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I. Introduction and Qualifications  1 

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

A. My name is Russell A. Feingold and my business address is 200 Wheeler Road, Suite 3 

400, Burlington, Massachusetts 01803.  I am employed by Navigant Consulting, Inc. 4 

(“NCI”) as a Managing Director and lead the Regulatory & Fuel Resources Group 5 

within NCI’s Energy Practice.  I have been employed by NCI since January 1997. 6 

Q. Please describe the business activities of NCI. 7 

A. NCI is a specialized independent consulting firm providing professional services to 8 

assist clients in identifying practical solutions to the challenges of uncertainty, risk and 9 

distress.  We focus on large industry segments that are typically highly regulated and 10 

are undergoing significant change. 11 

NCI has served the electric and natural gas industries since 1983.  We offer a wide 12 

range of consulting services related to business strategy and planning, operations 13 

advisory management, financial and transaction advisory activities, and technology and 14 

innovation management designed to assist our clients in a bus iness environment of 15 

changing regulation, increased competition and evolving technology. 16 

From an industry-wide perspective, NCI has extensive experience in all aspects of the 17 

North American natural gas industry, including utility costing and pricing, gas supply 18 

and transportation planning, competitive market analysis and regulatory practices and 19 

policies.  This experience has been gained through management and operating 20 

responsibilities at gas distribution, pipeline and other energy-related companies, and 21 
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through a wide variety of client assignments.  NCI has assisted numerous gas 22 

distribution companies located in the U.S. and Canada. 23 

Q. What has been the nature of your work in the utility consulting field? 24 

A. I have over 27 years of experience in the utility industry, the last 25 years of which have 25 

been in the field of utility management and economic consulting.  Specializing in the 26 

gas industry, I have advised and assisted utility management, industry trade and 27 

research organizations and large energy users in matters pertaining to costing and 28 

pricing, competitive market analysis, regulatory planning and policy development, gas 29 

supply planning issues, strategic business planning, merger and acquisition analysis, 30 

corporate restructuring, new product and service development, load research studies and 31 

market planning. 32 

Prior to joining NCI, I was a Vice President at R.J. Rudden Associates, Inc.  Before that 33 

time, I was Director, Gas Regulatory Services at Price Waterhouse, and an Executive 34 

Consultant in the Regulatory Services Group of Stone & Webster Management 35 

Consultants, Inc.  Prior to entering the consulting field, I was Utility Rate Specialist and 36 

Staff Engineer at the Port Authority of New York and New Jersey.  In that role, I was 37 

responsible for designing and constructing electric power distribution systems for large 38 

public authority facilities in the New York metropolitan area, and working closely with 39 

the local electric utilities on various regulatory, ratemaking, and service issues. 40 

I am closely involved in the regulatory, ratemaking, and marketing activities of the 41 

American Gas Association (“A.G.A.”) through my leadership role in its ongoing 42 

training and industry seminar activities, and have spoken and written widely on issues 43 

such as energy industry restructuring, product and service unbundling, marketing of 44 
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retail utility services, gas merchant services strategies, and regulatory reform initiatives.  45 

As part of my responsibilities, I have been the course organizer and an annual speaker 46 

since 1985 at the A.G.A. Gas Rates Fundamentals Course at the University of 47 

Wisconsin – Madison, co-sponsored by The Center for Advanced Studies in Business.  48 

In addition, I am a contributing author and technical editor of the latest edition of the 49 

A.G.A. “Gas Rate Fundamentals” textbook, and have published or presented over 50 

45 articles and speeches relevant to the gas utility industry on issues and activities 51 

dealing with the pricing and marketing of gas and electric utility services. 52 

On over 100 occasions, I have prepared and presented expert testimony before the 53 

Federal Energy Regulatory Commission (“FERC”) and several state and provincial 54 

regulatory commissions.  My testimony has dealt with the costing and pricing of 55 

energy-related products and services for gas and electric distribution utilities and gas 56 

pipeline companies.  In addition to traditional utility costing and rate design concepts 57 

and issues, I have addressed gas transportation rates and customer choice program 58 

design, gas supply planning issues and activities, market-based rates, competitive 59 

market analysis, gas merchant service issues, strategic business alliances, market power 60 

assessment, merger and acquisition analyses, multi- jurisdictional utility cost allocation 61 

issues, inter-affiliate cost separation and transfer pricing issues, seasonal rates, 62 

cogeneration rates and pipeline ratemaking issues related to the importation of gas into 63 

the United States. 64 

I hold a BS degree in Electrical Engineering from Washington University in St. Louis 65 

and an MS degree in Financial Management from the Polytechnic University of New 66 

York. 67 
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Further background information presenting my education, presentation of expert 68 

testimony and other industry-related activities is included in Appendix A to my direct 69 

testimony. 70 

Q. Please describe your specific experience in the area of Performance-Based 71 

Ratemaking (“PBR”). 72 

A. In the area of PBR, I have actively participated in projects that address the assessment, 73 

development, and implementation of PBR concepts for both gas and electric utilities.  74 

My work in this area has included assisting utilities with both margin-related concepts 75 

(e.g., price caps, shared earnings mechanisms) and fuel-related concepts (e.g., gas cost 76 

mechanisms).  Besides assisting in the development of the strategic and computational 77 

aspects of the proposals, I have provided ongoing support to clients to ensure 78 

stakeholder acceptance and successful operation of the chosen PBR mechanism. 79 

Q. Have you previously testified before the Illinois Commerce Commission (“ICC” or 80 

the “Commission”)? 81 

A. Yes.  I previously testified on behalf of Northern Illinois Gas Company (d/b/a Nicor 82 

Gas Company) before the ICC in Docket No. 88-0277 on the subjects of gas rate design 83 

issues, and fully allocated and marginal cost of service studies, and on behalf of Central 84 

Illinois Public Service Company and Union Electric Company in Docket No. 99-0121 85 

on the subject of functionalization of plant and expenses in support of establishing the 86 

utilities’ revenue requirements for their delivery services function. 87 

II. Purpose of Testimony 88 

Q.  What is the purpose of your direct testimony in this proceeding? 89 
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A. The purpose of my direct testimony in this proceeding is to review the Gas Cost 90 

Performance Program (“GCPP” or “Program”) approved, as modified, by the 91 

Commission, for Nicor Gas Company (“Nicor Gas” or “Company”) and to present the 92 

results of my analysis on: (1) the purpose, design, and mechanics of the GCPP 93 

compared to gas cost PBR programs of other gas utilities in the U.S.; (2) the types of 94 

gas market conditions faced by Nicor Gas during the GCPP Period; (3) the manner in 95 

which Nicor Gas managed its gas supply resources under the approved GCPP; (4) the 96 

Company’s use of its underground storage resources in managing the new risks created 97 

by the GCPP Benchmark and the gas market conditions experienced during the GCPP 98 

Period, and in deriving benefits for its customers and shareholders; and (5) the level and 99 

type of benefits provided to Nicor Gas’s customers from the GCPP. 100 

In order to conduct my analysis, I reviewed documents provided to me by legal counsel 101 

(which had been made available to the ICC Staff and intervenors) and publicly available 102 

documents I obtained through my independent research efforts, and interviewed various 103 

Nicor Gas personnel. 104 

My analysis and related opinions on these topics are presented within the context of the 105 

approval process for the GCPP, the operation of the GCPP during the three-year period, 106 

January 1, 2000 through December 31, 2002, and the broader gas industry market 107 

conditions experienced during that same time period. 108 

III. Summary of Conclusions  109 

Q. Please summarize your conclusions in this proceeding. 110 
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A. During the course of NCI’s review of the GCPP approved by the Commission, I 111 

analyzed various operational, ratemaking, and regula tory issues associated with the 112 

design, implementation, and operation of the GCPP.  As a result of this review, I 113 

reached the following conclusions: 114 

1. The GCPP approved by the ICC was similar in concept and operation to the 115 
structure of gas cost PBR programs of other gas utilities in the U.S. 116 

2. In its approval of the GCPP, the Commission did not require Nicor Gas to share 117 
or make public the specific strategies that the Company would use to manage 118 
the gas resource portfolio under the GCPP. 119 

The Commission’s Order approving the GCPP ruled that “specific information 120 
about the steps which Nicor Gas will take to save money” is not required for 121 
approval of the GCPP, and stated that, “Section 9-244 does not require that 122 
mechanisms which may generate customer savings be specifically articulated.” 123 

Nicor Gas’s broad strategies and specific tactical actions to manage its gas 124 
supply portfolio to the GCPP Benchmark evolved over time and were greatly 125 
affected by the volatile natural gas market conditions that occurred during the 126 
GCPP Period. 127 

3. The GCPP approved by the Commission created new risks for Nicor Gas’s 128 
customers and shareholders that the Company would have to successfully 129 
manage to derive benefits under the GCPP from its gas supply planning and 130 
procurement activities. 131 

Recognition of these new risks provides an understanding of the approaches 132 
Nicor Gas could use to manage these risks in its efforts to create the benefits for 133 
its customers and shareholders. 134 

4. The challenging gas market conditions experienced during 2000 through 2002, 135 
under which Nicor Gas was required to manage its gas resource portfolio to the 136 
GCPP Benchmark, reflected very unpredictable weather patterns, unusual 137 
swings in gas demand requirements, highly volatile gas prices, and precipitous 138 
industry restructuring. 139 

