226

insufficient information regarding the hub revenues he proposes be included in 227

the PGA as an offset to PGA costs.  He has not identified the specific hub 228

transactions in his testimony, and therefore it is not possible to analyze whether 229
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the revenues from these transactions should have been, or were or were not,230

credited against PGA costs.  In fact, the document he appears to cite in his 231

testimony seems to indicate that a substantial amount of revenues were already 232

credited against PGA costs.233

Q. How is the remainder of your testimony organized?234

A. In Section II, I provide a detailed response to Intervenor calculations of damages related 235

to Nicor Gas’ 2000-2001 storage activities.  In Section III, I respond to Staff and 236

Intervenors’ damage claims related to Nicor Gas’ liquidation of low-cost storage 237

inventory gas.  In Section IV, I respond to Staff and Intervenor claims regarding Nicor238

Gas’ exclusion of in-field transfers and DSS storage withdrawals.  In Section V, I 239

evaluate the Staff and Intervenor damage calculations regarding Nicor Gas’ January 2000 240

forward sale of gas to its affiliate Enerchange and Nicor Gas’ purchase of weather 241

insurance.  In Section VI, I respond to Staff’s claim that ratepayers are owed refunds 242

related to Nicor Gas’ hub activities. 243

II. MR. MIERZWA AND MR. EFFRON’S DAMAGE CLAIMS RELATED TO244
NICOR GAS’ 2001 STORAGE WITHDRAWALS SHOULD BE REJECTED245

Q. What is the basis for Mr. Mierzwa’s and Mr. Effron’s damage claims related to 246

Nicor Gas’ 2001 storage withdrawals?247

A. Both witnesses claim that Nicor Gas’ 2001 net withdrawals of gas from storage were 248

lower than historical levels and therefore, imprudent.  They claim that these lower-than-249

average storage withdrawals resulted in a higher cost of gas than would have prevailed if 250

Nicor Gas had followed withdrawal patterns that characterized other years.251
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Q. How does Mr. Mierzwa calculate the alleged damages related to the 2001 storage 252

withdrawals?253

A. Mr. Mierzwa claims $155.3 million in damages for Nicor Gas’ 2001 storage withdrawals, 254

which he calculates in CUB Exhibit 1.18.  This total purports to represent the difference 255

in gas costs resulting from Nicor Gas’ actual withdrawal and injection pattern in 2001 256

and the gas costs that would have resulted had Nicor Gas followed its 1996 withdrawal 257

pattern (the year with the lowest volume of storage withdrawals between 1994 and 1999) 258

less the ratepayers’ 50 percent share of the loss incurred in 2001 (as estimated by 259

Mr. Mierzwa) from not beating the GCPP benchmark.4  Mr. Mierzwa’s “but-for” case is 260

based on the 115,132,000 Dth of withdrawals that occurred in 1996, which is 48,783,271 261

Dth more than what occurred in 2001.  The effect of his “but-for” assumption is to shift 262

the time pattern of Nicor Gas’ gas purchases.  In other words, Mr. Mierzwa assumes that 263

Nicor Gas should have purchased less gas in the winter period of 20015 and more gas in 264

the summer of 2001.6265

Q. How does Mr. Effron calculate his claimed damages related to Nicor Gas’ 2001 266

storage withdrawals?267

A. Mr. Effron claims damages in the range of $144.8-$181.9 million for Nicor Gas’ 2001 268

storage activity.  His calculation of $144.8 million is based on the reduction in the cost of 269

                                                
4 Mierzwa Dir. Reopen., CUB Ex. 1.0, 53:1450-58; CUB Ex. 1.18.  Specifically, Mr. Mierzwa’s 

$155,321,000 estimate equals $1,175,151,000 (his estimate of the actual cost of gas in 2001)—
$998,678,000 (his estimate of the “but-for” cost of gas in 2001 if Nicor Gas had followed its 1996 
withdrawal pattern)—$42,304,000 / 2 (his estimate of the ratepayers’ share of the loss from not beating the 
2001 benchmark).

5 Id.  115,132,000 Dth (1996 withdrawals) – 66,348,729 Dth (2001 withdrawals which include the in-field 
transfers) = 48,783,271 Dth.

6 CUB Ex. 1.18.
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gas that would have occurred if monthly withdrawals in 2001 matched those in 1998.7  270

Specifically, Mr. Effron’s “but-for” case is based on the 119,064,000 Dth of withdrawals 271

that occurred in 1998, which is 64,775,000 Dth higher than what actually occurred in 272

2001.8  His calculation of $181.9 million is based on the reduction in the cost of gas that 273

would have occurred if monthly withdrawals in 2001 matched the average amount for 274

1994-1998.9  The average withdrawal for 1994-1998 was 123,342,000 Dth or 69,053,000 275

Dth higher than what actually occurred in 2001.10276

Q. Are Mr. Mierzwa’s and Mr. Effron’s damage claims related to Nicor Gas’ 2001 277

storage activity appropriate conceptually?278

A. No they are not.  Both witnesses impose a type of prudence test on Nicor Gas’ storage 279

actions that is inappropriate in a PBR context. In essence, both witnesses are claiming 280

that Nicor Gas’ deviation from isolated storage practices in other years proves that it 281

acted imprudently.  Nothing in the Order approving the GCPP required adherence to 282

previous operating practices or storage targets; indeed, just the opposite is true—the 283

GCPP explicitly encouraged Nicor Gas to act differently from how it would have under 284

traditional regulation.  That was the very purpose of the GCPP.  Moreover, historic 285

operating practices may be completely irrelevant if market conditions change 286

significantly – which turned out to be the case here in ways that no party or the 287

Commission could have anticipated at the time the GCPP was approved.  It would be 288

entirely inappropriate to impose an historic standard retroactively.  Such a 20/20 289

                                                
7 AG Ex. 1.3 (Sch. DJE-5, pp. 3-4).
8 Id.
9 Effron Dir. Reopen., AG Ex. 1.2, p. 26; AG Ex. 1.3 (Sch. DJE-5, p. 1-2).
10 AG Ex. 1.3 (Sch. DJE-5, pp. 1-2).
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hindsight benchmark is wholly unwarranted and inconsistent with the purpose of PBR 290

generally and the GCPP in particular. 291

Q. If the Commission were to impose a prudence standard retroactively in this case, do 292

you believe Mr. Mierzwa and Mr. Effron have demonstrated that Nicor Gas acted 293

unreasonably with respect to storage withdrawals in 2001?294

A. No, I do not.  Their testimony overlooks several factors that reasonably explain the 295

outcome that was observed.  Before describing those factors, however, I would like to 296

provide some background as to how unexpected and unusual was the spike in natural gas 297

prices that occurred in January 2001.  As shown in Figure 2 below, the Chicago monthly 298

