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I. Witness Qualifications 1 

Q. State your name and business address. 2 

A.  Richard J. Zuraski, Illinois Commerce Commission, 527 East Capitol Avenue, 3 

Springfield, Illinois, 62701. 4 

Q. By whom are you employed and in what capacity? 5 

A.  I am employed as a Senior Economist in the Illinois Commerce Commission’s 6 

Energy Division—Policy Program. 7 

Q. What are your responsibilities within the Energy Division—Policy Program? 8 

A.  I provide economic analyses and advise the Commission and other staff members 9 

on issues involving the gas and electric utility industries.  I review tariff filings and make 10 

recommendations to the Commission concerning those filings.  I provide testimony in 11 

Commission proceedings.  In selected cases, I sometimes act as an assistant to 12 

Commissioners or to administrative law judges. 13 

Q. State your educational background. 14 

A.  I graduated from the University of Maryland with a Bachelor of Arts degree in 15 

Economics.  I obtained a Masters of Arts degree in Economics from Washington 16 

University in St. Louis.  I completed other work toward a doctorate in economics from 17 

Washington University, but did not complete all requirements for that degree. 18 

Q. Describe your professional experience. 19 

A.  Since December 1997, I have been a Senior Economist in the Policy Program of 20 

the Commission’s Energy Division.  I held the same position from February 1990 to 21 
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December 1997, in the Commission’s Office of Policy and Planning (prior to its 22 

incorporation into the Energy Division).  Before that, I held positions in the 23 

Commission’s Least-Cost Planning Program and Conservation Program.  While 24 

employed by the Commission, I have testified in numerous docketed proceedings before 25 

the Commission.  Prior to coming to the Commission in November 1987, I was a 26 

graduate student at Washington University, where I taught various courses in economics 27 

to undergraduate students in the Washington University night school and summer school. 28 

II. Purpose of Testimony 29 

Q. What is the subject matter of your testimony? 30 

A.  My testimony concerns a review of the Nicor Gas Company (“Nicor Gas” or “the 31 

Company”) Gas Cost Performance Program (“GCPP” or “Program”).  The Staff’s intention 32 

is to help the Commission determine whether the Program is meeting its objectives and to 33 

propose revisions to the Program that the Staff believes necessary to result in the Program 34 

meeting its objectives in the future. 35 

Q. What are the objectives of the Program? 36 

A.  In its original order, approving the GCPP, the Commission noted the three 37 

“objectives” that had been declared by Nicor Gas: 38 

 The Company states that its proposal responds to the Commission’s 39 
invitation and is based on three major objectives.  First, the Program would 40 
align the interests of ratepayers and the Company by providing appropriate 41 
economic incentives for Nicor Gas to improve its performance in providing 42 
customers with the best gas prices available, while recognizing the need for 43 
continued reliability and security of supply.  Second, the Program would 44 
encourage the appropriate use of competitive market opportunities and risk 45 
management mechanisms for procurement of gas supply, transportation, and 46 
storage services by establishing a reasonable balance between risk and 47 
reward.  Third, the Program would lower regulatory costs by establishing an 48 
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objective, market-based standard for evaluating gas supply purchasing, 49 
planning, and management, while also eliminating after-the-fact prudence 50 
reviews. (p. 3) 51 

 The Commission went on to cite the criteria laid out in the Public Utilities Act for approving 52 

alternative rate plans:  53 

(1) the program is “likely” to result in rates lower than otherwise would have 54 
been in effect under traditional rate of return regulation for the services 55 
covered by the program and that are consistent with the provisions of Section 56 
9-241 of the Act; 57 

(2) the program is likely to result in other substantial and identifiable benefits that would 58 
be realized by customers served under the program and that would not be realized in 59 
the absence of the program; 60 

(3) the utility is in compliance with applicable Commission standards for reliability and 61 
implementation of the program is not likely to adversely affect service reliability; 62 

(4) implementation of the program is not likely to result in deterioration of the utility’s 63 
financial condition; 64 

