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I. Introduction 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.  Are you the same Richard J. Zuraski that provided direct testimony in this 5 

proceeding concerning a review of the Nicor Gas Company (“Nicor Gas” or “the 6 

Company”) Gas Cost Performance Program (“GCPP” or “Program”)? 7 

A.  Yes. 8 

II. Updating the Benchmark Now and in the Future 9 

Q.  Mr. Behrens responds to your observation that factors outside the Company’s 10 

control may change and yet not be reflected in the Benchmark.  He opines that random 11 

factors outside the Company’s control are just as likely to be positive as negative and 12 

should, over time, net out to zero.  Thus, he concludes, there is no more likelihood of 13 

the Benchmark favoring the Company as disfavoring the Company over time.  Do you 14 

agree? 15 

A.  No.  Random processes do not necessarily have expected values of zero, as Mr. 16 

Behrens implies.  However, that is irrelevant, in this instance, because I do not assume that 17 

random changes outside of the Company’s control would always benefit customers.  Rather, 18 

I assume that, if changes were beneficial to customers and detrimental to the Company, the 19 

Company would have an opportunity to seek rate relief.  On the other hand, if the changes 20 

were beneficial to the Company and detrimental to ratepayers, then presumably the 21 

Company would be satisfied to leave “well enough alone.”  Thus, without periodic reviews 22 
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and recalibrations, I would expect the benchmark to favor the Company over consumers.  In 23 

contrast, my proposed reviews and recalibrations would “cut both ways” and would be fair 24 

to both customers and Company. 25 

Q.  Can you give an example of the type of factor outside of the Company’s control 26 

that would not be automatically reflected in the benchmark and thus would affect the 27 

accuracy and appropriateness of the benchmark? 28 

A.  Yes.  Mr. Behrens testifies that 29 

[I]t is simply too soon to assess how Customer Select may affect the Firm 30 
Deliverability Adjustment.  Accordingly, at this time, there is no basis whatsoever to 31 
modify the Firm Deliverability Adjustment as a result of the Customer Select 32 
program. (p. 16) 33 

 That is, the gas demand of customers who shift to third party suppliers over the next three 34 

years is presently unknown.  While some or all of those demand reductions could be offset 35 

by general growth in the Company’s service territory, this too is unknown.  In general, the 36 

future level of demand for which the Company must secure supply (say three years from 37 

now) is unknown at this time.  The benchmark does not adapt to such changes automatically, 38 

since the costs for reserving firm pipeline capacity are accounted for within the lump sum 39 

Firm Deliverability Adjustment.  The best way to deal with such uncertainty and to maintain 40 

the consistency of the GCPP with its objectives is to plan on revising the benchmark 41 

periodically. 42 

Q.  Dr. McDermott opines that the Staff’s standard of review “invites endless 43 

speculation concerning the future effects of changes to a successful program.”  Does the 44 

Staff invite endless speculation concerning the future effects of changes to a successful 45 

program? 46 
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A.  I do not equate my proposed periodic review with Dr. McDermott’s more pejorative 47 

characterization of “endless speculation.”  While Dr. McDermott seems to appreciate the 48 

value in reviewing PBR programs’ performance, he is much less receptive to making any 49 

changes to them.  In his words, 50 

[T]he purpose of this review is essentially to ‘weed out’ programs that are clearly 51 
failing to meet their objectives.  This review is not designed to re-litigate the 52 
Program parameters that have met their respective objectives. 53 

 However, to borrow Dr. McDermott’s own metaphor, a good gardener does not simply wait 54 

for the weeds to get out of control before intervening.  What is so horrible about a little pre-55 

emergent weed prevention, a bit of fertilizer, some cultivating, and a fresh bed of mulch?  56 

The Staff’s proposal is to take a fresh look once every three years and essentially recalibrate 57 

the Program parameters based on experience and new evidence.  I see no reason to expect 58 

that any incentive program created by a regulatory body will remain valid forever. 59 

Q.  Dr. McDermott opines that your proposals “are not simply ‘tweaks’ aimed at 60 

altering margins, but rather wholesale changes that are likely to result in incentives 61 

that are simply too weak to provide the impetus for the same positive behavior on the 62 

part of the Company as under the current Program parameters.”  How do you respond 63 

to this claim? 64 

A.  Actually, while the word had not previously occurred to me, “tweaks” is definitely a 65 

more apt description of my proposals than “wholesale changes.”  My proposals have not 66 

altered the basic structure of the Program.  It is still a program limited to costs accounted for 67 

and recovered through the PGA mechanism.  It is still a program that relies on comparing the 68 