(bidweek) citygate gas price reached $10.94/MMBtu in January 2001, far greater than 299

any bidweek price ever previously observed at this location.  Figure 2 also shows how 300

highly unusual the December 2000-January 2001 gas price spike was relative to the price 301

fluctuations that occurred in the 1994-1998 period (the period Intervenors used to 302

calculate damages related to Nicor Gas’ 2000-2001 storage activities).303
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Figure 2
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Jan 2001 = $10.94 

Dec 2000 = $6.15 

304

Another way to understand the unexpected nature of the January 2001 price spike 305

is to review the trading history of the January 2001 NYMEX Henry Hub futures contract. 306

I show that history below in Figure 3.  The NYMEX Henry Hub futures contract is 307

widely understood to be the forward price benchmark for North American gas markets, 308

and most other locations (including the Chicago citygate) track the Henry Hub price. As 309

indicated in Figure 3, the January 2001 contract was trading at $4.73 as of November 1, 310

2000—$5.25/MMBtu less than the expiration price of $9.98/MMBtu.  By December 1, 311

2000, the contract was trading at $6.67/MMBtu—$3.31/MMBtu less than the settlement 312

price.  The contract reached $8.40/MMBtu by December 15th and $8.53/MMBtu on 313

December 18th.  Thus, as Figure 3 dramatically demonstrates, nothing close to the full 314

extent of the January 2001 price spike was anticipated by the market until well into the 315
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month just prior to the spike.  Even then, two weeks before January 2001, the expected 316

price was still only 85% of the expiration price. 317

Figure 3

Jan 2001 NYMEX Forward Contract
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Source: Bloomberg.

318

Neither Mr. Mierzwa nor Mr. Effron mentions how unexpected this price spike 319

was.  Yet their very large damage claims for Nicor Gas’ storage actions in 2001 are 320

driven almost entirely by this very unexpected event.  Of Mr. Mierzwa’s $155 million in 321

damages, $142 million is derived from only one month—January 2001.  Mr. Mierzwa 322

claims that January 2001 storage withdrawals should have been 32 Bcf, or 14 Bcf higher 323

than the 18 Bcf of actual January 2001 withdrawals.  Accordingly, he claims that January 324

2001 purchases of flowing supplies should have been 14 Bcf lower.11  Likewise, of 325

                                                
11 CUB Ex. 1.18.
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Mr. Effron’s $182 million (high-end) damage claim, $114 million is derived from 326

January 2001 activity alone and of his $145 million (low-end) damage claim $67 million327

is derived from January 2001.12328

Q. What factors have been overlooked by Mr. Mierzwa and Mr. Effron in making their 329

claims for damages related to Nicor Gas’ January 2001 storage withdrawals?330

A. Neither witness provides any market or economic context for the January 2001 331

withdrawals made by Nicor Gas.  Most importantly, they fail to describe what happened 332

to storage inventories in the prior two months that was different from other years and that 333

ultimately constrained what Nicor Gas could have reasonably been expected to do in 334

January 2001.  Specifically, November and December of 2000 were months in which 335

below normal cold weather was experienced, not just in the Chicago area, but nationwide.  336

Chicago temperatures were 2.3 degrees below normal in November 2000 and 337

11.4 degrees below normal in December 2000.13  December of 2000 was the second 338

coldest December in Chicago since 1872.14  These weather conditions were highlighted 339

in a report by EIA that examined the causes of the nation-wide price spikes that were 340

experienced in the winter of 2000-2001:341

Natural gas prices rose dramatically in 2000 and remained high 342
through much of the first half of 2001.  The sustained runup of 343
prices was unprecedented in U.S. natural gas markets.  344
Contributing to the price increases in 2000 were increased 345
utilization of expanded natural gas consumption capacity, and a 346
decline in natural gas productive capacity that limited production 347
responses.  Rising prices at the beginning of the natural gas storage 348
refill season in April 2000 resulted in lower levels of injections 349
than normal and unusually low levels of natural gas in storage at 350
the start of the 2000-2001 winter.  Exceptionally cold weather 351

                                                
12 AG Ex. 1.3 (Sch. DJE-5, pp. 2, 4).
13 See National Weather Service data for Chicago at http://www.crh.noaa.gov/lot/.
14 Id.
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along with unusually low storage levels in November and 352
December 2000 caused spot prices to spike higher, exceeding $10 353
per million British thermal units (Btu) on a few days in late 354
December and early January 2001.  These conditions have since 355
abated with spot prices falling below $2 per million Btu on some 356
days from late September to late November 2001.357

****358

During the winter of 2000-2001, frigid temperatures arrived early 359
in the season with below normal levels in November and 360
December.  In December 2000, cold weather gripped the 361
Northeast and Midwest so that, even on a national basis, heating 362
degree days showed a 20-percent increase over 30-year norms and 363
a 32- percent increase over December 1999.  Natural gas 364
consumption in the residential and commercial sectors during the 365
month was 26.3 percent higher than the average for the preceding 5 366
years.  Although temperatures moderated by mid-January 2001 and 367
were near or slightly above normal in February and March 2001, 368
the 2000-2001 heating season overall was the first colder-than 369
normal winter since 1995-1996.370

****371

The 2000-2001 heating season began with relatively cold 372
temperatures in November and December 2000.  The frigid 373
temperatures caused a surge in demand that led to soaring prices 374
and a rapid drawdown of storage levels.  By the end of December, 375
the spot price at the Henry Hub hit $10.52 per million Btu and 376
stock levels stood at 1,719 billion cubic feet—nearly 27 percent 377
below the 5-year average for that point in the heating season.  With 378
inventory levels well below expected norms, concerns emerged 379
that they might not be sufficient to last through the heating season.  380
Fortunately, temperatures moderated for the last 3 months of the 381
heating season and the pace of withdrawals eased; so the 382
deficiency between the average and current inventories did not 383
worsen.15384

Clearly, the market conditions leading up to January 2001 were unusual by any historical 385

standard.386

Q. What impact did the early winter cold weather have on Nicor Gas?387

                                                
15 See “U.S. Natural Gas Markets: Mid-Term Prospects for Natural Gas Supply,” Energy Information 

Administration, December 2001 (emphasis added).
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A. In November and December of 2000, Nicor Gas withdrew historically large volumes of 388

gas from storage.  I show the combined November and December 2000 withdrawals 389

below in Figure 4.  As indicated, Nicor Gas’ withdrawals in November and December of 390

2000 were larger than in any other year between 1994 and 2000.  These withdrawals from 391

storage had the effect of reducing Nicor Gas’ reliance on high-priced flowing supplies in 392

November and December of 2000 and which helped keep gas costs low for ratepayers—393

an indisputable fact that Mr. Mierzwa and Mr. Effron conveniently overlook by just 394

focusing on the 2001 gas year.395

Figure 4
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1994:Gilmore Surrebutal Testimony in Docket No. 99-0127, Exhibit LMG-5.

