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DIRECT TESTIMONY OF JEROME D. MIERZWA ON BEHALF OF THE CITIZENS 

UTILITY BOARD AND THE COOK COUNTY STATE’S ATTORNEY’S OFFICE (GCI)  

 

ILLINOIS COMMERCE COMMISSION DOCKET NO. 02-0667
  1 

I.  Introduction 2 

Q. WOULD YOU PLEASE STATE YOUR NAME AND BUSINESS ADDRESS? 3 

A. My name is Jerome D. Mierzwa.  I am a principal and the President of Exeter Associates, 4 

Inc.  My business address is 12510 Prosperity Drive, Silver Spring, Maryland, 20904.  5 

Exeter specializes in providing public utility-related consulting services. 6 

 7 
Q. PLEASE DESCRIBE YOUR EDUCATIONAL BACKGROUND AND EXPERIENCE. 8 

A. I graduated from Canisius College in Buffalo, New York, in 1981 with a Bachelor of 9 

Science Degree in Marketing.  In 1985, I received a Masters Degree in Business 10 

Administration with a concentration in finance, also from Canisius College.  In July 11 

1986, I joined National Fuel Gas Distribution Corporation (“NFG Distribution”) as a 12 

Management Trainee in the Research and Statistical Services Department (“RSS”).  I was 13 

promoted to Supervisor RSS in January 1987.  While employed with NFG Distribution, I 14 

conducted various financial and statistical analyses related to the company’s market 15 

research activity and state regulatory affairs.  In April 1987, as part of a corporate 16 

reorganization, I was transferred to National Fuel Gas Supply Corporation’s (“NFG 17 

Supply’s”) rate department where my responsibilities included utility cost of service and 18 

rate design analysis, expense and revenue requirement forecasting and activities related to 19 

federal regulation.  I was also responsible for preparing NFG Supply’s Purchase Gas 20 

Adjustment (“PGA”) filings and developing interstate pipeline and spot market supply 21 
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gas price projections.  These forecasts were utilized for internal planning purposes as well 22 

as in NFG Distribution’s purchased gas cost review proceedings. 23 

In April 1990, I accepted a position as a Utility Analyst with Exeter Associates, Inc.  24 

In December 1992, I was promoted to Senior Regulatory Analyst.  Effective April 1, 25 

1996, I became a principal of Exeter Associates.  Since joining Exeter Associates, I have 26 

specialized in evaluating the gas purchasing practices and policies of natural gas utilities, 27 

utility class cost of service and rate design analysis, sales and rate forecasting, 28 

performance-based incentive regulation, revenue requirement analysis, the unbundling of 29 

utility services and the evaluation of small customer choice transportation programs. 30 

 31 
Q. HAVE YOU PREVIOUSLY TESTIFIED IN REGULATORY PROCEEDINGS ON 32 

UTILITY RATES? 33 

A. Yes.  I have provided testimony on more than 80 occasions in proceedings before the 34 

Federal Energy Regulatory Commission (“FERC”), utility regulatory commissions in 35 

Delaware, Georgia, Indiana, Louisiana, Montana, Nevada, New Jersey, Ohio, 36 

Pennsylvania, Rhode Island, Texas, and Virginia, as well as before this Commission.  A 37 

complete copy of my resume is included as CGI Exhibit 1.2. 38 

 39 
Q. WHAT IS THE PURPOSE OF YOUR TESTIMONY? 40 

A. Exeter Associates, Inc. was retained by the Citizens Utility Board (“CUB”) and the Cook 41 

County State’s Attorney’s Office (collectively Consumer and Governmental Intervenors 42 

(“CGI”)), to review the results of the Gas Cost Performance Program (“GCPP”) of Nicor 43 

Gas Company (“Nicor” or the “the Company”) approved by the Commission in Docket 44 

No. 99-0127.  Nicor’s GCPP was filed pursuant to Section 9-244 of the Illinois Public 45 