Company’s costs to a benchmark largely built up from an index of spot market gas prices.  69 

The benchmark still has the same Storage Adjustment mechanism and the same lump-sum 70 
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adjustment for relatively “fixed” components of the Company’s gas costs (the Firm 71 

Deliverability Adjustment).  It still has a so-called Commodity Adjustment, although I do 72 

recommend that it be reset to negative 4.37 cents per MMBTU beginning in 2003.  To place 73 

that particular change in perspective, this new per-unit figure would have reduced the 74 

benchmark in 2000 and 2001 by a total of only 1.16 percent.  Finally, the Program would 75 

continue to have a “symmetrical” sharing mechanism (where the Company share of positive 76 

savings is the same as its share of negative savings of any given magnitude).  However, my 77 

proposed three-tier mechanism would have changed the Company’s total share of combined 78 

saving in 2000 and 2001 from 50% to 19%, still allowing the Company to retain over $10 79 

million of the “savings” computed for those two years.  Calling these “wholesale changes” 80 

seems a bit hyperbolic to me. 81 

Q.  Dr. McDermott argues 82 

Under the proposed standard of incrementally improving the Program, the 83 
difficulty is that any proposed change can have unforeseeable and unintended 84 
consequences that make it impossible to know in advance if these changes will 85 
indeed improve the Program. … This standard could create a “perfect is the 86 
enemy of the good” problem. 87 

 Are these valid reasons for rejecting your proposed changes? 88 

A.  No.  Essentially warning “any change” could cause a collapse in some delicate 89 

balance that has been struck, Dr. McDermott overstates the precariousness of the Program 90 

previously approved by the Commission.  It is one thing to be conservative.  It is another 91 

thing to be paralyzed with fear of any change.  My proposed changes do not amount to an 92 

experimental drug therapy that could transform a Dr. Jekyll incentive program into a Mr. 93 

Hyde regulatory nightmare.  I am recommending relatively modest “tweaks,” as I now call 94 

my proposals.  On the other hand, although not needed in this instance, if drastic changes 95 
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were needed to render a program effective, I would recommend that the Commission insist 96 

on such drastic changes. 97 

  Finally, Dr. McDermott’s concern that the “perfect is the enemy of the good” is not 98 

applicable in this situation.  Staff proposes no interruption in the GCPP while in pursuit of an 99 

improved incentive program.  Staff is not keeping the good at bay for even one second. 100 

III. The Commodity Adjustment 101 

Q.  Mr. Behrens objects to your using the most recent two years of data in the 102 

recalculation of the per unit commodity adjustment.  How do you respond? 103 

A.  To get a broad view of the Company’s pre-GCPP performance, the Commission 104 

adopted a five-year period.  To get a picture of the post-GCPP performance, we only have 105 

two years of data.  Thus, Staff proposes to use those two years of data.  I would also note that 106 

the Company itself originally proposed (in Docket 99-0127) to use the most recent two years 107 

worth of data that were available at that time.  It seems odd that the Company now finds this 108 

approach so objectionable.  109 

IV. Reconsideration of the Incentive Bonus 110 

Q.  Dr. McDermott disagrees with your proposal to alter the current 50/50 sharing 111 

rule.  He first indicates that the Commission already found 50/50 to be appropriate, 112 

noting that, “the Company will have as much to lose from any failures as it has to gain 113 

from any achievements.”  Was the Commission wrong? 114 

A.  The Commission was absolutely correct that the 50/50 sharing rule leaves the 115 

Company with as much to lose from failures as it has to gain from achievements.  However, 116 
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this same attribute applies equally well to the alternative sharing mechanism that I propose.  117 

Indeed, any symmetrical sharing mechanism will have this attribute. 118 

Q.  Dr. McDermott also states that the “50/50 sharing mechanism is ‘fair’ in the 119 

sense that any alternative sharing mechanism would favor one party over the other.”  120 