(5) implementation of the program is not likely to adversely affect the development of 65 
competitive markets; 66 

(6) the electric utility is in compliance with its obligation to offer delivery services 67 
pursuant to Article XVI; 68 

(7) the program includes annual reporting requirements and other provisions that will 69 
enable the Commission to adequately monitor its implementation of the program; 70 

(8) the program includes provisions for an equitable sharing of any net economic 71 
benefits between the utility and its customers to the extent the program is likely to 72 
result in such benefits. 73 

 Staff counsel informs me that, for purposes of this review, it is proper to consider whether 74 

the GCPP is achieving the Company’s three stated objectives, interpreted in light of the 75 

Act’s eight criteria.  It is also appropriate to consider whatever changes are needed to enable 76 

the Program to meet this performance standard in the future. 77 
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III. Overview of the GCPP 78 

Q. Please provide an overview of the GCPP. 79 

A.  The GCPP is a program in which the Company shares in gas cost “savings” (whether 80 

they are negative or positive).  Savings are defined as the difference between a multi-part 81 

benchmark (which I will describe below) and the actual gas costs that are accounted for 82 

using the standard purchased gas adjustment clause (“PGA”).  The computation of savings 83 

takes place at the end of the calendar year and the Company’s share of savings is added into 84 

(for positive savings) or subtracted from (for negative savings) the following year’s rates.  85 

The Company’s share is 50 percent. 86 

Q. Please provide an overview of the multi-part benchmark used in this Program. 87 

A.  The GCPP’s benchmark gas cost is: a “Market Index Cost” - a “Storage Credit 88 

Adjustment” + a “Firm Deliverability Adjustment” + a “Commodity Adjustment.” 89 

  The Market Index Cost (“MIC”) is a weighted average of a monthly price index 90 

where the weights are the actual quantities delivered to customers during each month of the 91 

year.  The monthly price index is itself an average of several different daily and first-of-the-92 

month price indexes.  93 

  The Storage Credit Adjustment (“SCA”) represents the difference in the value of gas 94 

when it was withdrawn from storage and the value of gas when it was injected into storage.  95 

This difference fluctuates from year to year simply due to the movement in market prices. 96 

  The Firm Deliverability Adjustment (“FDA”) represents various costs accounted for 97 

within the purchased gas adjustment clause that are more dependent upon forecasted 98 

maximum demand levels than actual demand levels.  In Docket 99-0127, the Commission 99 

set the level of the “FDA” at a lump sum of $116,582,612 per year. 100 
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  The Commodity Adjustment (“CA”) is basically a catch-all or residual adjustment.  101 

In Docket 99-0127, it was set to a level that, on average, over several historical years, would 102 

have equated the total benchmark gas costs with the Company’s actual historical gas costs.  103 

That is, the average savings would have been zero.  During each of the two years that the 104 

Program has been in existence, the CA has been 1.68 cents per MMBtu (determined in 105 

Docket 99-0127) times the actual number of MMBtu delivered to customers during the year. 106 

Q. What have the savings been since the inception of this Program? 107 

A.  Savings, or as explained above, the difference between the benchmark and actual 108 

costs, were computed to be $24,435,279 in 2000 and $29,706,828 in 2001, for a sum total of 109 

about $54 million.  Thus, the Company’s 50% share over the two years is about $27 million. 110 

Q. Please summarize your conclusions and recommendations? 111 

A.  The Program has not been 100% successful in meeting its objectives.  Hence, some 112 

changes are needed for the Program to meet its objectives in the future.  With certain 113 

exceptions, which are explained below, the Program has been successful in aligning the 114 

interests of ratepayers and the Company by providing economic incentives for Nicor Gas to 115 

improve its performance in providing customers with lower gas prices.  With changes to the 116 