1995-2002: Bates Stamped Documents NIC 114133-114140 Confidential.
396

As a result of this heavy withdrawal activity early in the winter season, Nicor397

Gas’ storage inventory (held for retail customers) at the end of 2000 was at its lowest 398

year-end level of any year between 1994 and 2000.  Specifically, at the end of 2000 Nicor399
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Gas’ storage inventory for retail customers was 72 Bcf (see Figure 5).  Mr. Mierzwa 400

wholly fails to acknowledge this low year-end storage inventory at the end of 2000.  401

Mr. Effron does acknowledge the low storage inventory, and admits that “Because of the 402

lower inventory at the beginning of 2001, the Company was not in a position to withdraw 403

the same volumes as it had been in earlier years.”16  Despite this acknowledgement, 404

Mr. Effron does not appear to take it into account in reaching his conclusions.17405

Figure 5

Nicor Year End Storage Inventory
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16 Effron Dir. Reopen., AG Ex. 1.2, 28:5-7.
17 As described above, Mr. Effron does offer a damage calculation based on Nicor Gas’ 1998 withdrawal 

pattern because he believes the pattern of deliveries in 1998 was similar to 2001.  He offers this alternative 
damage calculation because he believes the level of withdrawals in January 2001 were lower than normal 
in part because of the lower than normal deliveries in that month due to weather conditions.  The 
withdrawals for January 1998 were lower than the January withdrawals he derived using averages from 
1994-1998.  However, his usage of 1998 storage data still suffers from the fact that Nicor Gas had much 
more gas in inventory at the start of 1998 (roughly 109 Bcf) than it did at the start of 2001 (72 Bcf).  Thus, 
Mr. Effron fails to fully account for the low level of storage inventory at the start of 2001 in reaching his 
conclusions.
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Q. Mr. Mierzwa concludes that Nicor Gas decided to reduce storage withdrawals in 407

early 2001 due to concerns related to its performance under the GCPP (Mierzwa 408

page 52 lines 1426-1432).  How do you respond?409

A. I do not understand how Mr. Mierzwa reached this conclusion, and the documents he 410

cites for support appear to contradict it.  One of the documents he relies upon (CUB 411

Ex. 1.16) refers to operational issues Nicor Gas was facing as of mid-January 2001.  412

Specifically, the document refers to the need to maintain a minimum level of withdrawals 413

in order to protect the storage fields for the rest of the winter day peak coverage.  Thus, 414

the document Mr. Mierzwa relies upon contradicts his conclusion, and instead supports 415

the fact that Nicor Gas had been managing its January withdrawals so as to ensure it had 416

the ability to meet its winter reliability obligations—not to improve its performance under 417

the GCPP as suggested by Mr. Mierzwa.418

Q. What do you conclude regarding Mr. Mierzwa’s and Mr. Effron’s damage claims 419

for 2001 storage withdrawals?420

A. Even if the Commission were to evaluate these withdrawals from an inappropriate 421

prudence perspective, I see nothing that supports a conclusion that Nicor Gas acted 422

unreasonably given the market conditions at the time.  An alternative, far more likely 423

explanation for Nicor Gas’ January 2001 withdrawals is that Nicor Gas’ low storage 424

inventory at the end of 2000 restricted its ability to withdraw at the same levels as it had 425

in the past.426
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III. THERE IS NO JUSTIFICATION FOR DAMAGES ASSOCIATED WITH THE 427
LIQUIDATION OF LIFO LAYERS428

Q. What damage claims do Staff and Intervenors make regarding the liquidation of 429

Nicor Gas’ low-cost LIFO inventory?430

A. Staff and Intervenors propose that ratepayers should receive 100 percent of the benefit of 431

the liquidation of Nicor Gas’ LIFO inventory.  They therefore propose damages based on 432

Nicor Gas’ 50 percent share of the savings that were achieved by liquidating the low-cost 433

LIFO layers.  Mr. Mierzwa calculates damages of $24.0 million,18 Mr. Zuraski proposes 434

damages of $21.9 million,19 and Mr. Effron proposes damages of $25.2 million.20435

Q. What is your evaluation of Staff and Intervenor damage claims related to the 436

liquidation of Nicor Gas’ low-cost storage inventory?437

A. Staff and Intervenors are attempting to retroactively change the sharing percentages that 438

the Commission approved in the GCPP.  Such retroactive changes are inconsistent with 439

incentive regulation and therefore the Commission should reject these claims.  440

Unquestionably, the GCPP approved by the Commission would allow Nicor Gas to retain 441

50 percent of the benefits of the liquidation of the low-cost LIFO layers.  Again, 442

Dr. O’Connor explains in greater detail why it would be improper for the Commission to 443

order any refund that would be inconsistent with what the Commission’s GCPP Order 444

provides.  (Nicor Gas Ex. 4.0)445

                                                
18 CUB Exs. 1.01 and 1.09.
19 Zuraski Dir. Reopen., Staff Ex. 1.0R, 24 (Table 2), 56 (Att. 1).  Mr. Zuraski’s damage claim is equal to 

half of the LIFO-derived savings he calculates in Table 2 of his testimony ($43.7 million divided by 2 
equals $21.9 million).

20 AG Ex. 1.3 (Sch. DJE-7).  Specifically, Mr. Effron calculates damages of $14.9 million in 2000 and 
$10.3 million in 2002 related to the LIFO liquidation (for a total of $25.2 million).
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Q. Mr. Mierzwa and Mr. Effron both claim that ratepayers would have received the 446

entire benefit of the low-cost LIFO layers under traditional regulation if Nicor Gas 447

had accessed this low-cost gas.21  How do you respond to their claims?448

A. In making this claim Mr. Mierzwa and Mr. Effron overlook two points.  The first is that if 449

the assertion is true, it was also true when the Commission approved the GCPP and 450

expressly changed the sharing formula.  The second, perhaps more critical point is that 451

there is no reason to believe that Nicor Gas would have ever accessed these low-cost gas 452

inventories under traditional regulation.  Under traditional regulation, Nicor Gas had no 453

incentive to access this gas.  It was the implementation of the GCPP (and the benefit 454

sharing rules that were adopted) that created the incentive to access this gas.  The ICC 455

specifically approved the GCPP with an equal (50/50) sharing of benefits in order to 456

encourage Nicor Gas “to act in pursuit of greater savings.”22  The ICC also recognized 457

that traditional regulation did not provide the incentives to aggressively pursue benefits 458

for customers through innovative, non-traditional means.23  Finally, the ICC recognized 459

that the GCPP would result in benefits that would not be forthcoming in the absence of 460

the program.24,25  The low cost LIFO inventory layers clearly fall into this category of 461

benefits that would not likely have been forthcoming in the absence of the GCPP.  The 462