Do you agree with this statement? 121 

A.  No.  Dr. McDermott has merely devised a new way of saying that 50/50 is 122 

“inherently fair,” which is a simplistic over-generalization.  If we were deciding how to split 123 

a pop sickle between two 10 year olds, 50/50 would have significant appeal for a variety of 124 

reasons.  If we were going to split the winning of the Big Game lottery between two people 125 

who pooled their resources to buy a set of Big Game tickets, I would question the “fairness” 126 

of a 50/50 split if one party had purchased 80% of the tickets in the pool.  In this case, utility 127 

customers are already paying through their utility rates a tremendous amount of money for 128 

the vast resources at the Company’s disposal for generating “savings” under the GCPP.  As 129 

long as there remains an adequate incentive for the Company to continue pursuing savings 130 

opportunities, providing ratepayers with a larger share of the savings does not seem 131 

“inherently unfair.” 132 

Q.  Dr. McDermott also argues that you were “comparing apples and oranges” 133 

when you compared the Company’s share of savings to the Company’s incremental 134 

costs of generating savings.  He testifies that the savings are due not only to incremental 135 

costs, but also to redeployment of assets and management innovations.  Do you believe 136 

that Dr. McDermott’s perspective invalidates your analysis? 137 

A.  No.  If the redeployment of assets and management innovation has opportunity costs 138 

associated with them, the Staff gave the Company ample opportunity to estimate them (Staff 139 
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data request POL 1.2 and follow-up request POL 2.1).  When asked to quantify the costs of 140 

actions taken to reduce PGA costs, the Company stated, in part, “The Company does not 141 

track costs in the manner requested.” (Response to POL 1.2).  In the response to POL 2.1, 142 

the Company stated, in part, “In general, the costs associated with these actions are best 143 

measured by looking at the response to POL 1.12, which identifies the costs of the 144 

departments most directly associated with managing the GCPP.”  Those are the incremental 145 

costs that I used to make the comparison, which Dr. McDermott characterizes as “apples and 146 

oranges.”  Under the circumstances, the comparison is as reasonable as the Staff could 147 

manage, given the Company’s responses to data requests. 148 

Q.  Dr. McDermott also claims that your comparison of the Company’s incentive 149 

bonus to its incremental operating costs ignores additional risk that the Company takes 150 

on while being under a PBR program.  He opines that “This risk must be compensated 151 

by additional returns or the Company will not have an appropriate incentive to 152 

undertake actions that lead to greater efficiencies.”  Did you ignore the additional risk 153 

that the Company takes on while being under the GCPP? 154 

A.  No.  First, I would note that the Company’s retention of over $13.5 million per year 155 

of the total savings amounts to a return of 1700% on the Company’s incremental costs of 156 

$752,000 per year.  Under my alternative sharing mechanism, the retention would have been 157 

$5,267,763 and the return 600%.  In comparison, since 1980, the total return on the 158 

NASDAQ Composite Stock Index has never exceeded 106% between any 12-month span 159 

and, on average, has been 11%.  When viewed in this light, the Company would certainly be 160 

adequately compensated for the additional risk due to the GCPP under my proposal. 161 



Docket Nos. 02-0067 
ICC Staff Exhibit 3.0 

 8

  Second, reducing the Company’s percentage share of savings (both positive and 162 

negative) would also reduce the Company’s risk.  After all, the additional risk with which 163 

Dr. McDermott is concerned derives from the fact that the “savings” could be negative.  164 

Under the traditional PGA, the Company absorbs 0% of that risk (notwithstanding prudence 165 

reviews).  Under the GCPP, at present, the Company shares the risk with ratepayers on a 166 

50/50 basis.  Under my proposal, the Company’s share of the risk would be somewhere 167 

between 0% and 50%. 168 

Q.  Dr. McDermott also states 169 

There is a certain irony in suggesting that because the Company kept its 170 
operating cost increases to a minimum then it should receive less return.  If the 171 
purpose of PBR is to provide incentives to the Company to keep its costs in line, 172 
then comparing cost increases to the return is not a productive metric to utilize. 173 

 How do you respond to these points? 174 

A.  I agree that the Commission should avoid penalizing a Company for keeping costs 175 

“in line.”  Furthermore, without too much quibbling, I would be tempted to agree that one 176 

unfortunate side-effect of my proposed change in the sharing mechanism would be to 177 

penalize the Company for keeping gas supply department costs “in line” over the last two 178 

years.1  Nevertheless, I still defend the proposal, as explained below. 179 

  In Docket 99-0127, the Staff predicted that a 50% share of savings was an 180 

unnecessarily generous bonus.  Unfortunately, without any experience under the Program, 181 

the Staff, as well as the Company, had to rely solely on theoretical arguments.  Among its 182 

arguments in support of a 10% Company share, the Staff observed that, even if the Company 183 