Program, a better alignment of interests can be achieved and rates can be reduced further in 117 

the future.  It is not clear that the Program has had any effect on reliability and security of 118 

supply.  The Program appears to have encouraged the use of competitive market 119 

opportunities.  It is doubtful the Program encouraged the use of risk management 120 

mechanisms for protecting customers against swings in prices or temperatures.  I do not 121 
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know if the Program lowered the Company’s regulatory costs, but I see no reason why they 122 

would increase those costs. 123 

  For the Program to meet its objectives in the future, I recommend that the 124 

Commission consider the following changes to the GCPP: 125 

• Make provision in the tariff for updating the benchmark once every 3 years. 126 

• Update the benchmark for 2003 through 2005 by revising the Commodity 127 

Adjustment to negative 4.37 cents per MMBtu. 128 

• Reconsider the sharing mechanism.  Currently, the Company’s incentive bonus is 129 

50% for all savings (positive or negative).  I recommend a tiered structure, where the 130 

Company’s incentive bonus is 10% for savings up to $10 million, 25% for savings 131 

between $10 and $30 million, and 50% for all savings above $30 million.  Had this 132 

alternative structure been in place during 2000 and 2001, the Company’s total share 133 

of savings would have been about $10 million rather than $27 million. 134 

• Reinstate a limited annual review process for purposes of monitoring affiliate 135 

transactions. 136 

• Finally, I recommend that the Commission continue to rely on the existing GCPP for 137 

calendar year 2002, and make the recommended changes effective with the start of 138 

calendar year 2003. 139 

IV. Updating the Benchmark Now and in the Future 140 

Q. Should the benchmark be revised periodically? 141 

A.  Yes.  I recommend that the benchmark be updated to reflect more current 142 

information once every three years, starting in calendar year 2003, based on the record in this 143 
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proceeding.  I recommend that the next update occur in 2006, based on a proceeding initiated 144 

by the Commission in January 2005; then again in 2009, based on a proceeding initiated in 145 

January 2008, etc. 146 

  These would not be backward-looking prudence reviews.  There would be no 147 

retroactive application of revised benchmarks to previous years’ gas costs.  Revisions would 148 

be used solely for computing future savings under the GCPP. 149 

Q. Why is it appropriate to revise the benchmark periodically to reflect more current 150 

information? 151 

A.  First, over time, if the Program is working, we should continue to see improvement 152 

in the Company’s ability to generate savings.  By adjusting the benchmark periodically, the 153 

Company must continue to seek out opportunities for lowering gas costs in order to continue 154 

receiving incentive bonuses. 155 

  Second, factors outside of the Company’s control can also have an impact on the 156 

Company’s gas costs, even though they are not necessarily reflected automatically in the 157 

benchmark.  For instance, the benchmark’s firm deliverability adjustment is merely a lump 158 

sum.  If pipeline costs rise or fall, or if Nicor’s needs for capacity rise or fall, the benchmark 159 

will not automatically reflect the change. 160 

  Third, while one can reasonably expect that large exogenous increases in the 161 

Company’s costs would drive the utility to file a petition to have its GCPP revised or 162 

eliminated, it is unlikely that Nicor Gas would be so quick to file for changes if costs were 163 

falling.  In either event (rising or falling costs) it is reasonable for the Commission to 164 

periodically revisit the benchmark to make sure that it continues to reflect a reasonable 165 

standard against which the Company’s future performance can be objectively judged. 166 
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Q. Company witness Behrens opines that the benchmark should not be modified at this 167 

time.  Do you agree or disagree with his recommendation? 168 

A.  I disagree.  The modifications that I suggest are necessary for the Program to meet its 169 

objectives. 170 

Q. Company witness Behrens argues that  171 

Changing the GCPP too frequently is simply a disguised return to transaction 172 
by transaction analysis—in other words, prudence reviews. (p. 11) 173 

 Do you agree? 174 

A.  I think I see his point.  However, every three years is not “too frequently,” 175 

particularly if revisions to the benchmark (when justified) are applied prospectively rather 176 

than retroactively.  Hence, I see no conflict between Mr. Behren’s statement and the Staff’s 177 

recommendation to update the benchmark every three years beginning in 2003. 178 

V. The Commodity Adjustment 179 

Q. How was the current level of the Commodity Adjustment (“CA”) derived? 180 

A.  The current level is an average of the most recent five years of commodity 181 

adjustment data that were available during Docket 99-0127 (namely, years 1994 through 182 