                                                
21 Mierzwa Dir. Reopen., CUB Ex. 1.0, 20:526-21:530; Effron Dir. Reopen., AG Ex. 1.2, 35:9-13.
22 Docket No. 99-0127, Order at 36.
23 Docket No. 99-0127, Order at 2.  Under traditional regulation, gas costs are passed through to ratepayers 

under a Purchased Gas Adjustment (“PGA”) mechanism.
24 Docket No. 99-0127, Order at 40.
25 The ICC is not alone in recognizing that gas utilities may not have sufficient incentives to optimize the use 

and minimize the cost of their natural gas assets and contracts.  It is common for state commissions to 
approve ratepayer-shareholder sharing mechanisms to provide incentives for utilities to optimize their 
natural gas assets and contracts.  For example, many state Commissions have approved sharing 
mechanisms for pipeline capacity release programs and off-system gas sales.  The GCPP is a more 
comprehensive version of these types of sharing mechanisms and similar procurement incentive 
mechanisms have been used elsewhere (e.g. in California by Pacific Gas & Electric and Southern 
California Gas).
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LIFO layers that were accessed under the GCPP were created in the 1970-1984 period,26463

and were not subsequently accessed during nearly 30 years of traditional regulation.  The 464

GCPP provided the necessary incentives to access this low-cost gas, and it is highly 465

improbable that this gas would have been accessed without the GCPP.466

Q. What other reasons suggest that Nicor Gas would not have accessed the low-cost 467

inventory layers under traditional regulation?468

A. In his testimony, Mr. Mierzwa is claiming damages associated with the higher carrying 469

charges that resulted when Nicor Gas liquidated its low-cost LIFO inventory layers and 470

replaced that inventory with more expensive gas.  Specifically, Mr. Mierzwa claims that 471

the higher cost storage gas inventory resulted in higher base rates in Nicor Gas’ 2004 rate 472

case.  Mr. Mierzwa therefore proposes damages of $27.3 million to adjust for these 473

higher carrying charges.27474

Mr. Mierzwa’s view that damages should be awarded for the higher storage 475

inventory costs effectively concedes that the low-cost LIFO layers would never have 476

been accessed under traditional regulation.  He is essentially claiming that it would never 477

be reasonable, from the ratepayers’ perspective, to access low-cost LIFO layers given that 478

the result of withdrawing the old LIFO gas would be an increase to base rates because of 479

an increase in storage inventory carrying charges.28  His position undermines his claim 480

that Nicor Gas’ customers are entitled to 100 percent of the LIFO liquidation benefits 481

because that is what would have happened under traditional regulation.  Clearly, if under 482

                                                
26 Effron Dir. Reopen., AG Ex. 1.2, 33:15-12.  See also AG Ex. 1.3.7.  
27 Mierzwa Dir. Reopen., CUB Ex. 1.0, 34:946-36:1012.
28 See Mierzwa Dir. Reopen., CUB Ex. 1.0, 35:982-86 (“Nicor has replaced the liquidated $2.030 per Dth 

storage inventory with gas which is priced at $5.81 per Dth.  Because it was unreasonable for Nicor to 
liquidate its low-cost storage inventory, it should be denied carrying charges on the difference in cost 
between the $5.81 and $2.30 per Dth priced gas.”).
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traditional regulation Nicor Gas would have had to bear the full costs of the LIFO 483

liquidation, it would never have had an incentive to withdraw that inventory.484

Q. How do you respond to Mr. Mierzwa’s damage claim related to the higher carrying 485

charges that resulted when the low-cost LIFO inventory was necessarily replaced 486

with more expensive gas?487

A. Again, Mr. Mierzwa’s testimony attempts to impose a prudence standard on Nicor Gas’ 488

decision to access the low-cost LIFO layers that I believe is inappropriate in a PBR 489

context.  I therefore recommend that the Commission reject this disallowance claim 490

outright.491

Q. If a prudence test were somehow appropriate in this case, do you believe 492

Mr. Mierzwa has demonstrated that Nicor Gas acted unreasonably in accessing the 493

LIFO inventory layers?494

A. No.  Mr. Mierzwa has simply asserted that the liquidation of the low-cost inventory was 495

unreasonable, but has not supported his claim in any way.  The low-cost gas was an 496

artifact of an earlier era in U.S. gas markets when prices were less than $1.00 per 497

MMBtu.  I see nothing improper about accessing this inventory and sharing the benefits 498

of the low-cost inventory with ratepayers, even if the ultimate effect of this decision was 499

to increase base rates to cover the higher carrying charges.  Mr. Mierzwa essentially 500

argues that this low-cost gas should have remained in inventory forever, a position that 501

simply makes no sense.  Moreover, it is not clear why Nicor Gas’ customers should not 502

have to bear the higher storage inventory carrying costs.  They received the benefit of low 503

base rates for years because of the LIFO storage accounting.  Now that some layers of 504

low-cost storage gas have been accessed to their shared benefit, it is not unreasonable that 505
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they should pay the cost of carrying that higher priced gas in inventory, just as they 506

would pay for the reasonable carrying cost of any asset in a utility’s rate base.507

Q. Do you see any other flaws with Mr. Mierzwa’s damage claim relating to the higher 508

carrying charges that resulted when the low-cost inventory was replaced with more 509

expensive gas?510

A. Yes.  Mr. Mierzwa is trying to have the best of all worlds when he claims that ratepayers 511

should receive 100 percent of the benefits of the liquidation of the low-cost inventory and 512

not have to bear the costs of that liquidation in the form of higher carrying charges.  This 513

is an example of how the intervenor damage claims are internally inconsistent and 514

duplicative in nature. 515

Q. Why is your overall conclusion regarding Staff and Intervenor damage claims 516

associated with the liquidation of the low-cost LIFO layers?517

A. In my opinion these claims should be rejected.  Nicor Gas had no incentive to access this 518

low cost storage inventory in the 2000-2002 period under traditional regulation, and there 519

has been no showing that Nicor Gas’ decision to access this low-cost gas under the PBR 520

program was unreasonable.  As a result I see no reason to adjust the sharing percentages 521

in the GCPP after-the-fact. 522
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IV. MR. MIERZWA’S AND MR. ZURASKI’S PROPOSED DAMAGES RELATED523
TO IN-FIELD TRANSFERS AND DSS STORAGE WITHDRAWALS ARE NOT 524
JUSTIFIED525

A. In-Field Transfers526

Q. What is the importance of the issue concerning in-field transfers?527

A. This issue is important because it relates to the quantification of withdrawals in any 528

particular year, which itself is important because the amount of withdrawals in a year 529

affects the SCA, which in turn affects the GCPP Benchmark.  The Staff and Intervenor 530

witnesses have chosen to use a method of calculating withdrawals that essentially ignores 531

in-field transfers and that increases withdrawals and thus (typically) increases the SCA 532

and lowers the Benchmark.  Nicor Gas, on the other hand, considers in-field transfers 533

when calculating withdrawals, thereby (all else being equal) decreasing annual534

withdrawals. 535

Q. What is an in-field transfer?536

A. I understand Nicor Gas has defined an in-field transfer as the injection of natural gas into 537

a storage field on the same day gas is also being withdrawn from another storage field for 538

operational reasons.  Thus, as I understand it, the only days when in-field transfers do not 539

occur is when all storage fields are being used either for withdrawals or injections.  540

Figure 6 below is for illustrative purposes to show how Nicor Gas’ restated results under 541

the GCPP account for in-field transfers.  It shows the injections and withdrawals for a 542

single day (assuming Nicor Gas only owns two storage fields).543
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Figure 6