5. The Company’s use of its low-cost LIFO gas layers in underground storage was 140 
a reasonable, appropriate, and effective risk-mitigation strategy for managing its 141 
gas resource portfolio to the GCPP Benchmark and for deriving benefits for its 142 
customers and shareholders. 143 
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The low-cost LIFO gas storage layers were, and remain, the assets of Nicor Gas, 144 
and were available for the Company’s use during the GCPP Period just as any 145 
other utility-owned resource within its overall gas supply portfolio. 146 

The use of these low-cost LIFO gas layers was a reasonable, appropriate, and 147 
effective strategy for the Company to access and monetize the value of its 148 
trapped LIFO layers and to share the realized value with its customers through 149 
the GCPP. 150 

It is a reasonable risk management practice for a gas utility such as Nicor Gas to 151 
rely upon its gas storage assets in periods of high market volatility to minimize 152 
the level and variability of the gas costs incurred to serve its sales customers. 153 

The ICC was aware of the potential availability and unrealized value of Nicor 154 
Gas’s low-cost LIFO layers for their eventual use in the GCPP. 155 

6. Under Nicor Gas’s management, the GCPP yielded a substantial benefit to its 156 
customers of approximately $53 million, and these gas cost-related benefits 157 
would not have been realized in the absence of the GCPP. 158 

IV. Background Context for NCI’s Review of the GCPP 159 

Q. Please explain the background context for NCI’s review of the GCPP. 160 

A. As background context for our review of the GCPP, I prepared various materials that 161 

address the following topics related to the GCPP approved by the Commission.  These 162 

topics were: 163 

1. The conceptual underpinnings of gas cost-related PBR programs 164 

2. The regulatory history of the GCPP 165 

3. The purpose, design, and mechanics of the GCPP 166 

4. Comparison of Nicor Gas’s 1996 and 1999 GCPP filings and the GCPP 167 
approved by the Commission 168 

This material is provided in Appendix B to my direct testimony and is summarized 169 

below. 170 
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Q. Can you briefly summarize the conceptual underpinnings of gas cost-related PBR 171 

programs? 172 

A. Yes.  The conceptual underpinnings of gas cost-related PBR programs consist of the 173 

following considerations: 174 

• PBR describes an alternative regulatory and ratemaking framework that 175 
provides a utility with a stronger incentive to control costs, and the resulting 176 
prices to its customers, than under traditional cost of service regulation.  PBR 177 
mechanisms fundamentally change the rate setting process from a singular focus 178 
on cost recovery to one focused on financial and operational incentives.  As 179 
such, the utility has a strong motivation to control costs because it can retain 180 
some level of financial benefits associated with improving the efficiency of its 181 
operations, and because it has a reduced ability to pass on cost increases 182 
typically allowed under cost of service regulation. 183 

• If properly structured, the incentives contained in the PBR program should 184 
motivate the utility to increase its efforts, and to change its behavior to embrace 185 
the added managerial and operational flexibility afforded under PBR, to the 186 
ultimate benefit of both its customers and shareholders.  Through this process, a 187 
desirable outcome of the PBR program will be a closer alignment of a utility’s 188 
customer and shareholder interests. 189 

• Critical to the success of a gas cost PBR program is the choice of benchmark.  It 190 
should reasonably reflect the components of the utility’s gas supply portfolio 191 
that are subject to the PBR mechanism without making it overly complex to 192 
calculate and verify, and it should represent a proper “market standard” for 193 
measuring the performance of the utility’s gas supply portfolio. 194 

Q. Please summarize the regulatory history of the GCPP. 195 

A. The regulatory history of the GCPP is summarized below: 196 

• Nicor Gas initially filed its GCPP proposal in August 1996 (Docket No. 96-197 
0386). 198 

• Nicor Gas filed a motion in January 1997 requesting that its GCPP filing be 199 
withdrawn.  The Commission subsequently approved the motion to withdraw 200 
the petition. 201 

• Nicor Gas filed a second petition for the approval of a GCPP in March 1999. 202 
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• In a November 1999 Order, the Commission approved the GCPP proposed by 203 
Nicor Gas, with certain modifications. 204 

• Nicor Gas accepted the GCPP in December 1999, as amended by the 205 
Commission. 206 

• The GCPP was implemented on January 1, 2000. 207 

Q. Please briefly describe the purpose, design, and mechanics of the GCPP. 208 

A. The purpose, design, and mechanics of the GCPP can be described as follows: 209 

• Create for Nicor Gas the appropriate economic incentives to encourage further 210 
improvement in gas supply, transportation and storage acquisition and 211 
management, thus providing customers with the best gas prices available, 212 
consistent with the need for reliability and security of supply; 213 

• Establish a reasonable balance between risk and reward, thus encouraging the 214 
appropriate use of competitive market opportunities and risk management 215 
mechanisms for Nicor Gas’s procurement of gas supply, transportation and 216 
storage services for customers; and 217 

• Establish an objective standard for evaluating gas supply, transportation and 218 
storage acquisition and management that would eliminate after-the-fact 219 
prudence reviews, thereby lowering related regulatory costs. 220 

• Use a single, comprehensive, market-based benchmark to measure the 221 
Company’s performance against the competitive natural gas sales, transportation 222 
and storage markets.  Under the GCPP, Nicor Gas’s total annual actual gas 223 
costs, as reflected in its PGA Clause were compared with a single, 224 
comprehensive, market-based benchmark. 225 

• The Benchmark Gas Cost was based upon the following formula: 226 

Market Index Cost (Market Index Price x Sales Volumes Delivered) 227 
Minus:  Storage Credit Adjustment  228 
Plus:  Firm Deliverability Adjustment 229 
Plus:  Commodity Adjustment 230 

Attachment RAF-1 sets forth the manner in which savings and costs under the GCPP 231 

were calculated. 232 
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Q. Please compare Nicor Gas’s 1996 and 1999 GCPP filings and the GCPP approved 233 

by the Commission. 234 

A. Attachment RAF-2 is a summary of the key components of the 1996 and 1999 GCPP 235 

filings, as proposed by the Company, as well as the GCPP that was ultimately adopted 236 

by the Commission.  In particular, the change to the Storage Credit Adjustment made by 237 

the Commission in approving the GCPP had very direct operational implications for 238 

Nicor Gas in its efforts to manage its storage operations to the GCPP benchmark.  As 239 

approved, the GCPP established a fixed pattern of monthly storage injection and 240 

withdrawal quantities that Nicor Gas had to satisfy in managing its storage operations.  241 

This element of the GCPP Benchmark added complexity and risk to the Company’s 242 

ability to meet and outperform the benchmark. 243 

V. Detailed Discussion of Findings 244 

1. The GCPP Approved by the Commission Was Similar in Concept and 245 
Operation to the Structure of Gas Cost PBR Programs of Other Gas 246 
Utilities in the U.S. 247 

Q. Have you made a comparison of the GCPP approved for Nicor Gas to the gas cost 248 

PBR programs of other gas utilities? 249 

A. Yes.  Appendix C presents the results of a survey conducted by NCI of gas utilities in 250 

the U.S. that have gas cost PBR programs.  Using this PBR survey information and the 251 

information I presented earlier on the purpose, design, and mechanics of the GCPP, I 252 

compared the key features of other approved gas cost PBR programs to those of the 253 

GCPP approved for Nicor Gas. 254 

Q. What did you conclude based on your comparison? 255 
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A. I concluded that the GCPP approved for Nicor Gas was similar in concept and operation 256 

to the gas cost PBR programs of other gas utilities. 257 

Q. Please explain how you reached this conclusion based on the comparison of PBR 258 

programs you just mentioned. 259 

A. My first step was to review the key features of the various gas cost PBR programs 260 

contained in Appendix B.  I have defined “key features” to encompass the purpose, 261 

design, and mechanics of the particular PBR program, and used these key features to 262 

structure the format of Appendix B and facilitate a comparison of these PBR programs 263 

to the GCPP approved for Nicor Gas.  Referring to Appendix B, I established the 264 

following seven categories for purposes of comparison: (1) Program Term; (2) 265 

Incentive Structure; (3) Benchmark; (4) Tolerance Band; (5) Sharing Mechanism; (6) 266 