1998).  Each year’s CA datum was given equal weight except for the 1996 datum.  The 183 

weight applied to the 1996 datum was reduced, based on the Commission’s judgment that 184 

1996 was an unusual year.  The final result was a CA of 1.68 cents per MMBtu.  Thus the 185 

benchmark against which the Company’s gas costs have been judged (expressed in dollars) 186 

has been adjusted upwards by 1.68 times the number of MMBtu delivered to PGA 187 

customers. 188 
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Q. Should the CA be modified? 189 

A.  Yes.  On a forward-looking basis, starting in 2003, I recommend that the CA be 190 

revised to negative 4.37 cents per MMBtu, which is the average of the two most recent 191 

years of CA data (2000 and 2001).  As the only years since the inception of the GCPP, these 192 

are the two most relevant years for formulating expectations of future performance under the 193 

GCPP.  Had this alternative figure of negative 4.37 cents per MMBtu been in place during 194 

2000 and 2001, the benchmark would have been lowered by about one percent and 195 

computed “savings” would have been lowered by about 50% (in each case, around $15-$16 196 

million per year).  Hence, the revised CA would not have eliminated all of the computed 197 

savings. 198 

VI. Reconsideration of the Incentive Bonus 199 

Q. Do you recommend any changes in the GCPP’s current method of distributing 200 

savings? 201 

A.  Yes.  Presently, the Company and ratepayers share equally in computed savings.  202 

Thus, when savings are positive, 50% of them are added back into rates.  When savings are 203 

negative, 50% of them are subtracted from rates.  Staff likes the symmetry and simplicity of 204 

this mechanism.  However, Staff continues to believe that providing a 50% share of all 205 

savings to the Company is an excessive incentive bonus. 206 

Q. Did the Company propose a 50% incentive bonus in Docket 99-0127? 207 

A.  Yes and no.  The Company proposed a 50% incentive bonus for all savings up to 208 

plus or minus $30 million per year, and a 10% incentive bonus for all savings beyond plus or 209 

minus $30 million per year.  The Company opposed the Staff recommendation for a 10% 210 
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incentive bonus on all savings.  The Commission ultimately decided to approve (and the 211 

Company then accepted) a 50% incentive bonus on all savings. 212 

Q. What was the Company’s justification for the 50% incentive bonus on savings up to 213 

plus or minus $30 million. 214 

A.  During docket 99-0127, the Company’s sole defense of the 50% incentive bonus was 215 

the mantra that 50/50 is “inherently fair.” 216 

Q. Why is a 50% share of all savings to the Company an excessive incentive bonus? 217 

A.  So far, the Company has been able to generate savings of $24 million in 2000 and 218 

$30 million in 2001, from which it retained incentive bonuses of $12 million and $15 219 

million, respectively.  Meanwhile, the Company’s total of Operating Expenses plus Capital 220 

in the Gas Supply Purchasing, Gas Supply Accounting, and Gas Operations departments 221 

increased by only $752 thousand per year from the period 1997 through 1999 (pre-GCPP) to 222 

the period 2000 through 2001 (post-GCPP).  In other words, the Company’s average share of 223 

savings ($13.5 million) was roughly 18 times greater than its increased expenditures in the 224 

relevant departments since initiating the GCPP. 225 

  Based on the above considerations, I conclude that the Program has not fully met its 226 

stated objective to “align the interests of ratepayers and the Company by providing 227 

appropriate economic incentives for Nicor Gas to improve its performance in providing 228 

customers with the best gas prices available.”  Furthermore, the Program has not fully met 229 

the Act’s criteria of “an equitable sharing of any net economic benefits between the utility 230 

and its customers to the extent the program is likely to result in such benefits.” 231 