                                                 

1 The quibbling would focus on the following:  First, Staff’s proposed changes are not retroactive.  They do not go back 
and change the Company’s 50% share over the previous two years (or the current year).  Second, the Company would 
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doubled its Gas Supply Purchasing Department expenses (in its pursuit of lower gas costs), a 184 

10% share of a gas cost decrease of merely 0.7% would be sufficient to cover the 185 

Company’s added expenses.  To Staff, doubling seemed like a dramatic change in the Gas 186 

Supply Purchasing Department expenses and 0.7% seemed like a relatively small percentage 187 

decrease in gas costs.  Nevertheless, the Commission apparently was not impressed by the 188 

conservative assumptions in Staff’s hypothetical example. 189 

  Now, the Staff is able to cite the last two years of experience and use actual numbers 190 

rather than hypothetical ones.  Those numbers illustrate that the Company would have been 191 

adequately compensated for its efforts with a 10% share of savings or with the three-tier 192 

sharing mechanism being proposed by Staff in this docket.  Thus, the Commission, if it 193 

desires, can reconsider the sharing mechanism based on empirical evidence rather than 194 

purely theoretical arguments. 195 

Q.  Following up on the previous point, Dr. McDermott rhetorically asks, “What is 196 

a more appropriate multiple on incremental cost and how would that multiple be 197 

calculated?”  He then opines, “Such questions are left unanswered by Mr. Zuraski and 198 

for good reason; there is no economic or legal proposition that would lead one to a 199 

reasonable multiple.”  How do you respond to this point? 200 

A.  Dr. McDermott is right that I have not attempted to determine the best multiple.  201 

However, I have no inclination to engage in such an irresolvable debate.  Simply put, a 202 

multiple of 18 times (a 1700% return) seems pretty high to me, so I recommend reducing the 203 

                                                                                                                                                             

continue to retain 100% of any non-PGA (base-rate) cost savings between rate cases.  Finally, it should be remembered 
that prior to the incentive program, the Company was receiving zero percent of “savings.” 
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Company’s incentive bonus on a going-forward basis.  I believe that my approach is more 204 

practical than agonizing over the most appropriate multiple on incremental cost. 205 

Q.  Dr. McDermott also states, 206 

Under traditional PGA regulation the Company made zero profit from gas 207 
sales.  The Company annually buys over a $1 billion of gas in addition to its 208 
operation expenses for gas purchases.  Very few unregulated companies would 209 
maintain such a large business function that made zero profit.  Placing a figure 210 
of $12-15 million in that context creates a more reasonable comparison and 211 
indicates the rather moderate level of incentive that is being provided to the 212 
Company under the current Program. 213 

 Do you agree with Dr. McDermott that his comparison is more reasonable? 214 

A.  No.  First, if the Company were three times its present size (served three times as 215 

much natural gas to PGA customers), I do not see why it would require three times as much 216 

of an incentive bonus to find ways of reducing gas costs.  That is, I do not see why they 217 

would have to hire three times as many new people, spend three times as much time and 218 

effort shifting employees around and refurbishing accounting procedures, etc.  Thus, it does 219 

not seem reasonable to me to tie the overall size of the Company’s PGA sales to the size of 220 

bonus necessary to induce prudent cost-cutting measures. 221 

  Second, the whole premise behind Dr. McDermott’s statement is somewhat 222 

confusing to me.  In the absence of incentive regulation, the Company does not earn a zero 223 

profit.  It has an opportunity to earn non-zero profits through base rates that reflect an 224 

allowed rate of return times a rate base.  One can certainly argue that the opportunity to earn 225 

these profits is part and parcel of the regulatory compact that also includes the Company’s 226 

obligation to serve and to effectively manage gas costs.  It is misleading for Dr. McDermott 227 

to suggest that selling gas prior to incentive regulation was an eleemosynary activity for 228 
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Nicor.  The GCPP simply adds another avenue for the Company to make money on selling 229 

gas. 230 

Q.  Dr. McDermott argues that your proposed three-tier sharing mechanism is not 231 

simple.  Do you agree? 232 

A.  No.  It is very simple.  I would argue that anyone that knows how to add, subtract, 233 

and multiply should be able to implement my proposed sharing mechanism. 234 

Q.  Dr. McDermott states that your proposed three-tired structure “is unnecessary 235 

as it is predicated on the erroneous ‘low-hanging fruit’ theory that has no validity in a 236 