Benefits Achieved; and (7) Review Process. 267 

As a next step, I described the broad and common features observed in the gas cost PBR 268 

programs included in Appendix B.  This step was facilitated by my review of the 269 

available supporting documentation for the various PBR programs, including: tariff 270 

sheets, regulatory decisions, program review reports, and trade publication articles.  The 271 

results of this assessment are provided below: 272 

(1) Program Term – ranged from one year to eight years, with the typical term 273 

averaging three years.  In certain cases, the PBR program was deemed to be 274 

permanent, with automatic extension occurring annually unless otherwise 275 

terminated and/or modified by the regulatory commission. 276 
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(2) Incentive Structure  – ranged from a narrow focus on the utility’s commodity 277 

gas procurement activities to a broader, more comprehensive focus on the 278 

utility’s overall gas supply portfolio (e.g., gas commodity, pipeline 279 

transportation, storage).  More than one-third of the approved PBR programs 280 

had an incentive structure based on the utility’s overall gas supply portfolio 281 

while the remaining portion of the programs were based on incentives dealing 282 

with the utility’s commodity gas procurement function. 283 

(3) Benchmark – designed consistent with the nature of the incentive structure.  In 284 

all cases, the benchmark was tied to one or more publicly available gas price 285 

indices, with commodity purchase pricing points established either at the 286 

relevant production wellhead/basin or the utility’s city-gate(s).  Typically, the 287 

commodity benchmark reflected a mix of First of the Month (“FOM”) and 288 

average daily gas prices.  For the interstate transportation component, the 289 

benchmark typically reflected historical reservation charges, and in some cases, 290 

reflected the variable component of the transportation charges from the 291 

wellhead/basin to the city-gate. 292 

(4) Tolerance Band – approximately 60 percent of the PBR programs had some 293 

type of tolerance band.  Most tolerance bands were symmetrical (i.e., equal 294 

treatment for savings and costs), with the typical range around the benchmark 295 

price established at between one and two percent.  In my view, a tolerance band 296 

was not a significant differentiating point in a gas cost PBR program.  However, 297 

if a PBR program does not contain a tolerance band, all other things being equal, 298 

the program will exhibit a higher degree of risk for the utility.  This occurs when 299 
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actual gas costs are greater than the benchmark (up to the high-end of the 300 

tolerance band), the utility will not recover the full cost of its gas purchases 301 

because of the sharing provisions of the PBR program.  Under a PBR program 302 

with a tolerance band, the utility is assured full recovery of its purchased gas 303 

costs to the extent such costs are within the tolerance band, since no sharing 304 

occurs. 305 

(5) Sharing Mechanism – approximately half of the PBR programs had a fixed 306 

percentage for the sharing of savings and costs between the utility’s customers 307 

and shareholders.  For the other programs, the sharing percentages varied on a 308 

progressive basis, with greater sharing for the utility’s shareholders occurring in 309 

most programs as the total annual savings increases.  In certain programs, the 310 

sharing percentages were different (i.e., asymmetrical sharing) for achieved gas 311 

cost savings compared to the incurrence of additional gas costs. 312 

(6) Benefits Achieved – Where specified, the benefits achieved varied widely 313 

among PBR programs, with annual benefits ranging between zero and $37 314 

million (before sharing).  In some cases, total benefits were reported over the 315 

duration of the program (e.g., over a three-year period) in recognition of the 316 

longer time period required to realize the full value from the PBR program.  In 317 

general, the PBR programs that had incentives structured on a comprehensive 318 

gas supply portfolio basis tended to result in increased benefits (in absolute 319 

terms) compared to the more narrowly focused, commodity gas procurement 320 

structures.  This was not surprising considering that the total gas costs covered 321 
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under the comprehensive programs also were relatively higher reflecting all 322 

three components of the gas utility’s supply and capacity portfolio. 323 

(7) Review Process – approximately half of the PBR programs are reviewed on an 324 

annual basis (with two programs reviewed every 6 months), one-third of the 325 

programs are reviewed every two-three years, and the remaining programs are 326 

reviewed on an unspecified periodic basis.  Where specified, the review 327 

consisted of a report submitted by the utility assessing the past performance of 328 

the PBR program and the need for any modifications to the program. 329 

The final step in the process was to compare the purpose, design, and mechanics of the 330 

GCPP to the broad and common features of the other gas cost PBR programs.  This 331 

enabled me to determine the similarities and differences, if any, between the GCPP and 332 

the gas cost PBR programs of other gas utilities. 333 

Q. Please discuss your findings with regard to the purpose of the GCPP compared to 334 

the stated purpose(s) of the other gas cost PBR programs. 335 

A. The incentive structures of the other gas cost PBR programs all were designed to 336 

provide the utility with an incentive to achieve a cost of gas that was at or below the 337 

prevailing market prices for natural gas, by establishing an annual benchmark price.  338 

This purpose was entirely consistent with the stated purpose of the GCPP that created 339 

appropriate economic incentives for the Company, with a reasonable balance of risk and 340 

reward.  This established an objective standard so that the Company’s customers were 341 

provided with the best gas prices available, consistent with the need for reliability of 342 

service and security of supply. 343 



 

Consol. Docket Nos. 01-0705, 02-0067, 02-0725 15 Nicor Ex. 3.0 

Q. Please discuss your findings with regard to the design and mechanics of the GCPP 344 

compared to those same aspects of the other gas cost PBR programs. 345 

A. The design and mechanics of the GCPP were very similar to those of the other gas cost 346 

PBR programs.  First, the incentive structure in the GCPP approved for Nicor Gas was 347 

based on a comprehens ive gas supply portfolio approach.  This approach is consistent 348 

with the general incentive structure of the other PBR programs and is very similar to 349 

more than one-third of the specific incentive structures of the other programs.  Second, 350 

the benchmark established in the GCPP was entirely consistent with the design of the 351 

benchmarks included in the other PBR programs.  Third, the sharing mechanism in the 352 

GCPP was designed on a fixed percentage basis, as were half of the other PBR 353 

programs.  In addition, the GCPP also relied upon publicly available gas price indices 354 

and historical cost data for the firm deliverability component of the benchmark price.  355 

Finally, the three-year term in the GCPP fell within the range of program terms 356 

observed in the other PBR programs, and was identical to the typical program term of 357 

three years. 358 

Q. Please discuss your findings with regard to the operation and results of the GCPP 359 

compared to those elements of the other gas cost PBR programs. 360 

A. The benefits derived (on a restated basis) from the GCPP, and its review process, were 361 

consistent with those of the other PBR programs in terms of magnitude, recognizing the 362 

two types of incentive structures for the programs and the varying sizes of the gas 363 

utilities with such programs. 364 

2. In its Approval of the GCPP, the Commission Did Not Require Nicor Gas 365 
to Share or Make Public The Specific Strategies and Tactics that it Would 366 
Use to Manage its Gas Resource Portfolio Under the GCPP 367 
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Q. In approving the GCPP, what did the Commission conclude regarding the sharing 368 

or making public of any information on Nicor Gas’s gas resource portfolio 369 

strategies? 370 

A. The Commission’s Order approving the GCPP ruled that “specific information about 371 

the steps which Nicor Gas will take to save money” is not required for approval of the 372 

GCPP, and stated that, “Section 9-244 does not require that mechanisms which may 373 

generate customer savings be specifically articulated.”1  This ruling was in response to a 374 

claim made by the two intervenors in the proceeding (who are also intervenors in the 375 

current proceeding) that, “the Commission cannot approve the GCPP without knowing 376 

exactly what steps Nicor Gas will take to reduce gas costs.”  The Commission noted 377 

that, “Section 9-244 contains no such requirement.”  It further stated that, “imposing 378 

such a requirement would unnecessarily complicate and prolong cases under Section 9-379 

244 and would impede the flexibility that incentive regulation is supposed to create.”  380 

As stated above, the Commission agreed with the Company’s position on this point. 381 

Q. Under other gas cost PBR programs you reviewed, did gas utilities typically 382 

provide in advance of regulatory approval the details of any specific strategies and 383 

actions they would take to reduce gas costs? 384 

A. No.  The gas utilities with approved gas cost PBR programs did not provide to parties 385 

the specifics of any intended strategies and actions for managing their gas supply 386 

portfolios.  Under a PBR-type regulatory framework, it is a fundamental premise that a 387 

more light-handed regulatory approach will be adopted.  A key success factor under any 388 

                                                 
1 ICC Order in Docket No. 99-0127, dated November 23, 1999, at page 39. 
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PBR program is to provide utility management with sufficient flexibility to foster 389 

innovation and creativity among its staff.  It is the opportunity for real financial rewards 390 

that provides the necessary incentives to the utility to develop strategies and tactics. 391 

Inherent in the establishment of the PBR benchmark itself is the recognition that it 392 

constitutes the primary measure of success for the utility, which should not be 393 

constrained otherwise by a detailed review and subsequent approval of specific utility 394 

plans.  Recognizing the unregulated nature of other gas market participants, and the 395 

relative operational freedom they possess, it is imperative that gas utilities operating 396 

under a PBR regime be given greater freedom and managerial prerogatives than under 397 

traditional regulation. 398 

Q. Does the information that you have reviewed demonstrate how Nicor Gas would 399 

operate the GCPP and manage its gas supply portfolio to derive benefits under the 400 

GCPP? 401 

A. Yes, it does.  The information necessary to identify the potential risks, the possible 402 

ways of mitigating those risks, and the opportunities to maximize the benefits to be 403 

shared under the GCPP was available throughout the Company’s GCPP and PGA 404 

filings and other publicly available documents.  In particular, any information that 405 

described the GCPP Benchmark Price, its derivation, and its computational details, 406 

provided important insights into how Nicor Gas would need to manage its gas supply 407 

portfolio to derive benefits for its customers and shareholders under the GCPP. 408 

Q. Do these types of broad strategies constitute all the activities undertaken by Nicor 409 

Gas to manage its supply portfolio under the GCPP? 410 
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A. No.  However, it is important to first distinguish between a gas utility’s gas supply 411 

“strategies” and its gas supply “tactics” because they have very different implications 412 

for purposes of gas supply planning and procurement activities.  “Strategies” can often 413 

be envisioned in advance of implementation, but only in broad terms.  “Tactics” are 414 

short-term actions or tools that are responsive to the short-term dynamics of the 415 

marketplace.  As such, what tactics will be used often cannot be established “before the 416 

fact” considering the uncertainties and changing conditions of the gas markets.  Yet, 417 