Q. What is your recommended modification to the incentive bonus? 232 
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A.  I recommend a three-tier sharing mechanism.  Specifically, I recommend that the 233 

bonus percentage be reduced to 10% for savings less than $10 million and 25% for savings 234 

between $10 and $30 million, while left at 50% for all savings above $30 million.  This 235 

approach retains the higher bonus, which the Commission found to be appropriate in Docket 236 

99-0127, for higher levels of savings, while reducing the Company’s share for the easier-to-237 

obtain lower-hanging fruit.  I also recommend maintaining symmetry (i.e., the Company’s 238 

share is the same for both positive savings and negative savings within each of the three 239 

tiers).  In proposing this three-tiered mechanism, I am working under the reasonable 240 

assumption that the Company would pursue the easiest savings opportunities first, before 241 

attempting the more difficult, costly, or risky savings opportunities for which a larger 242 

company share is more justified. 243 

VII. Effect of the GCPP on Risk Management (Hedging) 244 

Q. In the context of the PGA, have the Company’s risk management activities been 245 

compared with those of other Illinois gas utilities? 246 

A.  A comparison of Nicor Gas risk management activities with those of other Illinois 247 

gas utilities has not yet been prepared.  While the Staff has sought data from all the Illinois 248 

utilities for purposes of its annual PGA reviews, these data were becoming available just a 249 

few days before this testimony was due to be filed. 250 

Q. How have the Company’s risk management activities changed since the inception of 251 

the GCPP? 252 

A.  I do not have a clear picture of how the Company’s risk management activities have 253 

changed since the inception of the GCPP.  The Company’s description of how these 254 
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activities have changed is general in nature and not quantitative.  It appears that the 255 

Company may have modified its “hedging” activities largely to better track the GCPP 256 

benchmark.  As explained below, while this is consistent with reducing the Company’s risk, 257 

it is not consistent with reducing risk for ratepayers. 258 

Q. Does the GCPP encourage hedging? 259 

A.  No, the GCPP does not encourage hedging, at least not hedging from the ratepayer’s 260 

perspective.  The GCPP’s benchmark varies with spot market prices.  If the market price 261 

goes up, the benchmark goes up.  If the market price falls, the benchmark falls.  If the 262 

Company buys its gas in the spot market, it should expect to keep its performance in line 263 

with the benchmark.  Savings would be small and relatively stable.  The Company’s share of 264 

savings would also be small and relatively stable. 265 

  In contrast, if the Company were to lock in prices, in advance, at somewhere around 266 

an average expected level, then GCPP-computed savings would be more volatile.  An 267 

increase in spot market prices would result in an increase in positive savings, while a 268 

decrease in spot market prices would result in negative savings.  In essence, the current 269 

benchmark automatically assesses a penalty for hedging during years where spot prices fall.  270 

Hence, if Nicor Gas were risk averse, the GCPP would not encourage the Company to 271 

engage in hedges to lock in prices for ratepayers.  Expressed a different way, from Nicor 272 

Gas’ perspective, it would actually be speculating for the Company to lock in prices for 273 

significant portions of its gas needs.  It would only make sense for Nicor to pursue such a 274 

strategy if it were more bullish on gas prices than the market and not too averse to risk. 275 

Q. Do you consider this hedging disincentive to be a problem with the GCPP? 276 
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A.  I only consider it a potential problem, and, even then, it would depend on the 277 

Commission’s own appetite for risk.  At this time, variations in its PGA do not appear to be 278 

significantly greater than variations in other utilities’ PGAs.  Hence, I do not recommend 279 

that the Commission take any action to modify the GCPP to deal with this potential hedging 280 

disincentive problem. 281 

Q. How would you recommend that the Commission deal with the hedging disincentive, if 282 

it considers it to be a problem now or in the future? 283 

A.  The market index cost component of the benchmark and possibly the storage credit 284 

adjustment could be changed to reflect, at least in part, futures prices during some pre-285 

specified time period for the upcoming gas year.  For instance, for each of the twelve 286 

delivery months during the GCPP year, prices would be based on the average futures prices 287 