Location Withdrawal Injection

Net 

Withdrawal

[1] [2] [3] [4]=[2]-[3]

Storage Field 1 [a] 1,000           -            1,000          
Storage Field 2 [b] -               200           (200)            
Total [c] 1,000           200           800             

544

On this day, there is a withdrawal of 1000 units of gas from one field and an 545

injection into another field of 200 units of gas.  Nicor Gas’ restatement for GCPP 546

accounting purposes on a day like this treated the 200 units injected into the second field 547

as an in-field transfer and subtracted it from the gross withdrawal of 1000, leaving a net 548

withdrawal of 800 that was used to serve customers.  Nicor Gas treated other days like 549

this similarly and considered only net withdrawals (net of in-field transfers) when 550

quantifying the total annual withdrawals to include in the derivation of the SCA, as this is 551

the amount of gas withdrawn to serve customers.  Thus, Nicor Gas focused on the 552

withdrawals net of same-day injections when calculating the storage credit adjustment 553

rather than the gross withdrawals, in the example above 800 instead of 1,000.554

Q. Could you summarize the position of Staff and Intervenor witnesses with respect to 555

in-field transfers?556

A. Yes.  Mr. Mierzwa and Mr. Zuraski reject the use of the net withdrawal method 557

illustrated above and assert that gross withdrawals are the proper measure to use when 558

calculating the SCA.  In other words, both witnesses state that for the purposes of 559

calculating the SCA no distinction should be made between the withdrawals that occurred 560

for operational purposes (in-field transfers) and those made for the purposes of serving561

customers.  According to them all withdrawals should be used in calculating the SCA.  562
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Both witnesses therefore claim that Nicor Gas’ GCPP results are in error because Nicor 563

Gas has incorrectly subtracted same-day injections or in-field transfers from withdrawals 564

in computing the SCA, which over the period 2000-2002 had the net effect of decreasing 565

the SCA and increasing the benchmark (thereby increasing Nicor Gas’ benefits under the 566

GCPP).  Thus, they claim that in-field transfers should be added back to withdrawals in 567

the computation of the SCA.  Mr. Mierzwa and Mr. Zuraski both conclude that by adding 568

back in-field transfers to withdrawals, the SCA would increase by $29.2 million, thereby 569

reducing the benchmark by that same amount, resulting in a refund of $14.6 million due 570

to ratepayers, or about $11.1 million more than the $3.5 million Nicor Gas proposed to 571

refund ratepayers based on its restatements for in-field transfers.29572

Q. Can you provide the year-by-year calculations showing Mr. Mierzwa’s and 573

Mr. Zuraski’s calculations?574

A. Yes.  I show the impact of the Staff and Intervenor proposals to add back in-field 575

transfers in Figure 7 below.  As shown, their proposal results in a significantly higher 576

SCA in 2001 (and a correspondingly lower benchmark) due to the large positive storage 577

credit rate ($2.75/MMBtu) that existed in that year.  The higher SCA in 2001 is only 578

slightly offset by the lower SCAs in 2000 and 2002 (years when the storage credit rate 579

was inverted and negative).580

                                                
29 CUB Ex. 1.13; Zuraski Dir. Reopen., Staff Ex. 1.0R, 37.
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Figure 7

Year

Storage 

Credit Rate 

$/MMBtu

Staff/Intervenor Add 

Back of In-Field 

Transfer                                   

( MMBtu)

Storage Credit 

Adjustment                         

($)

[1] [2] [3] [4]=[2]*[3]

2000 [a] (0.686)       738,661                        (506,943)                       
2001 [b] 2.750        12,059,367                   33,166,877                   
2002 [c] (0.326)       10,610,645                   (3,460,131)                    

Total [d] 23,408,673                   29,199,803                   

Sources:
Witness Testimony.581

Q. Do the Staff and Intervenor witnesses offer any economic justification for their 582

proposal to add back in-field transfers to withdrawals?583

A. No.  Their proposal is not based on any economic rationale, but rather on their 584

observation that Nicor Gas did not raise the issue of the appropriate treatment of in-field 585

transfers in its application for approval of the GCPP in Docket No. 99-0127, arguing that 586

if the company deemed it appropriate to exclude the in-field transfers from consideration 587

it should have made that proposal in that very proceeding.  Both witnesses argue that 588

Nicor Gas included in-field transfers in its monthly withdrawal/injection figures for the 589

period 1994-1998 which were used to derive the appropriate level of the Commodity 590

Adjustment to be applied to the benchmark throughout the term of the GCPP.  Both 591

witnesses then assert that the Commodity Adjustment adopted in Docket No. 99-0127 592

($0.0168/MMBtu) would have been lower had Nicor Gas subtracted in-field transfers 593

from total withdrawals (which they claim would have resulted in a lower benchmark and 594

made it more difficult for Nicor Gas to achieve savings under the GCPP).595
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Q. Do either Mr. Mierzwa or Mr. Zuraski offer any evidence to support their claims596

that the Commodity Adjustment would have been lower had Nicor Gas subtracted 597

in-field transfers from withdrawals?598

A. No, they offer no such evidence but instead assert that it would have been lower by 599

claiming that the SCA would have been lower.30  They do not attempt to recalculate the 600

Commodity Adjustment that would have resulted in Docket No. 99-0127 by removing in-601

field transfers.602

Q. Have you evaluated whether the Commodity Adjustment would have been lower 603

had in-field transfers been taken into account, as asserted by Mr. Mierzwa and 604

Mr. Zuraski?605

A. Yes.  I have attempted to evaluate their assertion by recalculating the Commodity 606

Adjustment using the same methodology and data that were relied upon to calculate the 607

Commodity Adjustment in Docket No. 99-0127.31  I show this recalculation in Nicor Gas 608

Exhibit No. 5.2.  In this recalculation, I excluded the in-field transfers from gross 609

withdrawals and injections from the historical 1994-1998 data.  I used Staff’s estimate of 610

in-field transfers for the 1995-1998 period as shown in Table 3 of Mr. Zuraski’s 611

testimony and I calculated in-field transfers for 1994 as the average of Staff’s estimated 612

in-field transfers for the 1995-1998 period.32  Further, in my Commodity Adjustment 613

recalculation, the only component of the benchmark affected by the exclusion of in-field 614

transfers from gross withdrawals and injections is the SCA, which is calculated as the 615

product of the annual storage withdrawals and the Storage Credit Rate.  Both withdrawals 616

                                                
30 See Zuraski Dir. Reopen., Staff Ex. 1.0R, 36; Mierzwa Dir. Reopen., CUB Ex. 1.0, 46.
31 See Gilmore’s Surrebuttal Testimony in Docket No. 99-0127, Exhibits LMG-5 and LMG-7.
32 Staff used data provided by Nicor Gas in discovery to calculate in-field transfers for the 1995-2002 period.
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and the Storage Credit Rate change as a result of excluding in-field transfers from gross 617

withdrawals and injections.  The other elements of the Commodity Adjustment 618

calculation (as originally performed in Docket No. 99-0127) remain unchanged 619

(including actual gas costs, market index cost, and the Firm Deliverability Adjustment).620