Nicor Gas employed many tactical actions on a day-to-day basis that had to evolve as 418 

its staff gained a better understanding of the volatility inherent in the natural gas 419 

markets, and as the results of their actions could be reviewed and adjusted, as 420 

appropriate. 421 

3. The GCPP Approved by the Commission Created New Risks for Nicor 422 
Gas’s Customers and Shareholders that the Company Would Have to 423 
Successfully Manage to Derive Benefits under the GCPP from its Gas 424 
Supply Planning and Procurement Activities, and Recognition of These 425 
New Risks Provides an Understanding of the Approaches Nicor Gas Could 426 
Use to Manage These Risks in its Efforts to Create the Benefits for its 427 
Customers and Shareholders  428 

Q. Would a review of the  GCPP provide insights into how Nicor Gas would need to 429 

manage its gas supply portfolio to derive benefits for its customers and 430 

shareholders under the GCPP? 431 

A. Yes.  Very simply, Nicor Gas sought to derive benefits under the GCPP by managing its 432 

overall gas supply portfolio2, and its resulting gas costs, to the GCPP benchmark.  This 433 

                                                 
2 Nicor Gas’s “overall gas supply portfolio” was comprised of all of its commodity-related and capacity-related 

components, including its gas storage facilities and the associated stored gas volumes.  This is exactly the same 
set of gas resources it managed under traditional PGA regulation before January 1, 2000. 
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included monetizing the value of its low-cost LIFO gas layers.  Just as intended, the 434 

GCPP benchmark served as a target to Nicor Gas for purposes of developing its overall 435 

gas supply strategies and short-term tactical actions that would be responsive to the 436 

dynamics of the gas marketplace.  As such, a closer review and understanding of the 437 

GCPP Benchmark Price provides important insights into how Nicor Gas would need to 438 

manage its gas supply portfolio to derive benefits for its customers and shareholders 439 

under the GCPP.  To accomplish this, it was first necessary to understand the various 440 

new risks created under the GCPP that Nicor Gas would have to manage to be 441 

successful in its gas supply planning and procurement activities 442 

Q. Please identify the risks placed on Nicor Gas by the GCPP. 443 

A. The GCPP as approved by the ICC exposed Nicor Gas to new and substantial risks in 444 

three broad areas, each of which contained a subset of other risks to be managed.  These 445 

risks were very different and much more challenging relative to the risks the Company 446 

faced under traditional PGA regulation.  These three areas of risk were: (1) commodity 447 

risk; (2) storage risk; and (3) fixed cost risk.  In addition, as I will discuss below, these 448 

risks were amplified by the extreme volatility in the gas markets during the GCPP 449 

period.  To address these risks, Nicor Gas was compelled to avail itself of all available 450 

gas resource strategies, including the use of valuable Company assets, such as the low-451 

cost LIFO layers. 452 

Q. Please describe the commodity risk faced by Nicor Gas. 453 

A. The commodity portion of the GCPP benchmark, as defined by the Market Index Cost, 454 

was set at a simple average of the price of gas delivered to Chicago at the FOM and 455 

daily market index (“DMI”) prices during that same month, weighted 65 percent and 35 456 
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percent, respectively.  These prices were determined by a number of independently 457 

reported price indices.  Because this benchmark was a simple average, it assumed 458 

implicitly that commodity purchases in each month would be made at 65 percent FOM 459 

and 35 percent DMI, regardless of the monthly temperature or the daily temperature 460 

variations about the average.  Further, the calculation of the DMI assumed that equal 461 

amounts of gas would be purchased on a daily basis. This created a risk between the 462 

simple daily average of the DMI and the weighted daily average of the Company’s 463 

actual gas purchases.  Accordingly, Nicor Gas had to manage risks that were derived 464 

primarily from uncertainties associated with weather and temperature patterns, and the 465 

amount of gas that would be used by its customers.  The result was that the gas 466 

commodity portion of the benchmark was a moving target, dominated by weather. 467 

Nicor Gas first had to decide, prior to the beginning of each month, how much gas for 468 

the month would be purchased at the FOM price.  However, volatility in historical 469 

monthly temperature patterns, and the changing demands of its sales and transportation 470 

service customers, meant that Nicor Gas would not know with any certainty how much 471 

gas should be purchased for the upcoming month, prior to that month.  Stated another 472 

way, to be able to meet the GCPP Benchmark Price in any month, Nicor Gas knew it 473 

would have to purchase 65 percent of its monthly gas supplies at FOM prices, but it did 474 

not know the quantity of monthly gas supply volumes to be applied to that percentage. 475 

Second, Nicor Gas was exposed to the risk that actual temperatures were not the same 476 

as forecasted temperatures.  Since the Company’s gas requirements increased by 477 

approximately 35,000 MMBtu for each unit of increase in heating-degree days 478 

(“HDDs”), this commodity risk was substantial.  To provide a simple example, if the 479 
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actual HDDs on a given day were higher by four units than forecast, Nicor Gas would 480 

have had to purchase an additional 140,000 MMBtu of gas at daily prices, or, if allowed 481 

operationally, to withdraw more gas from storage.  If the price difference between FOM 482 

gas and DMI gas was $0.50 per MMBtu, Nicor Gas was exposed to approximately 483 

$70,000 of price risk in just one day. Added to this complexity was the fact that the 484 

average of the daily gas prices (the DMI price component) was not known until after the 485 

end of the month. 486 

Finally, the Company had to manage the risk associated with its level of lost and 487 

unaccounted-for gas (“LUA”).  Because the GCPP Benchmark was based on delivered 488 

gas volumes while actual gas costs were based on purchased gas volumes, even if all the 489 

Company’s gas purchases were made at the GCPP’s Market Index Prices, there could 490 

be a GCPP loss resulting from this volumetric mismatch.  While it can be argued that 491 

the Commodity Adjustment implicitly accounted for LUA, the fact still remains that 492 

Nicor Gas had to manage the risk of an increasing level of LUA within the confines of 493 

the GCPP Benchmark.  As a result, Nicor Gas could attempt to manage this risk through 494 

any operational actions that could reduce its future level of LUA and by hedging the 495 

estimated LUA gas quantities. 496 

Q. Please describe the storage risk faced by Nicor Gas. 497 

A. In the management of its storage resources, Nicor Gas faced risks that arose from the 498 

structure of the Storage Credit Adjustment (“SCA”), use of storage by its transportation 499 

service customers, and the use of a Last-In, First-Out (“LIFO”) methodology for storage 500 

accounting on an annual basis.  The result was a moving benchmark that was unknown 501 

until the end of the year; driven primarily by the combination of temperature patterns, 502 
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market activities of transportation service customers, uncertainty in the Market Index 503 

Price, and storage costs that would remain unknown to Nicor Gas until the end of the 504 

calendar year. 505 

The approved GCPP included an SCA that was intended to adjust the Market Index 506 

Price to reflect the difference in the cost of gas purchased in the summer, for withdrawal 507 

in the winter, compared to the winter gas prices of flowing gas supplies.  Costs were 508 

assigned to the gas volumes injected or withdrawn using the Market Index Price in 509 

effect at the time of injection and withdrawal, and weighted by a pre-determined 510 

injection and withdrawal schedule.  While Nicor Gas had some limited ability to vary 511 

the timing of injections and withdrawals to try and match these price weightings, the 512 

weather, actions of other transporters on the Nicor Gas system, and the operational 513 

constraints of its storage fields ultimately dictated the timing of storage injections and 514 

withdrawals.3 515 

Compounding the management of this storage uncertainty was the use of the LIFO 516 

inventory methodology for calendar year storage accounting.  Under the LIFO method, 517 

the cost of the gas withdrawn on January 1st of each year was the average cost of all gas 518 

purchased during the same calendar year, and would not be known until the end of the 519 

current calendar year.  Accordingly, Nicor Gas faced the challenge of attempting to 520 

hedge costs against the SCA that would not be known until the calendar year was 521 

completed. 522 

Q. Please describe the fixed cost risk faced by Nicor Gas. 523 
                                                 
3 It is important to note that the storage activity attributable to the SCA calculation was computed as the net result 

after Nicor Gas’s transportation service customers and third party shippers had used their allotted storage rights. 
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A. The annual fixed costs associated with interstate transportation and storage capacity 524 

were set at a fixed level of $116,582,612.  This amount included fixed costs forecast to 525 

be incurred in 2000-2001 and credits to those fixed costs obtained from historical 526 

capacity release and other capacity management activities undertaken by Nicor Gas. 527 

The potential for the actual fixed costs and credits to vary from this predetermined set 528 

amount represented an additional risk to Nicor Gas. 529 

Q. Are you suggesting that Nicor Gas was disadvantaged because of the risks inherent 530 

in the GCPP? 531 

A. No.  Nicor Gas was not disadvantaged provided it had a reasonable opportunity to 532 

obtain a reward commensurate with the risks it was assuming.  However, the necessary 533 

actions required Company personnel to be more innovative and creative in how they 534 

managed the overall gas supply portfolio to the GCPP Benchmark.  In addition, due to 535 

unexpected and extreme gas market conditions, Nicor Gas personnel had to approach 536 

the implementation of these actions in a very flexible manner. 537 

Q. Please describe Nicor Gas’s approach to managing the risks associated with its 538 

efforts to minimize gas costs with respect to the GCPP Benchmark. 539 

A. Nicor Gas approached the management of its costs and risks defined by the GCPP in a 540 

systematic fashion that focused on managing each component to minimize its costs and 541 

to secure any available benefits.  My review of Company records led me to conclude 542 

that, over time, Nicor Gas staff attempted to identify the risks that they faced, and 543 

sought to develop broad strategies and specific tactical actions to address those risks.  544 