Utilities Act (“Act”) in 1999.  Under Section 9-244(c) of the Act, the Commission must 46 
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conduct a review of the GCPP after two years of operation to determine whether the 47 

program is meeting its objectives.  My testimony presents my findings and 48 

recommendations concerning Nicor’s GCPP. 49 
 50 

Q. HAVE YOU PREPARED EXHIBITS TO ACCOMPANY YOUR TESTIMONY? 51 

A. Yes, I have.  CGI Exhibits 1.2 through 1.4 are attached to my testimony. 52 

 53 
Q. PLEASE SUMMARIZE YOUR CONCLUSIONS AND RECOMMENDATIONS 54 

CONCERNING NICOR’S GAS COST PERFORMANCE PROGRAM. 55 

A. The experimental Gas Cost Performance Program in place during the past two years 56 

contains serious flaws and has not met the objective of achieving rates which are lower 57 

than those which likely would have been in effect under traditional regulation and, 58 

therefore, has not achieved an equitable sharing of net economic benefits between the 59 

utility and its customers.  In my opinion, ratepayers would experience lower rates and be 60 

better off under traditional regulation than under the current GCPP.  As such, the GCPP 61 

is not in the public interest and does not meet the objectives of Section 9-244 of the 62 

Illinois Public Utilities Act.  Therefore, the current GCPP should either be terminated, or 63 

modified as discussed herein to make it more likely for the GCPP to achieve the objective 64 

of lower rates. 65 

 66 
Q. HOW IS THE REMAINDER OF YOUR TESTIMONY ORGANIZED? 67 

A. In the section following this introduction, I describe the GCPP currently in effect.  In 68 

Section III, I explain why the GCPP does not comply with the objectives required by 69 

Section 9-244 of the Illinois Public Utility Act, is not in the public interest and, therefore, 70 

should be terminated by the Commission.  The final section of my testimony presents my 71 



GCI Exhibit 1.1 
Docket No. 02-0067 
Page 4 of 20 

findings and recommendations and identifies potential modifications which can be made 72 

to the GCPP which would make it more likely for the GCPP to achieve the objective of 73 

lower rates. 74 

 75 
 II.  Gas Cost Performance Program 76 

Q. IN GENERAL TERMS, PLEASE DESCRIBE THE GCPP IN PLACE FOR THE PAST 77 

TWO YEARS. 78 

A. Under the current GCPP, the Company’s total actual annual purchased gas costs (“Actual 79 

Gas Costs”) are compared with an annual gas cost benchmark (“Benchmark Gas Costs”). 80 

Benchmark Gas Costs reflect published market prices of gas (“Market Index Cost”) at the 81 

time the gas is sold to customers.  The Market Index Cost is adjusted under the GCPP to 82 

reflect other factors impacting upon the costs Nicor incurs to provide sales service as 83 

follows: 84 
 85 

(1) less a “Storage Credit Adjustment” for the gas price benefit realized from the 86 
seasonal price differential associated with gas that is purchased and stored by the 87 
Company during non-peak summer periods to serve demand during peak winter 88 
periods. 89 

 90 
(2) plus a “Firm Deliverability Adjustment” for the annual cost of reserving firm 91 

transportation and purchased storage capacity on the interstate pipelines delivering 92 
gas to Nicor; and 93 

 94 
(3) plus a “Commodity Adjustment” reflecting the Company’s historical performance 95 

relative to Benchmark Gas Costs after taking into account the Storage Credit 96 
Adjustment and the Firm Deliverability Adjustment. 97 

 That is, Benchmark Gas Costs are equal to the Market Index Cost, less the Storage Credit 98 

Adjustment, plus the Firm Deliverability Adjustment and the Commodity Adjustment.  99 

The difference between Actual Gas Costs and Benchmark Gas Costs is shared equally 100 

between Nicor and its customers. 101 

 102 
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Market Index Cost 103 

Q. PLEASE DESCRIBE THE MARKET INDEX COST AND HOW IT IS DETERMINED. 104 

A. The Market Index Cost represents the annual gas costs that the Company would incur if 105 

all of its gas supplies were purchased at prevailing Chicago citygate market index prices 106 

at the time the gas was sold.  The Market Index Cost component is determined by 107 

multiplying sales deliveries on a monthly basis by the applicable Market Index Price, and 108 

summing the resulting monthly costs for an annual period. 109 

The Market Index Price is based on the average of two separate groups of published 110 