Q. How does the Commodity Adjustment change as a result of excluding the in-field 621

transfers from gross withdrawals and injections for the period 1994-1998?622

A. Contrary to the assertions of Mr. Mierzwa and Mr. Zuraski, the Commodity Adjustment 623

remains essentially unchanged had in-field transfers been excluded from the calculation 624

upon which the original Commodity Adjustment of $0.0168/MMBtu was based.  As 625

shown in Nicor Gas Exhibit No. 5.2, excluding in-field transfers would have reduced the 626

Commodity Adjustment by just $0.0005 per MMBtu, from its approved level of $0.0168 627

per MMBtu to $0.0163 per MMBtu.  The reason why the Commodity Adjustment 628

remains essentially unchanged is that subtracting the in-field transfers has two offsetting 629

effects—it reduces the amount of gross withdrawals while it increases the Storage Credit 630

Rate.  The Storage Credit Rate increases because the in-field transfers change the 631

injection and withdrawal weights used to derive the Storage Credit Rate.  These two 632

effects offset each other leaving the Commodity Adjustment virtually unchanged.  633

Neither Mr. Mierzwa nor Mr. Zuraski recognized the offsetting influence of in-field 634

transfers on the Storage Credit Rate, and thus, their analysis is incomplete and flawed. 635

Q. What do the results of your analysis suggest?636

A. The results of my analysis suggest that there is no support for the Staff and Intervenor 637

assertions that excluding in-field transfers in Docket No. 99-0127 would have produced a 638

materially different Commodity Adjustment factor which, in turn, would materially affect 639
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the GCPP results.  This result undermines the only justification the witnesses have 640

offered for including in-field transfers in the calculation of the SCA.641

Q. Is there an economic justification for subtracting the in-field transfers from 642

withdrawals in calculating the SCA as Nicor Gas has done?643

A. Yes.  The net withdrawals on each day represent the amount of gas that was withdrawn to 644

service Nicor Gas’ customers (as opposed to gas that was withdrawn for operational 645

purposes or in-field transfers).  The purpose of the SCA was to reflect the value to 646

customers of the storage capacity Nicor Gas holds for its customers.  It is therefore 647

appropriate to use net withdrawals in calculating the SCA.648

B. DSS Storage Withdrawals649

Q. What positions have the Staff and Intervenor witnesses taken with respect to 650

additional DSS storage withdrawals?651

A. Mr. Zuraski and Mr. Mierzwa both claim that Nicor Gas has incorrectly quantified 652

storage withdrawals associated with its leased storage capacity (particularly its delivered 653

storage service or “DSS” storage capacity) on Natural Gas Pipeline Company of America 654

(NGPL), a portion of which it released to third parties during the 2000-2002 period.  As 655

was the case with in-field transfers, the quantification of withdrawals in any particular 656

year is important because the amount of withdrawals in a year affects the SCA, which in 657

turn affects the GCPP Benchmark.  Mr. Zuraski claims that Nicor Gas understated its 658

DSS storage withdrawals by 3.1 million MMBtu for 2000, 9.0 million MMBtu for 2001 659

and 11.2 million MMBtu for 2002.  According to Mr. Zuraski, adding back these storage 660

withdrawals would decrease the benchmark by $18.9 million for the period 2000-2002 661
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and result in a refund to ratepayers for half of that amount or $9.5 million.33  662

Mr. Mierzwa also claims that upon restatement Nicor Gas included certain DSS volumes 663

in the calculation of the SCA, but did not include others.34  According to Mr. Mierzwa, 664

Nicor Gas understated its DSS withdrawals by 50,000 MMBtu for 2000, 7.3 million 665

MMBtu for 2001 and 11.2 million MMBtu for 2002.  According to Mr. Mierzwa, adding 666

back these storage withdrawals would decrease the benchmark by $16.3 million and 667

result in a refund of $8.15 million to ratepayers.35668

Q. What is your evaluation of Mr. Zuraski’s and Mr. Mierzwa’s DSS withdrawal 669

analysis?670

A. Nicor Gas has already restated its GCPP results to correct for its previous treatment of 671

DSS (and NSS) storage capacity.  Mr. Zuraski and Mr. Mierzwa now appear to claim that 672

Nicor Gas and its auditors did not get the prior restatement “right,” and that they missed 673

some DSS storage withdrawals.  For example, Mr. Mierzwa states, “[a]lthough some of 674

the DSS volumes initially treated as flowing gas prior to restatement are now considered 675

storage withdrawals, certain volumes continue to be treated as flowing volumes.”36  676

However, Mr. Mierzwa offers no evidence to support his conclusion that “certain” 677

volumes continue to be treated as flowing supplies.  Neither witness has offered an 678

explanation or any evidence of any respect in which the prior restatements were deficient.  679

Instead, they simply assert that some DSS storage withdrawals were excluded from the 680

restatement.681

                                                
33 Zuraski Dir. Reopen., Staff Ex. 1.0R, 40:Table 6.
34 Mierzwa Dir. Reopen., CUB Ex. 1.0, 40:1126-27.
35 See CUB Ex. 1.12.
36 Mierzwa Dir. Reopen., CUB Ex. 1.0, 41:1147-49.
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Q. What is your recommendation as it relates to Messrs. Zuraski’s and Mierzwa’s 682

refund claims associated with additional DSS withdrawals?683

A. The Staff and Intervenor refund proposals associated with additional DSS storage 684

withdrawals should be rejected.  Nicor Gas previously restated its GCPP results to 685

account for its use of DSS storage between 2000 and 2002 (restatements which 686

Intervenors and Staff appear to have accepted).  Without additional information and 687

evidence as to why or how these restatements were deficient, if at all, the Commission 688

should not adopt Mr. Zuraski’s and Mr. Mierzwa’s claimed refunds related to additional 689

DSS withdrawals.  Finally, Mr. Mierzwa’s adjustment for 2001 DSS storage withdrawals 690

(roughly $10.0 million per CUB Exhibit 1.12) appears to be duplicative of the damages 691

he calculates related to Nicor Gas’ 2001 storage activities.37692

V. STAFF AND INTERVENOR DAMAGE CLAIMS RELATED TO THE SALE OF 693
GAS TO NICOR GAS’ AFFLIATE AND FOR WEATHER INSURANCE ARE694
FLAWED AND INAPPROPRIATELY RELY ON PERFECT HINDSIGHT695

Q. What damage claims have Staff and Intervenor witnesses made with respect to 696

Nicor Gas’ forward sale of gas to its affiliate Nicor Enerchange?697

A. Mr. Mierzwa and Mr. Zuraski both calculate damages associated with Nicor Gas’ January 698

28, 2000 forward sale of 2.4 Bcf of gas to its affiliate Enerchange at a price of 699