Evidence of this approach can be observed in the Company’s ongoing discussions 545 

throughout the GCPP Period concerning alternative strategies to manage its gas supply 546 
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planning and procurement activities.  However, due to changing gas market conditions, 547 

Nicor Gas’s supply procurement strategies could be characterized as being in a 548 

developmental state throughout the GCPP Period.  Nevertheless, prior to the approval of 549 

the GCPP, the Company was operating on its fundamental belief that it could perform 550 

in a manner better than the GCPP benchmark, and more specifically, on its ability to 551 

outperform the Market Index Price in its ongoing purchase of gas commodity volumes. 552 

Finally, during our review of the approaches used by Nicor Gas to manage its gas costs 553 

in relation to the GCPP Benchmark, we noted no indication that the Company ever 554 

acted in a manner that would jeopardize the reliability of its gas supply to its customers, 555 

or that created any risk of supply disruption. 556 

Q. Please describe how Nicor Gas managed its gas commodity costs and the 557 

associated risks with respect to the GCPP Benchmark. 558 

A. The gas commodity prices experienced by Nicor Gas varied daily with the market, 559 

while gas supply quantities varied daily based on customer demand, weather, and 560 

storage activity.  Minimizing the cost of commodity purchases and managing the risk 561 

associated with the commodity meant managing the costs and risks of three 562 

components: (1) the supply area; (2) the transport “basis” (i.e., price difference between 563 

Chicago city-gate and the various gas supply locations); and (3) the fuel retained by 564 

interstate gas pipelines.  There were separate costs and risks for the FOM purchases and 565 

DMI gas purchases, and these varied daily for gas purchases to be made next month and 566 

next day, respectively. 567 

Nicor Gas generally hedged its expected commodity purchases with a combination of 568 

OTC financial products and NYMEX gas contracts.  For example, prices for expected 569 
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FOM purchases on Natural Gas Pipeline Company of America (“NGPL”) could be 570 

managed using NYMEX contracts plus NGPL basis contracts, buying gas or OTC 571 

contracts at NGPL supply areas, buying gas or OTC contracts at Nicor Gas’s city-gate, 572 

or some other combination.  Hedging the DMI volumes was difficult, since the amount 573 

of gas to be consumed was unknown prior to the month.  One approach was to buy 574 

more or less FOM gas than projected, and then use NYMEX futures transactions in the 575 

following month to simulate the volume and price movement of the DMI allocation. 576 

Q. Please describe how Nicor Gas managed its storage risk. 577 

A. Under the structure of the GCPP, as I described earlier, Nicor Gas faced the risk that the 578 

actual storage withdrawal pattern might vary from that inherent in the SCA.  To the 579 

extent the approved weightings did not match the actual withdrawal weightings, Nicor 580 

Gas might not be able to generate revenues through its PGA equal to the cost of the 581 

storage gas delivered to its customers.  To manage this risk, Nicor Gas could vary some 582 

of its storage injections and withdrawals within the physical operating parameters of the 583 

storage fields, sell gas in storage to third parties, release control of certain storage 584 

contracts, or take such other actions within its control to maximize the cost savings as 585 

measured by the GCPP.  Company records indicated that Nicor Gas varied injections to 586 

minimize the cost of gas injected, released storage contracts to third parties for asset 587 

management arrangements, reduced storage inventories to withdraw lower cost 588 

inventory layers, managed storage release arrangements to generate the maximum 589 

benefit, and tracked expected storage positions and costs in order to measure their 590 

exposure. 591 
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Q. Can you please explain how the Company’s LIFO accounting method for stored 592 

gas affected the management of its underground and leased storage? 593 

A. Under LIFO accounting, LIFO gas layers are formed when injections are greater than 594 

withdrawals during the same year, which results in existing gas layers not being 595 

“accessed.”  Conversely, LIFO gas layers can be reduced or eliminated when 596 

withdrawals are greater than injections during the same year.  Due to weather patterns, 597 

gas is typically withdrawn from storage during the months of November through March 598 

and gas is injected during the months of April through October.  Since LIFO accounting 599 

matches injections and withdrawals during the fiscal year, which for Nicor Gas is also 600 

the calendar year, I concluded that the opportunity for Nicor Gas to access lower-cost 601 

LIFO layers could only occur when the storage withdrawals in November and 602 

December were higher than the net of the April through October injections and the 603 

January through March withdrawals in the same fiscal year. This also suggested that the 604 

lower-cost LIFO layers became “trapped” in time, and in storage inventory, as Nicor 605 

Gas’s firm gas loads changed over time and the amount of storage used for firm 606 

customers had declined over time.  Under this accounting method, the only way to 607 

monetize the value of the lower-cost LIFO layers was to get them into the gas market.  608 

And selling the higher, last- in, layers was a reasonable and appropriate way to bring 609 

these low-cost layers into the market, and to allow Nicor Gas to share the associated 610 

benefit with its customers. 611 

Q. Please describe how Nicor Gas managed its fixed cost risk. 612 

A. The risk associated with fixed costs was that they would be higher than those included 613 

in the GCPP Benchmark.  Accordingly, Nicor Gas’s management of its fixed cost risk 614 
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focused on keeping fixed costs low and maximizing capacity management revenues to 615 

keep fixed costs below the benchmark level.  This involved managing pipeline capacity 616 

contracts, minimizing fixed cost payments, and maximizing capacity release revenues. 617 

4. The Challenging Gas Market Conditions Experienced During 2000 through 618 
2002, Under Which Nicor Gas was Required to Manage its Gas Resource 619 
Portfolio to the GCPP Benchmark, Reflected Very Unpredictable Weather 620 
Patterns, Unusual Swings in Gas Demand Requirements, Highly Volatile 621 
Gas Prices, and Precipitous Industry Restructuring 622 

Q. Would you please briefly describe the gas market conditions faced by gas utilities 623 

such as Nicor Gas during the GCPP time period. 624 

A. During the 1998 through 2002 time period, the gas market in the U.S. was a very 625 

dynamic, volatile, and challenging marketplace4.  Changes in regional and local weather 626 

conditions5, daily and monthly gas supply and demand balances, wellhead and delivered 627 

gas prices, and the resulting activities of gas utilities and regulators, all served to define 628 

the gas market at this time.  Natural gas prices at the Chicago city-gate climbed from a 629 

low of $1.98 per MMBtu (on December 4, 1998) to a high of $15.70 per MMBtu (on 630 

December 21, 2000) within just a two-year period.  Energy trading activities reached its 631 

peak in 2001 before retreating with the collapse of Enron, taking with it creditworthy 632 

trading partners and market liquidity.  Regulators and gas industry participants alike 633 

struggled to deal with the almost seven-fold increase in gas prices, while frigid 634 

                                                 
4 For example, commenting on the gas market conditions during the 2000-2001 Winter Heating Season, the 

American Gas Association stated, “To say the market conditions that prevailed, beginning in November 2000, 
were extraordinary compared to the previous decade is a significant understatement.” (American Gas 
Association – Energy Analysis: LDC System Operations and Supply Portfolio Management During the 2001-
2001 Winter Heating Season). 

5 Both colder and warmer than normal weather conditions provide challenges for a gas utility in managing its gas 
supply resources to accommodate changing gas demand requirements. 
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temperatures persisted from December 2000 through March 2001, increasing the 635 

quantity of gas consumed at these record high prices. 636 

To summarize the gas market during this period, Appendix D to my testimony presents 637 

an overview of the gas market conditions experienced in the U.S. during the period 638 

January 1998 through December 2002.  Review of Appendix D helps one to understand 639 

the challenges faced by gas utilities in managing their gas supply portfolios during this 640 

time period. 641 

To provide further details of these gas market conditions, Appendices D-1 through D-3 642 

present details of the trends in monthly temperatures in Illinois, and the industry-wide 643 

trends in gas prices and gas storage activity, respectively. 644 

Q. Why have you chosen to include in Appendix D a time period that pre -dates the 645 

filing and implementation of the GCPP? 646 

A. I have chosen to include a time period (starting in January 1998) before the GCPP was 647 

filed and implemented to provide added ins ights into the market conditions that most 648 

likely influenced the thinking of all interested stakeholders during the preparatory and 649 

approval stages of the GCPP, and to provide a context for the implementation of the 650 

GCPP. 651 

Q. Please describe the types of gas market conditions faced by Nicor Gas before the 652 

ICC approved the GCPP in December 1999. 653 

A. Referring to Appendix D, the natural gas markets in 1998 and 1999 were characterized 654 

by low prices with low volatility, rapid growth in proprietary trading (physical and 655 

financial) by gas marketers, growth in OTC markets, domination of the wholesale gas 656 
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markets by the large energy trading firms, an increased level of transportation service 657 

for the core customers of LDCs, and emergence of retail gas marketing companies.  658 

This was the result of changes that had been occurring since the early-1990s and before. 659 