during some set of earlier months (perhaps ranging from 6 to 12 months earlier).  I have not 288 

worked out the details of such an alternative plan. 289 

Q. What problems would you anticipate in implementing such an alternative plan that is 290 

based on futures prices for transactions taking place months prior to the delivery 291 

months? 292 

A.  Since futures market price data are generally tied to the Henry Hub and not the 293 

Chicago citygate, and since Nicor Gas historically seems to have purchased most of its gas at 294 

spot market prices, it may be more difficult to compute a meaningful commodity adjustment 295 

if the benchmark is changed to include a significant amount of futures prices rather than spot 296 

market prices. 297 

Q. Is there an alternative way to deal with the hedge disincentive, if the Commission 298 
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considers it to be a problem? 299 

A.  Yes.  The Commission may be able to turn to a “command-and-control” approach 300 

and simply order the utility to enter into a certain amount of hedging transactions.  This 301 

approach would require the Commission to plan and monitor the Company’s gas purchasing 302 

activities to ensure that an adequate hedge is created and that it is not effectively dismantled 303 

through other derivative trades.  In effect, it would closely involve the Commission in the 304 

details of running the Company’s gas purchasing department.  Thus, this alternative 305 

approach is inconsistent with the spirit of both traditional and performance-based utility 306 

regulation. 307 

  In addition, this alternative would increase the Company’s own exposure to price 308 

risk.  While Nicor Gas’ parent corporation could take opposite financial positions for some 309 

percentage of the volumes in order to offset the corporation’s increased risk, determining the 310 

percentage for the parent to hedge would be more difficult under the tiered sharing 311 

mechanism that I propose elsewhere in this testimony.  The percentage to hedge would be 312 

easier for the parent to determine if the Company’s incentive bonus were a constant 313 

percentage (i.e., X% on ALL savings).  In any event, I do not recommend that the 314 

Commission adopt this alternative approach. 315 

VIII. Annual Review Process to Examine Affiliate Transactions 316 

Q. Does the GCPP provide sufficient incentive for the utility to avoid affiliate transactions 317 

that increase gas costs for ratepayers? 318 

A.  No.  The reason is quite simple.  Suppose the utility buys gas from an affiliate at a 319 

price that is above other prices available in the market.  Through the GCPP, the utility is 320 

forced to absorb a share (currently 50%) of the above-market costs while the affiliate 321 
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receives the full 100% of the above-market revenues.  On net, the corporate family retains a 322 

positive profit from the sale to the utility at above-market prices (currently 50% times the 323 

above-market value of the gas).  Thus, the GCPP does not fully align the interests of 324 

ratepayers and Nicor Gas. 325 

Q. Would this incentive problem exist in the absence of the GCPP? 326 

A.  Yes.  In that case, the utility absorbs virtually none of the above-market costs while 327 

the affiliate receives the full 100% share of the above-market revenues.  In such cases, the 328 

economic “disincentive” is the threat of prudence review disallowances. 329 

Q. Should the Commission return to the use of prudence reviews? 330 

A.  In part, yes.  I recommend that the Commission reinstate a limited form of prudence 331 

review within the annual PGA reconciliation to insure that ratepayers are not subsidizing 332 

Nicor affiliates through transactions with Nicor Gas. 333 

IX. Effective Date of Commission-Ordered Changes 334 

Q. When should the Staff’s recommended changes go into effect? 335 

A.  It is not the Staff’s intent for any of the changes to be retroactive in any sense.  336 

Staff’s position is that all recommended changes should go into effect starting in January 337 

2003.  That is, the revised GCPP would first be used sometime between January 1, 2004 and 338 

April 1, 2004 to compute the savings for calendar year 2003.1  When an order is handed 339 

down in this docket (presumably within October 2002), there will be less than 3 months left 340 

prior to January 2003. 341 
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Q. Does this conclude your testimony? 342 

A.  Yes. 343 

                                                                                                                                                             

1 Note:  Savings under the GCPP are computed once per annum, based on gas cost data from the most recent calendar 
year. 