Chicago citygate price indices.  The first group is based on indices reporting first-of-the-111 

month pricing (monthly index price).  The second group is based on indices reporting 112 

daily pricing (daily index price).  The monthly index price reflects the average of four 113 

first-of-the-month published index prices, while the daily market index price reflects the 114 

average of three daily published index prices.  The monthly index price is given a 65 115 

percent weighting and the daily index price is given a 35 percent weighting in calculating 116 

the market index price.  117 

 118 
Storage Credit 119 

Q. PLEASE DESCRIBE THE STORAGE CREDIT ADJUSTMENT. 120 

A. The Storage Credit Adjustment adjusts Benchmark Gas Costs to reflect the benefit that 121 

ratepayers have historically received as a result of purchasing gas supplies during off-122 

peak summer periods, when prices are typically lower, injecting that gas into storage, and 123 

the withdrawal of those gas supplies to meet demand during peak winter periods, when 124 

prices are typically higher.  125 

 126 

Q. HOW IS THE STORAGE CREDIT ADJUSTMENT DETERMINED? 127 
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 128 
A. The Storage Credit Adjustment is determined by multiplying the actual quantity of gas 129 

withdrawn from storage by Nicor during a calendar year by a calculated Storage Credit 130 

Rate.  The Storage Credit Rate is intended to reflect the seasonal price difference between 131 

gas purchased during the summer and gas purchased during the winter.  The Storage 132 

Credit Rate is calculated by subtracting the weighted average price of storage injections 133 

from the weighted average price of storage withdrawals.  The weighted average price of 134 

storage injections is calculated by multiplying the monthly Market Index Price by a fixed 135 

percentage reflective of Nicor’s historical storage injection activity.  The weighted 136 

average price of storage withdrawals is calculated by multiplying the monthly Market 137 

Index Price by a fixed percentage reflective of Nicor’s historical storage withdrawal 138 

activity.  The computation of the Storage Credit Rate for calendar 2000 and 2001 is 139 

presented in GCI Exhibit 1.3.  As shown there, the Storage Credit Rates for 2000 and 140 

2001 were a negative $0.6863 per MMBtu and a positive $2.7503 per MMBtu, 141 

respectively. 142 

 143 
Firm Deliverability Adjustment 144 

Q. PLEASE DESCRIBE THE FIRM DELIVERABILITY ADJUSTMENT. 145 

A. The Firm Deliverability Adjustment adjusts Benchmark Gas Costs to account for the 146 

costs incurred by Nicor on an annual basis to reserve firm transportation and storage 147 

capacity from interstate pipelines.  Deducted from Nicor’s interstate pipeline capacity 148 

costs are capacity management credits related to the Company’s capacity release activity, 149 

buy/sell transactions, sales for resale and linked-purchase sell agreements.  The amount 150 

of the Firm Deliverability Adjustment approved by the Commission in Docket No. 99-151 
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0127 is $116,582,612 for each year under the GCPP.  This figure consists of firm 152 

transportation and storage capacity charges of $124,768,288, reduced by a capacity 153 

management credit of $8,185,676. 154 

 155 
Commodity Adjustment 156 

Q. PLEASE DESCRIBE THE COMMODITY ADJUSTMENT. 157 

A. The Commodity Adjustment adjusts Benchmark Gas Costs to reflect historical variations 158 

between the Market Index Cost and the Company’s Actual Gas Costs after removing the 159 

variation accounted for by the Storage Credit Adjustment and the Firm Deliverability 160 

Adjustment.  The variation accounted for by the Commodity Adjustment is attributable to 161 

a number of factors including: 162 
 163 

(1)  the premium associated with reserving firm gas supplies; 164 
 165 

(2)  any differences in the timing of purchases, or pricing terms and locations; and 166 
 167 

(3)  revenue from off-system storage arrangements. 168 
 169 

The Commodity Adjustment Rate adopted by the Commission in Docket No. 99-0127 is 170 

$0.168 per MMBtu. 171 

 172 

Q. HOW IS THE COMMODITY ADJUSTMENT DETERMINED? 173 

A. The Commodity Adjustment is calculated by multiplying actual total delivered sales 174 

volumes for the GCPP year by $0.168 per MMBtu.   175 

 176 
 III.  Evaluation of Current Gas Cost Performance Program 177 

Q. WHAT STANDARDS WAS THE GCPP REQUIRED TO SATISFY PRIOR TO ITS 178 

APPROVAL BY THIS COMMISSION? 179 
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A. The standards which the GCPP was required to satisfy are identified in Section 9-244 of 180 

the Illinois Public Utilities Act.  Section 9-244 requires that in reviewing or assessing 181 

alternatives to rate of return regulation that reward or penalize utilities based on 182 

performance, the Commission shall approve such programs if it finds that: 183 

 184 
(1) the program is likely to result in rates lower than otherwise would have been 185 

in effect under traditional rate of return regulation for the services covered by 186 
the program and that are consistent with the provisions of Section 9-241 of 187 
the Act;  188 