Following the issuance of FERC Order No. 636 in 1992, revised tariffs that unbundled 660 

interstate pipeline services were made effective over the next two years to implement 661 

this landmark Order.  The Gas Industry Standards Board (“GISB”)6 was formed to help 662 

standardize operating protocols on interstate pipelines (subject to FERC approval) and 663 

gas markets (e.g., the GISB gas contract).  The NYMEX began trading in natural gas 664 

futures contracts (10,000 MMBtu per contract) in April 1990.  NYMEX marked another 665 

milestone in the energy futures markets in October 1992 when it launched options on 666 

natural gas futures, giving market participants additional flexibility in managing their 667 

market risk.  The gas market also adopted the form of the standard financial contract 668 

issued by the International Swap Dealers Association (“ISDA”) to conduct business in 669 

OTC markets. 670 

FERC Order No. 637 was issued on February 9, 2000, providing further clarification to 671 

affiliate transactions and the rights of shippers, removal of price caps on capacity 672 

releases, and standardizing many of the business practices on the interstate pipelines. 673 

These changes were to be implemented by the pipelines during the summer of 2000. 674 

The standardization of gas and pipeline markets across the U.S., emergence of merchant 675 

electric generators, and the issuance of FERC Order No. 888 promoting wholesale 676 

electric competition through open access transmission services, coupled with the ISDA 677 

                                                 
6 This  organization has since become the North American Energy Standards Board (“NAESB”). 
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and NYMEX gas futures contracts, supported the rapid growth of energy marketers 678 

during this time.  These firms were adept at extracting the maximum value from energy 679 

transactions that spanned national markets—a perspective that most LDCs did not have 680 

at the time. The liquidity in OTC physical and paper markets, the popularity of the 681 

NYMEX gas contract, and the fact that natural gas was a fungible commodity made it 682 

possible for these firms to create different natural gas products and services, across time 683 

and geography, by separating the physical and financial terms, and re-combining them 684 

in ways tailored to specific markets. 685 

Q. Please contrast these market conditions with those experienced by Nicor Gas 686 

during the time period after approval and implementation of the GCPP. 687 

A. During the period 2000 through 2002, the gas markets exhibited much higher volatility 688 

and extremes in gas prices and weather conditions than in the prior years, as evidenced 689 

by the graphic analyses contained in Appendices D-1 and D-2.  As shown on page 2 of 690 

Appendix D-2, gas prices increased in the Chicago city-gate market throughout 2000 691 

and peaked in January of 2001.  Then in the 2001-2002 winter heating season, gas 692 

prices actually inverted from the traditional higher winter price expectation.  And 693 

compared to the prior period, January 1998 through December 1999, gas prices in the 694 

GCPP Period were significantly more volatile.7  This situation is not at all surprising 695 

when you examine the weather patterns and trends in Illinois during those same periods.  696 

Referring to page 2 of Appendix D-1, during the GCPP Period, extremes in colder and 697 

                                                 
7 Using the coefficient of variation as a statistical measure of volatility, the gas prices experienced during the 

GCPP Period were over twice as volatile as the gas prices experienced during the January 1998 to December 
1999 period. 
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warmer than normal temperatures occurred, and there was much more variation in 698 

month-to-month changes in temperatures (i.e., monthly reversals in temperatures 699 

relative to the normal temperatures), compared to the pre-GCPP period.  The 700 

temperature extremes in December 2000 (November and December 2000 was the 701 

coldest such two-month period on record) and in November 2001 to January 2002 (25 702 

percent warmer than normal) directly affected the anomalies in gas prices observed in 703 

Appendix D-2.  Finally, the underground storage activity resulting from the trends in 704 

weather and gas prices is depicted in Appendix D-3.  Page 1 shows that by the end of 705 

the 2000-2001 winter heating season, storage inventory levels across the U.S. were at 706 

extremely low levels (significantly below the five-year average), while at the end of the 707 

2001-2002 winter heating season, storage levels were at their highest levels since 1994.  708 

The relative reliance on storage during those same periods, which drove the above-709 

described inventory levels, is presented on page 2 of Appendix D-3. 710 

Q. Please describe the types of activities undertaken by gas utilities during this period 711 

to manage their gas supply portfolios. 712 

A. First and foremost, LDCs managed their gas resource portfolios to meet the 713 

requirements of their firm or sales gas customers.  Pipeline and storage capacity that 714 

was temporarily not being used was either released or used to sell gas to third parties.  715 

In order to gain access to the benefits enjoyed by many of the larger gas marketing and 716 

trading companies, many LDCs also entered into agreements with these companies to 717 

manage their gas supply, transportation, or storage agreements, sometimes referred to as 718 

“asset management agreements”.  LDCs would release or otherwise assign their 719 

contracts to large marketers in exchange for a price and/or share of any profits created 720 
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from various synergistic transactions.  Capacity release arrangements often included the 721 

ability to buy or receive gas at specified times and quantities.  These transactions 722 

included activities such as storage pre-fills; “converting” a released pipeline contract 723 

into a “no-notice type” service; and entering into a city-gate gas purchase agreement as 724 

part of a capacity release. 725 

In general, gas utilities had to develop overall gas portfolio strategies that separately 726 

managed gas prices (“P”) and gas volumes (“Q”) to accommodate the changing and 727 

sometimes volatile gas market conditions, yet continued to provide the desired level of 728 

supply and service reliability for their customers. 729 

Specific gas supply portfolio strategies included: 730 

1. Partnerships with, or outsourcing to, third-party gas management firms; 731 

2. Optimizing the use of storage assets (owned and leased) through capacity 732 
release or re-packaging as sales services; 733 

3. Developing a diversified resource portfolio through a mix of pipeline capacity 734 
contracts (to access diverse supply areas) and storage contracts (to augment or 735 
hedge gas supply); and 736 

4. Using derivative markets (NYMEX and OTC) to manage the price risk in 737 
portfolios separately from the physical supplies. 738 

In addition, where feasible and economically viable, underground storage facilities were 739 

expanded and high-deliverability storage services were developed.  These activities 740 

accommodated the increased variability in daily and monthly deliveries of gas by third-741 

party suppliers in conjunction with increases in the number of customers electing 742 

supplier choice programs (i.e., end-user gas deregulation programs) offered by gas 743 
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utilities. These activities also supported the growth in “park-and- loan” and “gas 744 

banking” services. 745 

Q. What types of activities did state regulatory commissions undertake in response to 746 

these gas market conditions? 747 

A. The state regulatory commissions focused on the same kinds of issues that characterized 748 

the conditions in the gas market during that time.  For example, many regulators 749 

addressed the high gas prices and price volatility during 2001 through the consideration 750 

of hedging and other risk management activities.  In an industry-wide survey8 751 

conducted by the National Association of Regulatory Utility Commissioners 752 

(“NARUC”), six jurisdictions 9 including Illinois10 conducted special investigations into 753 

the growing concerns over high gas prices.  Many of the respondents also indicated that 754 

they had already addressed how hedging mechanisms should work in relation to any 755 

existing PGA mechanism and the recovery of costs associated with hedging 756 

mechanisms. 757 

To further address the price volatility issue, regulators worked with utilities to develop 758 

and implement other ratemaking measures designed to provide customers with an 759 

enhanced stability in their monthly and annual natural gas bills.  These measures 760 

included increased participation in the utilities’ existing budget billing programs, 761 

investigation and implementation of “weatherproof” billing techniques, the offering of 762 
                                                 
8 State Responses to Last Winter’s High Natural Gas Prices and Consideration of Hedging and Other Risk 

Management Activities, compiled by the National Regulatory Research Institute (“NRRI”) on behalf of 
NARUC, August 2001. 

9 Besides Illinois, the other jurisdictions were Arkansas, the District of Columbia, North Carolina, Oklahoma, and 
Utah. 

10 ICC Notice of Inquiry (“NOI”) – Docket No. 01 NOI-1 (Increase in the Price of Natural Gas), 1st Quarter 2001. 
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fixed price and fixed bill rate options, and implementation of weather normalization 763 

clauses. 764 

Later in 2001, NARUC held its 113th Annual Convention11 where it presented the topics 765 

of most interest to utility regulators and the utilities themselves.  Review of the agenda 766 

indicated that the gas industry “hot topics” included gas price volatility (and how it was 767 

impacting the developing competitive markets for customer choice programs) and the 768 

appropriateness of traditional PGAs (and the use of other alternatives) in the evolving 769 

natural gas market. 770 

The issue of PBR received increased attention during the 1999-2002 period as 771 

evidenced by the results of the NCI survey contained in Appendix C.  Specifically, there 772 

were ten additional gas cost PBR programs approved by regulators in eight states during 773 

that time period12. 774 

Finally, LDC unbundling of natural gas services for end-use customers continued 775 

during the 1999-2002 timeframe 13, with regulators either approving new programs or 776 

fine-tuning existing programs to accommodate certain changes in the gas markets (e.g., 777 

reduced number of gas marketers, creditworthiness issues, transportation customers 778 

returning to an LDC’s sales service). 779 

Q. Were the broad activities undertaken by Nicor Gas during this time period to 780 

manage its gas supply portfolio consistent with those of other gas utilities? 781 

                                                 
11 Held on November 11-14, 2001. 
12 Gas cost PBR programs were approved in Idaho, Indiana, Kentucky (2), Missouri, South Dakota, Tennessee (2), 