$2.45/MMBtu (with delivery in September and October 2000).  They conclude that these 700

sales were made imprudently at below-market prices and allege that these sales adversely 701

impacted ratepayers because Nicor Gas was required to purchase gas at higher spot prices 702

                                                
37 Mr. Mierzwa’s damage claim related to Nicor Gas’ 2001 storage activities is based on the premise that the 

2001 storage withdrawals should have been 115 Bcf, which was the amount of storage withdrawals in 
1996.  However, the 1996 withdrawals appear to already reflect withdrawals from Nicor Gas’ leased 
NGPL storage.
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at the time of delivery (i.e., at spot prices in September and October of 2000, at which 703

point prices were higher than the sales price agreed to by the parties).  Mr. Mierzwa and 704

Mr. Zuraski both calculate damages of $4.3 million, using an identical methodology.38  705

This $4.3 million estimate includes damages associated with additional forward sales of 706

0.9 Bcf that Nicor Gas entered into with non-affiliates.  Both Mr. Mierzwa and 707

Mr. Zuraski highlight the fact that the 2.4 Bcf sale was a sale to an affiliate of Nicor Gas, 708

and it appears that their objection is primarily based on the fact that the sale was made at 709

below-market prices.710

Q. Have Mr. Mierzwa and Mr. Zuraski demonstrated that the sales price to 711

Enerchange was below market?712

A. No.  They fail to provide any real evidence that the sales price was in fact below market.  713

Their review of these transactions is fatally flawed in that they fail to appropriately 714

analyze forward market prices at the Chicago citygate that were contemporaneous with 715

when the sales decisions were made.  Instead, they refer to spot prices as part of their 716

evidence—but spot prices are irrelevant given that this was a forward transaction.  For 717

example, in estimating forward prices at the Chicago citygate, Mr. Zuraski appears to add 718

a spot basis differential to the Henry Hub price.  This is wholly inappropriate—he should 719

have used a forward basis differential in making this calculation, and his failure to do so 720

invalidates his conclusion that the sale was below market.  Mr. Mierzwa appears to rely 721

on spot prices on the day of the transaction to characterize this sale as below market—722

which is also inappropriate.  Finally, neither witness makes any attempt to analyze 723

whether his conclusion is sensitive to price volatility in either the futures price or the 724

                                                
38 See Zuraski Dir. Reopen., Staff Ex. 1.0R, 44:Table 7; CUB Ex. 1.24.
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basis price.  Instead, they just look at the reported prices for gas and add basis 725

differentials (that are unsubstantiated) without any consideration of the trading range of 726

these values.727

Q. Can you elaborate on the flaws in their analyses?728

A. Yes.  Mr. Zuraski notes that the January 28, 2000 Henry Hub futures price for September 729

and October 2000 was $2.535/Dth and $2.55/Dth, respectively.  He then makes the 730

unsubstantiated claim that “the basis differential between Chicago and Henry Hub around 731

this time was about 4 to 5 cents per MMBtu.”  He appears to add this unsubstantiated 732

spot basis differential to the futures prices to claim that future prices at the Chicago 733

citygate were $2.575 and $2.59 in September and October of 2000 (using his 4 cent 734

estimate).  He then claims that the sale to Enerchange was about 12 to 15 cents below 735

market.39736

Mr. Zuraski’s methodology is flawed.  First, he provides no support for his 4 to 5 737

cent basis differential.  In fact, on January 28th, Gas Daily reported a Chicago citygate 738

daily price of $2.73/Dth and a Henry Hub price of $2.745/Dth, indicating a basis of 739

negative $0.015/Dth.  On January 31, Gas Daily reported a Chicago citygate daily price 740

of $2.755/Dth and a Henry Hub price of $2.835/Dth, indicating a basis of negative 741

$0.08/Dth (and demonstrating how volatile the basis differentials can be over short time 742

periods).  Moreover, Mr. Zuraski appears to make a critical mistake.  He appears to add a 743

spot basis differential to a forward price, which is an inappropriate methodology.  To 744

calculate a forward price at the Chicago citygate, Mr. Zuraski would need to add a 745

                                                
39 Zuraski Dir. Reopen., Staff Ex. 1.0R, 40-41.
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forward basis differential (between Chicago and Henry Hub) to his Henry Hub futures 746

price.747

Mr. Mierzwa claims that Nicor Gas sold gas to its affiliate at a discount of 16 748

cents per Dth.  This 16 cent per Dth discount is calculated by Mr. Mierzwa as the 749

difference between the $2.73 per Dth market price—which is the price of gas published 750

by Gas Daily on January 28, 2000—less the $2.45 per Dth sales price less his asserted 751

(but unsubstantiated) basis differential of $0.07 per Dth.40  While his math is clearly in 752

error ($2.73 less $2.45 less $0.07 equals $0.21 not $0.16 as claimed by Mr. Mierzwa), he 753

nonetheless appears to be focused on the $2.73 spot price in his attempted calculation.  754

Regardless of how he arrived at his conclusion that the sale was below market, he fails to 755

provide any evidence that the $0.07/Dth basis differential he relies on was a forward 756

basis differential.757

In summary, absent additional evidence of the forward value of gas at the Chicago 758

citygate (and accounting for volatility in futures prices and basis prices), the Commission 759

has no basis to conclude that this was a below-market price transaction.760

Q. Do you see any other flaws with their damage calculation for these alleged below-761

market sales?762

A. Yes, I believe the methodology is flawed as a matter of fundamental economics.  763

Mr. Zuraski and Mr. Mierzwa offer no evidence that these forward sales were not 764

permitted under the terms of the GCPP—they only argue that the sales price was too low, 765

i.e., it was said to be below market.  If it were ultimately established that these forward 766

sales were at below-market prices, and therefore improper, then the refund should merely 767

                                                
40 See Mierzwa Dir. Reopen., CUB Ex. 1.0, 58-59.
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reimburse ratepayers for the “loss” that was “caused” by the impropriety—the improper 768

discount that was provided at the time of the sale.  Even if the sales price had been 769

higher, above market, the transactions could have still resulted in losses due to the rise in 770

prices that ultimately occurred.  Yet, under that circumstance no one could plausibly 771

argue that the transaction was improper or that customers would be entitled to any type of 772

refund.  This demonstrates that the only proper measure of “loss” to customers for which 773

Nicor Gas could be held liable would be the difference between the sales price and the 774

market price at the time of sale.  Anything beyond that was caused not by any 775

impropriety in the transaction but by market conditions.  More fundamentally, for reasons 776

I have alluded to previously, a review of the prudence of individual transactions that are 777

said to have adversely affected the cost of gas acquired by Nicor Gas during the GCPP 778

period cannot properly be deemed to be within the scope of this review proceeding.779

Mr. Mierzwa’s and Mr. Zuraski’s damage calculations have the effect of 780

permitting ratepayers to avoid their share of losses under these forward sales transactions 781