 189 
(2) the program is likely to result in other substantial and identifiable benefits 190 

that would be realized by customers served under the program and that would 191 
not be realized in the absence of the program;  192 

 193 
(3) the utility is in compliance with applicable Commission standards for 194 

reliability and implementation of the program is not likely to adversely affect 195 
service reliability;  196 

 197 
(4) implementation of the program is not likely to result in deterioration of the 198 

utility’s financial condition; 199 
 200 

(5) implementation of the program is not likely to adversely affect the 201 
development of competitive markets; 202 

 203 
(6) the electric utility is in compliance with its obligation to offer delivery 204 

services pursuant to Article XVI;  205 
 206 

(7) the program includes annual reporting requirements and other provisions that 207 
will enable the Commission to adequately monitor its implementation of the 208 
program; and 209 

 210 
(8) the program includes provisions for an equitable sharing of any net economic 211 

benefits between the utility and its customers to the extent the program is 212 
likely to result in such benefits. 213 

 214 

These Standards are clearly consistent with the principle that a properly structured 215 

gas cost performance or incentive program should provide tangible ratepayer benefits.  If 216 

it does not, there is no reason to adopt the program.  An incentive program should not 217 

reward a utility for simply achieving performance levels which would have been 218 
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achieved without the incentive program.  To do so would reward the utility irrespective 219 

of whether it responded to the incentive program. 220 
 221 

Q. WHAT DOES THE ACT REQUIRE WITH RESPECT TO THE REVIEW OF 222 

APPROVED ALTERNATIVE REGULATORY PLANS SUCH AS THE GCPP? 223 

A. The Act requires that: 224 
 225 

The Commission shall open a proceeding to review any 226 
program approved.....2 years after the program is first 227 
implemented to determine whether the program is meeting its 228 
objectives, and may make revisions...as are necessary to result 229 
in a program meetings its objectives. 230 
 231 

 232 
Q. HOW HAVE NICOR’S ACTUAL GAS COSTS COMPARED TO BENCHMARK GAS 233 

COSTS UNDER THE FIRST TWO YEARS OF THE GCPP? 234 

A. Nicor’s Actual Gas Costs and Benchmark Gas Costs under the first two years of the 235 

GCPP were as follows: 236 

 237 

 238 

COMPONENT BENCHMARK GAS COSTS ACTUAL GAS COSTS 

    2000        2001       2000       2001    
Market Index Cost     $1,122,020,731 $1,315,335,589 $1,183,615,381 $1,168,498,084 
-Storage Credit Adjustment        ($75,290,989) $109,180,847 Included in market index cost 
 Firm Deliverability Adjustment      
 +Transportation/Storage Charges         124,768,288     $124,768,288 $127,856,210  $118,715,168  
 - Capacity Management Credit          8,185,676 8,185,676 17,584,717  ($9,942,513) 
+Commodity Adjustment  $4,427,821 $4,121,158 Included in market index cost 
  Total  $1,318,322,153 $1,326,858,513 $1,293,886,874 $1,297,155,765  
Costs in Excess of Benchmark -- -- ($24,435,279)  ($29,702,748) 
 239 
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 As shown above, during the first two years of the experimental GCPP, Nicor’s Actual 240 

Gas Costs were $54 million less than Benchmark Gas Costs.  Under the GCPP, the 241 

difference between Actual Gas Costs and Benchmark Gas Costs are characterized as 242 

“savings.”  As I subsequently explain, the difference between Actual Gas Costs and 243 

Benchmark Gas Costs should not be considered savings which have been generated by 244 

the GCPP.  Rather, the GCPP is not operating as intended and achieving rates lower than 245 

those which would be experienced under traditional regulation.  Therefore, the GCPP 246 

must be modified. 247 
 248 
Q. HAS NICOR DEMONSTRATED THAT THE GCPP HAS MET THE OBJECTIVE OF 249 

ACHIEVING RATES LOWER THAN THOSE WHICH WOULD HAVE BEEN 250 

REALIZED UNDER TRADITIONAL REGULATION? 251 

A. No.  Under the GCPP, Nicor retains 50 percent of the difference between its Actual Gas 252 

Costs and Benchmark Gas Costs.  For the first two years of the GCPP, Benchmark Gas 253 