Washington, and Wisconsin (not including Illinois’s PBR program). 
13 Including Nicor Gas’s Customer Select Program for its smaller-sized gas customers. 
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A. Yes, they were.  The activities undertaken by Nicor Gas to manage its gas supply 782 

portfolio relied upon the same types of available “transactional tools” as those 783 

commonly used by other gas utilities to manage their gas supply resources. 784 

For example, we learned from our review of case documents and Company staff 785 

interviews that Nicor Gas actively managed its gas resource portfolio by entering into 786 

storage management agreements with Inventory Management and Distribution LLC 787 

(“IMD”) and Dynegy (formerly Natural Gas Clearinghouse); utilized various risk 788 

management products to hedge its expected gas commodity purchases; released unused 789 

pipeline capacity or used it to sell gas into other markets; and released interstate 790 

pipeline capacity to customers who wanted to acquire gas on their own. 791 

5. The Company’s Use of its Low-Cost LIFO Layers in Underground Storage 792 
was a Reasonable, Appropriate, and Effective Risk-Mitigation Strategy for 793 
Managing its Gas Resource Portfolio to the GCPP Benchmark, and for 794 
Deriving Benefits for its Customers and Shareholders  795 

Q. In evaluating the Company’s use of its low-cost LIFO layers, was it first necessary 796 

to make an assessment of the ownership rights associated with this gas resource? 797 

A. Yes, it was. 798 

Q. What have you concluded with regard to the  ownership rights to Nicor Gas’s low-799 

cost LIFO gas layers? 800 

A. I have concluded that the low-cost LIFO gas layers were, and remain, the assets of 801 

Nicor Gas. 802 

Q. Please explain the reason for your conclusion. 803 
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A. My conclusion is based upon my review of the nature and origins of the low-cost LIFO 804 

gas layers contained in Nicor Gas’s owned and leased storage fields, the general 805 

economic and regulatory principles surrounding ownership of utility assets, and my 806 

extensive experience in the gas utility industry. 807 

Q. Please describe the nature and origins of the low-cost LIFO gas layers contained in 808 

Nicor Gas’s owned and leased storage fields. 809 

A. Nicor Gas stores gas for its customers in seven aquifer storage fields it owns, and leases 810 

additional storage capacity from NGPL.  The Company uses the LIFO accounting 811 

method for purposes of tracking its storage transactions 14.  Under this method, if more 812 

gas is injected than withdrawn in a particular year, a new storage inventory layer is 813 

created with a unit cost based on the average cost of gas injected for that year15.  If more 814 

gas is withdrawn than injected, previous storage layers are eliminated together with the 815 

associated costs that were established at historical gas price levels. 816 

As depicted in Attachment RAF-3, at December 31, 199916, Nicor Gas had 89.7 million 817 

MMBtu of gas in storage for its sales customers at an average cost of $0.80 per MMBtu.  818 

This inventory was composed of 12 separate LIFO gas layers, with unit costs ranging 819 

from $0.25 per MMBtu to $3.23 per MMBtu.  Three gas layers for the years 1968, 820 

1970, and1984 represented two-thirds of Nicor Gas’s total gas storage inventory.  While 821 

the 1984 layer was only 17 percent of the Company’s total gas volumes, at a unit cost of 822 

                                                 
14 The LIFO gas layers in storage are reflected as “Current Assets” in Nicor Gas’s Consolidated Balance Sheet, 

and characterized as “Gas in storage at LIFO cost.” 
15 The cost of gas injected into storage is valued at the Company’s average annual cost of gas, as calculated at the 

end of the calendar year. 
16 The start of the GCPP Period. 
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$3.23 per MMBtu, it represented approximately 68 percent of its total inventory cost.  823 

As a result, the remaining 74.5 million MMBtu of gas inventories had a unit cost of 824 

$0.30 per MMBtu, which was much lower than the average cost of gas in storage. 825 

Given the much higher gas prices at the time the GCPP was proposed, and the common 826 

knowledge of the Company’s low-cost LIFO layers, the inherent benefit of these LIFO 827 

layers to the Company and its customers should have been apparent to all interested 828 

parties. 829 

Q. Was Nicor Gas able to access the low cost LIFO layers during the term of the 830 

GCPP? 831 

A. Yes.  Attachment RAF-3 depicts the year-to-year storage decrements or increments 832 

during the term of the GCPP.  Based on the restated GCPP results, during calendar year 833 

2000, Nicor Gas eliminated the entire 1984 gas layer and part of the 1973 gas layer, at 834 

an average cost of $2.87 per MMBtu.  Due to the warmer than normal weather in 835 

calendar year 2001, Nicor Gas established a new LIFO gas layer at an average cost of 836 

$5.13 per MMBtu.  In calendar year 2002, due to colder than normal weather conditions 837 

in the second half of the year, Nicor Gas eliminated the 2001 gas layer, the 1973 and 838 

1971 gas layers, and part of the 1970 gas layer.  The average cost of the LIFO 839 

decrement in 2002 was $1.32 per MMBtu. 840 

Q. Historically, how did Nicor Gas acquire the gas it injected into storage for future 841 

use by its sales customers? 842 

A. At the end of each storage withdrawal season, the Company planned to refill its storage 843 

fields (during the traditional refill months of April through October) with gas supplies it 844 
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acquired under a combination of long-term and short-term gas contracts.  In addition, 845 

the Company would periodically enter the gas spot market and contract with various gas 846 

suppliers to purchase gas supplies for injection into its storage fields to take advantage 847 

of favorable, short-term gas prices. 848 

Q. Under LIFO storage accounting, is it likely that gas supplies purchased by Nicor 849 

Gas can remain in storage for an extended period of time before its sales customers 850 

ultimately consume the gas? 851 

A. Yes.  Attachment No. RAF-3 shows that there can be a long lag time between the 852 

injection of gas into storage and the subsequent withdrawal of gas to meet customers’ 853 

current needs.  For example, a portion of the gas consumed by customers from storage 854 

in 2002 was provided from gas supplies purchased by Nicor Gas as far back as 1970.  855 

This Attachment also shows that there were eight gas layers in Nicor Gas’s storage 856 

fields dating back prior to 1970 that were not reduced in size during the GCPP Period, 857 

and may never be reduced in future years. 858 

Q. Please explain the economic and regulatory principles surrounding ownership of 859 

utility assets. 860 

A. The combination of private ownership and public control is a fundamental and 861 

underlying principle of the pub lic utility concept.  While an investor-owned utility 862 

company has an obligation to serve its customers, it also has a legally binding duty to 863 

uphold its fiduciary responsibility to its shareholders.  The shareholders invest in a 864 

utility with the expectation that it will use their capital to increase share value.  The 865 
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customers have contracts with the utility, for a specified tariff price and defined service.  866 

They purchase services at a price that covers the utility’s cost of using its assets,17 867 

thereby paying for the use of the facilities (including operating costs) that the utility 868 

requires to deliver service.  However, these payments do not constitute an investment 869 

made by customers that entitles them to ownership or control of the utility’s assets. 870 

A utility’s customers are not its owners.  If the reverse were true based on the theory 871 

that by paying for the use of the assets the customers somehow acquired an ownership 872 

interest in the assets18, it would imply that the utility owned no tangible assets, and 873 

instead would serve only as the operator of the gas or electric distribution system.  874 

Obviously, that is not the case at all. 875 

Q. What rights are conferred upon a utility’s customers through their ongoing 876 

payment of utility rates? 877 

A. Through its ongoing payment of rates, the customer is simply paying for service it is 878 

entitled to under an agreement it has with the utility.  Beyond that, the customer 879 

receives no rights related to ownership of the utility’s assets. 880 

Q. Why do you conclude that Nicor Gas’s use of its low-cost LIFO layers was a 881 

reasonable, appropriate, and effective risk-mitigation strategy? 882 

                                                 
17 Utility assets are defined as the cash-value assets owned by a utility, and they can include both capital and non-

capital investments. 
18 In its broadest terms, this theory effectively means that anyone who bought a vehicle from General Motors 

(“GM”) - and not GM’s shareholders - actually own GM’s plants and facilities because GM used the revenue 
stream it received from the sale of vehicles to pay for the costs of its plants and operating expenses, and to 
support a profit margin. 
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A. This approach enabled Nicor Gas to access and monetize a valuable Company-owned 883 

asset, the gas supplies “trapped” in its low-cost LIFO layers, and to share the realized 884 

value with its customers through the GCPP.  Moreover, it was a reasonable risk 885 

management practice for a gas utility such as Nicor Gas to rely upon its gas storage 886 

assets in periods of high market volatility to minimize the level and variability of the 887 

gas costs incurred to serve its sales customers.  The low-cost LIFO layers were an 888 

integral part of Nicor Gas’s overall gas supply portfolio and the derivation of the GCPP 889 

benchmark reflected the totality of the resources included in the Company’s gas supply 890 

portfolio. 891 

Q. Was information available regarding the existence and unrealized value of Nicor 892 

Gas’s low-cost LIFO layers for their eventual use in the GCPP? 893 

A. Yes.  There were many instances before approval of the GCPP in November 1999 894 

where ready access existed for the information necessary to understand the availability 895 

and unrealized value of Nicor Gas’s low-cost LIFO layers in underground storage.  This 896 

information was contained in various regularly filed documents and publicly available 897 

documents such as the Company’s Securities and Exchange Commission (“SEC”) 898 

filings. 899 

Q. Can you describe the types of documents you are referring to and the nature of the 900 

information contained in those documents? 901 

A. Yes.  First, each year the Company files an Annual Report of Electric Utilities 902 

Licensees and/or Natural Gas Utilities – Form 21ILCC.  This document provides 903 

information on the Company’s underground storage activities, including statistics on the 904 

beginning-of-year and end-of-year storage inventory balances, and their associated 905 
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costs.  Any net reduction in inventory (i.e., storage withdrawals greater than injections) 906 

would be reflected in this document. 907 

Second, the Company regularly submits documents to the SEC, which I believe are 908 

provided to the Commission.  In the Company’s Form 10-K report, which is publicly 909 

available, there is a section in the Notes to the Consolidated Financial Statements where 910 

the estimated replacement cost of gas in storage is provided.  This amount reflects the 911 

difference between the prevailing market prices for natural gas and the historical costs 912 

of gas at the time gas volumes were injected into storage.  This amount represents the 913 

magnitude of the trapped value in storage available to Nicor Gas through its low-cost 914 