market-based PBR program such as the GCPP.”  Do you agree? 237 

A.  No.  First, Dr. McDermott has not proven that the low-hanging fruit theory is invalid.  238 

Second, even if the low-hanging fruit theory were invalid, that would only impinge on the 239 

relative value of a tiered sharing mechanism; it would neither invalidate a tiered approach 240 

nor militate against the overall lower savings percentage for the Company implicit in my 241 

proposed three-tiered mechanism. 242 

Q.  Dr. McDermott draws an analogy between your low-hanging fruit metaphor 243 

and another Staff member’s rationale for an “X-Factor,” while noting that the 244 

Commission rejected the X-Factor in Docket 99-0127.  How do you view the value of 245 

Dr. McDermott’s analogy? 246 

A.  I think the analogy is an unneeded distraction that will not help the Commission in 247 

this case, one way or the other.  To explain, here is my analysis of the matter:  (1) In its 248 

Order in 99-0127, the Commission explicitly chose not to reject the premise behind the X-249 

Factor, specifically the premise that “there must be something to gain for the Company in 250 
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switching from traditional PGA regulation to incentive-based regulation.”  Indeed, the 251 

Commission seemed to accept that premise.  (2) In 99-0127, the Commission rejected the X-252 

Factor, itself, because “The X-factor seeks to deprive Nicor Gas of at least some of the 253 

benefits of incentive regulation before the GCPP even begins.” (p. 31)  That is, the X-Factor 254 

would have reduced the benchmark slightly below the level implied by the Company’s 255 

historical performance.  (3) In the present case, the low-hanging fruit theory is not employed 256 

to resurrect an X-Factor or any other similar factor that would affect the benchmark; rather, it 257 

is being used to help justify a tiered sharing mechanism.  In conclusion, the Commission’s 258 

previous rejection of an X-Factor in the context of the GCPP says nothing about the value of 259 

Staff’s proposal for a tiered sharing mechanism. 260 

V. Annual Review Process to Examine Affiliate Transactions 261 

Q.  In responding to your recommendation to reinstate a limited form of prudence 262 

review to examine affiliate transactions, Mr. Behrens “recognizes the concern” but 263 

notes that the Commission has the authority to review at any time, any and all affiliate 264 

transactions that it wants.  Do you agree with Mr. Behrens? 265 

A.  Mr. Behrens may be correct that the Commission has the authority to review any and 266 

all affiliate transactions, but the Commission did accept the Company’s proposal (in Docket 267 

99-0127) to eliminate the prudence review aspect of the annual PGA reconciliation process.  268 

Certainly the Commission is not going to review affiliate transactions out of mere academic 269 

interest, but rather in a meaningful bid to protect consumers.  That is why I recommend that 270 

the Commission reinstate such a review as part of the reconciliation process. 271 

Q.  Mr. Behrens notes that the Commission has never found any of the Company’s 272 
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purchases to have been imprudent.  Does this testimony change your position on the 273 

need for prudence reviews? 274 

A.  No.  I am neither hoping nor expecting to find any problems.  I am merely pointing 275 

out that the GCPP has not eliminated the Company’s financial incentive to pay too much to 276 

affiliates.  The Company does a lot of gas buying and selling with affiliates.  Thus, I believe 277 

that the Commission has a duty to remain vigilant.  As I seem to recall, a popular U.S. 278 

president once said, “Trust but verify.” 279 

Q.  Mr. Behrens also testifies that the Staff offered no evidence that the Company 280 

made any imprudent transactions with affiliates during the first two years of the 281 

GCPP.  Would you respond to that statement? 282 

A.  Frankly, I do not consider the review of affiliate transactions that I performed to have 283 

been entirely thorough.  However, if I had discovered a pattern of abuses, I would probably 284 

be making a much different set of recommendations in this proceeding, including the 285 

termination of the GCPP.  My recommendation to reinstate a limited prudence review for the 286 

purpose of examining affiliate transactions should not be viewed as a punishment for Nicor 287 

Gas.  It is simply the responsible thing for this agency to do. 288 

Q.  Does this conclude your rebuttal testimony? 289 

A.  Yes. 290 