Costs exceeded Actual Gas Costs by $54 million, of which Nicor retained $27 million. 254 

  Nicor has not demonstrated that its actions under the GCPP have resulted in gas 255 

costs below the gas costs that would be incurred under traditional regulation by an 256 

amount at least equal to the $27 million in charges assessed to ratepayers under its GCPP. 257 

That is, Nicor has not shown that its Actual Gas Costs under the GCPP have been $27 258 

million less than they would have been under traditional regulation.  This is the minimal 259 

amount by which Nicor’s Actual Gas Costs must have been below costs experienced 260 

under traditional regulation for ratepayers to have benefited under the GCPP. 261 

  Rather than attempting to show that ratepayers have benefited under the GCPP by 262 

quantifying the extent to which purchased gas costs under the GCPP were below what 263 

they would have been under traditional regulation, Nicor simply claims that the 264 
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difference between Actual Gas Costs and Benchmark Gas Costs is the benefit under its 265 

GCPP.  To show that the GCPP is meeting its objectives, the Company must show that is 266 

Actual Gas Costs under the GCPP have been lower than those which would have existed 267 

under traditional regulation.  As subsequently explained, under the GCPP, rates have not 268 

been lower than those which would have existed under traditional regulation and, 269 

therefore, the GCPP is not likely to achieve rates lower than those under traditional 270 

regulation in the future. 271 
 272 

Q. HAS NICOR IDENTIFIED THE ACTIONS IT HAS TAKEN UNDER THE GCPP, 273 

WHICH ENABLED IT TO INCUR ACTUAL GAS COSTS WHICH WERE LESS 274 

THAN BENCHMARK GAS COST? 275 

A. Yes.  Nicor claims that the following actions enabled it to incur Actual Gas Costs, which 276 

were less than Benchmark Gas Costs; 277 
 278 
  ?  A more detailed and comprehensive planning process; 279 
  ?  Third-party arrangements to manage storage; 280 
  ?  Third-party arrangements to manage transportation; 281 
  ?  More active pursuit of sales of natural gas; 282 
  ?  Hedging strategies and financial tools for storage activities; 283 
  ?  Hedging strategies and financial tools for firm transportation; 284 
  ?  Hedging strategies and financial tools for managing market price volatility; 285 
  ?  Managing storage differently and testing operational boundaries by changing the     286 

timing of injections and withdrawals; and 287 
  ?  The addition of two Gas Purchasing Department positions. 288 
 289 
Q. HAS NICOR BEEN ABLE TO GIVE ANY INDICATION AS TO THE “SAVINGS” 290 

REALIZED AS A RESULT OF EACH OF THESE ACTIONS? 291 

A. No.  Although asked to do so, Nicor was unable to identify the “savings” realized by any 292 

of its actions under the GCPP (CUB 1.17). 293 

 294 
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Q. WHAT EVIDENCE DO YOU HAVE INDICATING THAT THE GCPP IS NOT 295 

ACHIEVING RATES WHICH ARE LOWER THAN THOSE WHICH WOULD BE 296 

EXPERIENCED UNDER TRADITIONAL REGULATION? 297 

A. For 2000, the GCPP resulted in gas costs which were absolutely higher for ratepayers 298 

than those which would have been experienced under traditional regulation.  The reason 299 

for this is that the Storage Credit Adjustment did not operate as intended under the GCPP.  300 

The Storage Credit Adjustment is intended to adjust Benchmark Gas Costs to capture the 301 

cost benefits associated with injecting lower cost gas into storage during the summer and 302 

withdrawing that gas during the winter when gas costs are typically higher.  In 2000, 303 

Benchmark Gas Costs were calculated to be $75.3 MILLION HIGHER than they would 304 

have been had the GCPP contained no provision for the cost benefits associated with 305 

storage.  That is, instead of benefiting from Nicor’s injecting of lower cost gas into 306 

storage during the summer and withdrawing that gas during the winter when gas costs 307 

were higher, the opposite occurred and ratepayers paid higher costs.  This detriment to 308 

ratepayers produced a reward for Nicor of $37 million.  Because Nicor “lost” money 309 

under the other aspects of the GCPP, Nicor’s share of “savings” during the two-year 310 

experimental GCPP was less than $37 million. 311 

  A GCPP which establishes Benchmark Gas Costs which are higher due to storage 312 

operations when summer period prices are lower than winter period prices is not 313 

operating as intended nor is it achieving its objective of lower rates.  During the winter of 314 