($4.3 million according to Messrs. Mierzwa and Zuraski), and instead force Nicor’s 782

shareholders to absorb all the losses ($8.6 million according to Messrs. Mierzwa and 783

Zuraski).  The sharing that was specified in the GCPP approved by the Commission, 784

however, was explicitly applied to both gains and losses.  Nicor Gas had the undisputed 785

discretion to undertake these types of transactions under the GCPP, and I see no 786

economic reason that ratepayers should be able to avoid the inevitable losses that 787

occurred due to unfavorable price movements (just like they would have received the 788

benefits of favorable price movements).  Mr. Mierzwa and Mr. Zuraski’s attempt to 789

impose an asymmetric sharing rule that forces all losses onto Nicor’s shareholders, while 790
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allowing gains to be split equally with ratepayers, is unfair and contrary to the sharing 791

mechanism explicitly approved by the Commission.792

Q. What damage claims have Staff and Intervenor Witnesses made with respect to 793

Nicor Gas’ purchase of weather insurance?794

A. Mr. Mierzwa and Mr. Zuraski both appear to be making the same arguments related to 795

Nicor Gas’ purchase of weather insurance, but reach significantly different conclusions 796

about whether any damages resulted.  Mr. Mierzwa explains that Nicor Gas purchased 797

weather insurance for $3.5 million and that $2.0 million was to be paid by Nicor Gas 798

selling gas to Aquila for future delivery at a discount to market prices.  The discounted 799

deal was made in the fall of 2000 and was a forward sale of gas for the months of March 800

and April 2001.  Mr. Mierzwa claims that when the gas was delivered, the amount of the 801

discount was $6.2 million.41  However, Mr. Mierzwa does not claim any incremental 802

damages associated with this transaction, contending that Nicor Gas “has subsequently 803

adjusted purchased gas costs for the full $6.2 million impact on ratepayers”.42  804

Mr. Zuraski claims that the impact of this transaction was to increase gas costs by 805

$6.2 million.  He says that the ratepayer refund should be half of that amount or 806

$3.1 million (which produces a damage claim of $2.1 million net of Nicor’s restatement).  807

He includes a table showing that prices in March and April 2001 had risen well beyond 808

the discounted sale price (to prices in the $5.29-$5.50 range, relative to the sales prices of 809

about $3.20-$3.50).43810

                                                
41 Mierzwa Dir. Reopen., CUB Ex. 1.0, 42:1157-43:1191.
42 Id., 43:1185-87.
43 Zuraski Dir. Reopen., Staff Ex. 1.0R, 46:Table 8.
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Q. What flaws do you see with Mr. Mierzwa’s and Mr. Zuraski’s positions with respect 811

to Nicor Gas’ purchase of weather insurance?812

A. This claim rests on the same conceptual foundation as the claim I just discussed relating 813

to the Enerchange transaction, and is unwarranted for the same reason.  If a prudence 814

standard were to be applied to each individual transaction, a more appropriate 815

methodology would base the refund on the size of the discount ($2.0 million) at the time 816

of the forward sale.  Any additional “loss” was not caused by anything to do with the 817

transaction, but rather by market conditions. Further, Mr. Zuraski has overstated his 818

damage claim with respect to this transaction by relying on information only known with 819

perfect hindsight—namely that natural gas prices increased following the forward sale 820

transaction (thereby resulting in a loss).  However, if prices had fallen in this period it 821

seems clear that ratepayers would have claimed their share of the gains while only 822

objecting to the amount of the discount at the time of the transaction.  For these reasons, 823

if a prudence standard were to be applied on a transaction-by-transaction basis, it is my 824

opinion that any refund with respect to this claim should be limited to the amount of the 825

discount.  Since Nicor Gas has previously restated its GCPP results to exclude the 826

discount (or the loss on the sale of the gas that was originally recognized), Nicor Gas has 827

already appropriately accounted for this transaction and no further damages are 828

warranted.829
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VI. MR. ZURASKI’S PROPOSED DAMAGES RELATED TO HUB SERVICES ARE 830
NOT JUSTIFIED831

Q. What is Mr. Zuraski’s position with respect to certain hub services revenues?832

A. Mr. Zuraski claims that while revenues from some of the Hub storage services were 833

appropriately flowed through the PGA, revenues from other Hub services were not 834

flowed through the PGA.  He finds that many of the hub services transactions that Nicor 835

Gas excluded from the PGA between 1999 and 2002 were of a different character (had a 836

longer term) than those allowed to be excluded under the Commission’s precedent in 837

Docket Nos. 93-0320 and 95-0219.  In other words, in Mr. Zuraski’s view, many of the 838

hub transactions whose revenues were excluded by Nicor Gas were not of the type which 839

the Commission allowed to be excluded from the PGA.  Therefore, he claims that 840

revenues from “multi-cycle gas loans” cannot be excluded from the PGA as they had a 841

term of 11 or 12 months, and that such revenues should be included in the PGA as an 842

offset to gas costs.44843

Q. What gas cost reduction adjustment does Mr. Zuraski propose?844

A. Mr. Zuraski proposes an aggregate gas cost reduction adjustment of $10.3 million for the 845

period of 1999-2002.  Specifically, he calculates a gas cost reduction adjustment of 846

$1.9 million in 1999 and $8.4 million for the period 2000-2002.  Based on these figures 847

he proposes a refund of $6.2 million to ratepayers ($6.2=1.9 + $8.4/2).45  Neither 848

Mr. Mierzwa nor Mr. Effron addresses this “hub revenues” issue.849

                                                
44 Zuraski Dir. Reopen., Staff Ex. 1.0R, 49-52.
45 Zuraski Dir. Reopen., Staff Ex. 1.0R, 52:1039-46 and 56 (Att. 1).
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Q. Has Mr. Zuraski provided sufficient information to justify his claimed adjustment?850

A. No.  Mr. Zuraski’s testimony does not identify the actual hub transactions to which he is 851

referring. Mr. Zuraski finds in his review of “Company records” that “revenues from 852

some of the Hub storage services were flowed through the PGA, while revenues from 853

other Hub services were not flowed through the PGA.”46  However, he does not explain 854

how these company records support his claim that revenues were not flowed through the 855

PGA for the transactions he questions.  Nor does he ever explain why some transactions 856

are subject to a revenue flow through but others are not.857

Moreover, his testimony on this topic appears to be based on a document Nicor 858

Gas provided in discovery in response to Staff request 7.05 (NIC 041572- NIC 041596).  859

This document appears to indicate that a substantial amount of revenues were already 860

credited against PGA costs.47 Without more information from Mr. Zuraski on (1) the861

basis for his assertion that revenues should be flowed through at all, (2) which 862

transactions are subject to a flow through and why, and (3) whether revenues associated 863

with these transactions have already been flowed through in whole or in part, the 864

Commission has no basis upon which to judge the validity of this claim.865

VII. CONCLUSION866

Q. Does this conclude your prepared rebuttal testimony?867

A. Yes, it does.868

                                                
46 Id., 49:998-50:1000.
47 See, for example, NIC 041576.