2000-2001, many Nicor customers experienced hardship due to extremely high gas costs. 315 

The GCPP has added to this hardship. 316 

 317 
Q. WHY DIDN’T THE STORAGE CREDIT ADJUSTMENT OPERATE AS INTENDED 318 

IN 2000? 319 
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A. As shown on GCI Exhibit 1.3, the market price of gas applicable for the months of 320 

January through March 2000 are used in calculating the Storage Credit Rate and 321 

subsequent Storage Credit Adjustment for 2000.  The problem is, seasonal price benefit 322 

on the gas withdrawn from storage during these months is properly measured based on 323 

the price of gas purchased during the summer of 1999, not prices for gas purchased 324 

during the summer of 2000, as is done under the GCPP.  In essence, Nicor purchased gas 325 

in the summer of 1999 that the company withdrew during January through March 2000, 326 

but the GCPP compared gas withdrawl from January through March 2000 with gas 327 

purchased in the summer of 2000.   328 

 329 
Q. IS THERE ADDITIONAL EVIDENCE THAT THE GCPP HAS NOT RESULTED IN 330 

RATES WHICH ARE LOWER THAN THOSE WHICH WOULD HAVE BEEN IN 331 

PLACE UNDER TRADITIONAL REGULATION? 332 

A. Yes.  Major cost components of the GCPP are Nicor’s firm interstate pipeline 333 

transportation and storage reservation charges.  Shown below is a summary of the 334 

discounted rates obtained from Natural Gas Pipeline Company of America (“NGPL”) by 335 

Nicor and The Peoples Gas Light and Coke Company (“Peoples”).  NGPL is a major 336 

interstate pipeline serving both Nicor and Peoples: 337 

 338 
 January 1999 July 1999 January 2000 July 2000 
Capacity Nicor Peoples Nicor Peoples Nicor  Peoples Nicor Peoples 
Segment A $5.9354 $8.6667 $5.9100 $5.9465 $5.3360 $5.2703 $5.5423 $5.5582 
Segment B 5.6155 6.8463 N/A N/A N/A N/A N/A N/A 
Segment C N/A N/A N/A N/A N/A N/A 3.9352 1.9333 
 339 
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  The above information, taken from discount reports filed by NGPL at the FERC 340 

which are  attached as CGI Exhibit 1.4, reveals that Peoples has been able to negotiate 341 

similar rates with NGPL, and in some cases, Peoples has negotiated lower rates and 342 

higher discounts.  Peoples does not currently have in place a GCPP.  Therefore, the 343 

“savings” in pipeline reservation charges, which Nicor claims as savings under its GCPP, 344 

would have been realized under traditional regulation. 345 
 346 

Q. TO WHAT EXTENT WERE NICOR’S ACTUAL GAS COSTS LESS THAN 347 

BENCHMARK GAS COSTS DUE TO REDUCTIONS IN ITS FIRM  INTERSTATE 348 

PIPELINE TRANSPORTATION AND STORAGE CHARGES DURING THE FIRST 349 

TWO YEARS OF THE GCPP? 350 

A. As previously shown, the firm transportation and storage charge component of the Firm 351 

Deliverability Adjustment is $124,768,288.  In developing this component of Nicor’s 352 

Benchmark Gas Costs under the GCPP, the Commission approved the use of an average 353 

of Nicor’s projected firm transportation and storage charges during the first two years of 354 

the GCPP.  More specifically, projected firm transportation and storage charges for 2000 355 

were $128,817,084, and $120,719,492 for 2001.  As previously shown, Nicor’s actual 356 

firm transportation and storage charges for 2000 and 2001 were $127,856,210 and 357 

$118,715,168, respectively.  That is, Nicor’s actual firm transportation and storage 358 

charges were $2,965,198 less than the charges included in Benchmark Gas Costs. 359 
 360 

Q. DO YOU HAVE ANY OTHER COMMENTS CONCERNING NICOR’S ALLEGED 361 

SAVINGS IN PIPELINE RESERVATIONS CHARGES UNDER ITS GCPP? 362 
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A. Yes.  If the “savings” in interstate pipeline reservation charges realized by Nicor were 363 

truly attributable to the GCPP, the Company should have demonstrated that rates were 364 

lower under the GCPP than those which would have been achieved by a utility subject to 365 

traditional regulation.  Nicor did not present any analysis supporting its claim of lower 366 

interstate pipeline costs. 367 
 368 

Q. IS THERE EVIDENCE THAT NICOR MISMANAGED THE GCPP CAUSING IT 369 

NOT TO OPERATE AS INTENDED? 370 

A. Yes.  On several occasions during the first two years of the GCPP, Nicor entered into a 371 

number of forward fixed price sales arrangements.  Under these arrangements, Nicor 372 

agreed to sell gas at fixed prices at a specific future date in time to entities outside its 373 

service territory.  To fulfill its obligations under these arrangements, it was necessary for 374 

Nicor to purchase gas at market prices at the time of delivery.  Market prices at the time 375 

of delivery under several of these arrangements exceeded the fixed prices to which Nicor 376 

had agreed.  As a result, Nicor lost money on a number of its forward fixed price sales 377 

arrangements.  Under the GCPP, these losses are shared with ratepayers.  Although 378 

admitting that such losses occurred, when asked to do so, Nicor could not quantify the 379 

losses incurred under its forward fixed price sales arrangements (CUB 2.1). 380 

  It was unreasonable for Nicor to engage in forward fixed price arrangements without 381 

adequately hedging its position.  It is my understanding that Nicor did not engage in 382 

forward fixed price sales under traditional regulation and, therefore, these losses would 383 

not have materialized under traditional regulation.  Nicor should not be allowed to use a 384 

gas cost incentive program to charge its sales customers subject to that program for the 385 

Company’s unreasonable speculative losses on gas sales to select customers at firm fixed 386 

forward prices. 387 
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 388 

Q. DO YOU HAVE ADDITIONAL CONCERNS WITH THE GCPP IF THE 389 

COMMISSION AUTHORIZES ITS CONTINUED OPERATION AS PRESENTLY 390 

STRUCTURED? 391 

A. Yes.  On July 5, 2001, the Commission authorized the expansion of Nicor’s Customer 392 

Select Program which provides Nicor’s residential and small commercial customers the 393 

opportunity to select a supplier other than Nicor for their natural gas supply service.  394 

Under the Customer Select Program, third-party suppliers are required to secure firm 395 

interstate pipeline transportation capacity to serve their customers.  Therefore, if a 396 

customer elects to participate in the Customer Select Program, Nicor’s need for firm 397 

transportation declines, allowing the Company to reduce the amount of capacity it 398 

reserves on interstate pipelines.  If Nicor reduces the amount of interstate pipeline 399 

capacity it reserves, the cost reductions realized will be subject to the sharing provisions 400 

of the GCPP.  It is unreasonable for Nicor to realize a share of these cost reductions 401 

because the reductions are unrelated to its gas procurement performance. 402 
 403 

Q. HOW MUCH OF A CONCERN MIGHT THIS BE UNDER THE GCPP? 404 
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A. Nicor reserves sufficient interstate pipeline capacity to meet the requirements of its 405 

current sales customers under design peak day conditions.  The design peak day 406 

requirements of a typical residential heating customer is 1.4 MMBtu.  Nicor projects that 407 

100,000 customers per year will switch to a third-party supplier under the Customer 408 

Select Program.  The design peak day capacity requirements of these customers would be 409 

140,000 MMBtu.  If Nicor is able to shed 140,000 MMBtu of capacity per year, it could 410 

reduce its firm transportation and storage charges each year by more than $900,000.  411 

Over three years, the cumulative reduction would be $4.4 million.1 412 
 413 

Q. NICOR WITNESS KARL A. MCDERMOTT PRESENTS A SUMMARY OF 414 

PERFORMANCE BASED RATEMAKING PROGRAMS OF GAS UTILITIES IN 415 

OTHER JURISDICTIONS (EXHIBIT KAM-2).  DO YOU HAVE ANY COMMENTS 416 

ON HIS SUMMARY? 417 

A. Yes.  In several instances Exhibit KAM-2 is wrong and in others it is misleading.  I am 418 

familiar with several of the programs identified by witness McDermott through 419 

participation in the proceedings in which the programs were established.  Exhibit KAM-420 

2 indicates that each of the major gas utilities in Pennsylvania has in place a 421 

performance based ratemaking program for gas costs.  They do not.  The major gas 422 

utilities in Pennsylvania have incentive programs for off-system sales and capacity 423 

release activities which generally provide for a sharing of 25 percent for the Company 424 

and 75 percent to ratepayers.  These activities generally represent less than 1 percent of 425 

gas costs for these utilities.  Other gas costs are not subject to an incentive mechanism. 426 

                                                
1 First year savings = $900,000; second year savings = $1,800,000; third year savings = $2,700,000. 
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  While the information on Exhibit KAM-2 for Louisville Gas & Electric (“LG&E”) and 427 

Western Kentucky Gas appears correct, Exhibit KAM-2 neglects to identify the sharing 428 

provisions under each program.  For LG&E, the Kentucky Commission initially 429 

approved a 50/50 percent sharing mechanism.  However, after reviewing the initial 430 

results of the program, due to concerns as to whether the program was operating as 431 

intended, the Kentucky Commission reduced LG&E’s share of savings to 25 percent on 432 

the average annual amount of savings purportedly realized under the program.  In the 433 

proceeding reviewing the program of Western Kentucky Gas, a program nearly identical 434 

to that of LG&E, a settlement was reached which provided for a 30 percent share of 435 

savings for Western Kentucky Gas. 436 

 437 
IV.  Conclusions and Recommendations 438 

Q. BASED ON YOUR REVIEW OF NICOR’S GCPP DURING THE FIRST TWO 439 

YEARS OF OPERATION, WHAT ARE YOUR CONCLUSIONS AND 440 

RECOMMENDATIONS? 441 

A. Nicor has not demonstrated that its Actual Gas Costs under the GCPP have been lower 442 

than those which would have been experienced under traditional regulation, let alone 443 

shown that the reduction was more than the $27 million it charged ratepayers under the 444 

GCPP.  Such a demonstration is required to show that the GCPP is achieving its objective 445 

of lower rates.  The evidence indicates that for 2000, the GCPP resulted in higher charges 446 

for ratepayers than would have existed under traditional regulation.  The evidence also 447 

indicates that the “savings” in pipeline reservation charges achieved by Nicor would have 448 

been achieved under traditional regulation.  The GCPP inappropriately provides a 449 

mechanism for Nicor to charge ratepayers for unreasonable speculative losses 450 

experienced under forward fixed price sales arrangements.  Finally, the GCPP will 451 
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inappropriately reward Nicor if current sales customers elect to participate in the 452 

Customer Select Program.  Due to these significant flaws, and the likelihood that the 453 

GCPP will not achieve rates lower than those which would otherwise be experienced 454 

under traditional regulation, the Commission should terminate the experimental GCPP. 455 
 456 

Q. CAN THE COMMISSION MODIFY THE EXISTING GCPP TO MAKE IT MORE 457 

LIKELY FOR THE GCPP TO MEET THE OBJECTIVE OF LOWER RATES? 458 

A. Yes.  The Storage Credit Adjustment component of the GCPP could be eliminated.  The 459 

actual commodity costs incurred by Nicor on all purchases at the time of purchase, not at 460 

the time those purchases are delivered to sales customers, could be compared with 461 

published market index prices at the times and locations Nicor actually purchases gas.  462 

To do this, the locations at which Nicor purchases gas and market index prices for those 463 

locations would need to be established.   464 

  The Firm Deliverability Adjustment could be adjusted annually to reflect the 465 

actual firm transportation and storage reservation charges and capacity management 466 

credits experienced during the prior year.  The Firm Deliverability Adjustment could also 467 

be adjusted annually to reflect participation in the Customer Select Program.  This could 468 

be accomplished by reducing the Firm Deliverability Adjustment for the amount of 469 

capacity necessary to serve customers which switch to Customer Select based on the 470 

average unit cost of interstate pipeline capacity reserved by Nicor. 471 

  Losses experienced under speculative forward fixed price sales arrangements 472 

should be excluded from the GCPP.  Finally, Nicor’s share of the alleged “savings” could 473 

be reduced to 25 percent.  Other gas utilities and commissions have found 25 percent to 474 

be an adequate incentive and to be a reasonable means to addressing concerns as to 475 
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whether a performance based ratemaking program results in rates which are lower than 476 

rates which would be experienced under traditional regulation. 477 
 478 

Q. DOES THIS CONCLUDE YOUR DIRECT TESTIMONY? 479 

A. Yes, it does. 480 