LIFO layers. 915 

Third, in the Company’s last base rate case, Docket No. 95-0219, the ICC Staff 916 

presented testimony on a rate base adjustment to Nicor Gas’s working gas inventory.  917 

The direct testimony of Eric Lounsberry discusses this adjustment and points out that 918 

the adjustment should be made using a LIFO inventory valuation method since that is 919 

the method used by the Company.  As part of his testimony, Mr. Lounsberry referred to 920 

various data request responses provided by the Company that presented the details of 921 

the LIFO method of storage inventory accounting, including a tabular workpaper 922 

summary (Response to ICC Data Request No. RK-63) depicting the Company’s 20 923 

LIFO layers in storage at that time, with unit prices and gas quantities for each LIFO 924 

layer. 925 

Finally, in its Customer Select proceedings, Docket Nos. 00-0620 and 00-0621, the 926 

Company presented an explanation and exhibits of its LIFO storage accounting 927 

procedures.  Company witness Al Harms described in his direct testimony the manner 928 
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in which the LIFO layers were created, and how they changed over the course of a 929 

calendar year.  In addition, he referred to workpapers given to the ICC Staff that 930 

illustrated how the gas in storage by LIFO layer was calculated by month, and how the 931 

underlying costs and gas balances would change over time. 932 

These documents clearly indicate that ample information was available regarding the 933 

Company’s investment in low-cost storage gas, its potential availability as a gas supply 934 

resource of the Company, and the unrealized value this asset represented. 935 

6. Under Nicor Gas’s Management, the GCPP Yielded a Substantial Benefit 936 
to its Customers of Approximately $53 Million, and These Gas Cost-937 
Related Benefits Would Not Have Been Realized in the Absence of the 938 
GCPP 939 

Q. What benefits did Nicor Gas’s customers receive from the GCPP? 940 

A. Nicor Gas’s customers received three distinct types of benefits from the GCPP.  The 941 

first type consisted of the savings generated by the difference between Nicor Gas’s 942 

actual gas costs and the benchmark gas costs, to the extent its actual gas costs were 943 

below the benchmark level, with those savings divided equally between its customers 944 

and shareholders. 945 

The second type of benefit was derived from the relative price level inherent in the 946 

benchmark itself.  As approved by the ICC, this benchmark contained a “threshold 947 

level” of gas costs that Nicor Gas had to at least meet before its shareholders could 948 

begin sharing in any gas cost savings.  Nicor Gas’s ability simply to manage and lower 949 

its gas costs down to the level of the benchmark was a benefit to its customers. 950 



 

Consol. Docket Nos. 01-0705, 02-0067, 02-0725 43 Nicor Ex. 3.0 

The third type of benefit consisted of various qualitative benefits related to the 951 

enhanced management and operation of Nicor Gas’s gas supply planning and 952 

procurement function. 953 

Q. What level of savings has the GCPP generated for the Company’s customers? 954 

A. Over the three years of the program, the GCPP has generated approximately $53 million 955 

in total savings for Nicor Gas’s customers - $9 million by the Company outperforming 956 

the GCPP Benchmark and $44 million from lowering its gas costs towards the GCPP 957 

Benchmark19.  These savings are presented in Attachment RAF-4 and are based upon 958 

the restated results after adjustment for the various accounting issues raised in the 959 

Report to the Special Committee of the Board of Directors of Nicor Inc. prepared by 960 

Mr. Scott Lassar and the accounting firm of KPMG LLP (commonly referred to as “the 961 

Lassar Report”).  Page 2 of Attachment RAF-4 also presents the savings under the 962 

GCPP prior to restatement for 2000 and 2001.  This level of savings is clear evidence 963 

that the GCPP has fulfilled its overall objective—to provide lower gas costs to the 964 

Company’s customers. 965 

Q. Please explain the benefits associated with Nicor Gas outperforming the GCPP 966 

Benchmark. 967 

A. Referring to page 2 of Attachment RAF-4, Nicor Gas achieved a benefit by 968 

outperforming the GCPP Benchmark over the three-year GCPP Period.  This benefit 969 

                                                 
19 The achieved savings from the GCPP represented a relatively small portion of the more than $1 billion in 

annualized purchased gas costs incurred by Nicor Gas. 
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consisted of total gas cost savings of $17,746,399, of which $8,873,200 (50 percent) 970 

accrued to Nicor Gas’s sales customers. 971 

Q. Please explain how the relative price level inherent in the GCPP Benchmark 972 

produced significant benefits for Nicor Gas’s customers. 973 

A. Nicor Gas’s ability to decrease its gas costs from historical levels towards the lower cost 974 

of gas inherent in the GCPP Benchmark provided significant benefits to its sales 975 

customers.  The magnitude of these benefits were derived from a review of the 976 

Company’s level of gas costs achieved historically relative to the level of the GCPP 977 

Benchmark that would have existed each year during the same historical period. 978 

Q. How did Nicor Gas’s actual gas costs prior to the inception of the GCPP compare 979 

historically to the corresponding GCPP Benchmark prices? 980 

A. Page 3 of Attachment RAF-4 presents a comparison of actual gas costs for the period 981 

1994 through 1999 to the corresponding benchmark gas costs.  As shown in this 982 

Attachment, over the six-year period, actual average gas costs were $0.1136 per 983 

MMBtu higher than the average benchmark gas costs.  Applying this difference to the 984 

actual delivered volumes for the three-year GCPP period (2000 through 2002) indicates 985 

that Nicor Gas would have to lower its gas costs by approximately $29 million each 986 

year20 just to meet the benchmark. 987 

Q. Can you explain what this result implies for Nicor Gas’s required performance 988 

relative to the GCPP Benchmark and the level of benefits that would be derived 989 

under the GCPP? 990 
                                                 
20 Or $87.5 million over the three-year period, one-half of which directly benefits Nicor Gas’s sales customers.  
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A. This result means that just to meet the established benchmark price, Nicor Gas would 991 

have to procure gas supplies consistently below the prevailing market prices for natural 992 

gas.  In other words, reaching the GCPP Benchmark was by no means a certainty to 993 

Nicor Gas, but incorporated a significant “stretch factor” and, therefore, constituted an 994 

additional level of risk that the Company was required to assume and manage under the 995 

GCPP. 996 

In addition, from this analysis it can readily be inferred that under the GCPP, the 997 

opportunity to generate savings for both customers and shareholders was not 998 

symmetrical.  During the historical period in Attachment RAF-4, the Company’s actual 999 

gas costs in four of the five years would have exceeded the GCPP Benchmark.  In those 1000 

four years, Nicor Gas’s shareholders would have had to “fund” half of the difference in 1001 

increased gas costs (relative to the benchmark price level) so that its customers would 1002 

receive the resulting benefits (i.e., a reduced level of gas costs) expected under the 1003 

sharing mechanism of the GCPP.21  Based on the larger annual reduction in gas costs 1004 

required during 2000 through 2002 needed just to meet the GCPP Benchmark, the 1005 

Company’s customers received an additional benefit of approximately $14.6 million per 1006 

year as a result of the “stretch factor” inherent in the GCPP benchmark22. 1007 

Q. Is there specific evidence related to the structure of the GCPP Benchmark to 1008 

conclude that the Benchmark incorporated this type of a “stretch factor”? 1009 

                                                 
21 Under the GCPP, if actual gas costs were above the benchmark, Nicor Gas’s shareholders would “fund” the 

resulting benefits to its customers through decreased gas costs recoverable in the next year’s PGA.  If actual gas 
costs were below the benchmark, Nicor Gas’s customers would “fund” the resulting benefits to its shareholders 
through increased gas costs recoverable in the next year’s PGA. 

22 Every reduction in the GCPP Benchmark caused by a “stretch factor” would effectively require Nicor Gas’s 
shareholders to “fund” a larger portion of the benefits to its customers before reaching the benchmark. 
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A. Yes.  As proposed by the Company, the GCPP benchmark contained a Commodity 1010 

Adjustment that was to account for the difference in its actual commodity gas costs and 1011 

the market index costs included in the benchmark.  The Company proposed a 1012 

Commodity Adjustment of $0.049 per MMBtu based on the average of each year’s 1013 

actual commodity adjustments for 1994 through 1998 (excluding 1996).  In its Order, 1014 

the Commission lowered the Commodity Adjustment to $0.0168 per MMBtu.  When 1015 

viewed within the context of the historical period, this change effectively shifted 1016 

approximately $4.5 million per year of risk23 to Nicor Gas by requiring it to achieve a 1017 

$9 million decrease in its actual commodity costs before triggering any shared savings 1018 

for its shareholders. 1019 

Q. Please describe the nature of the qualitative benefits received under the GCPP. 1020 

A. Under traditional rate of return regulation, and more specifically under its traditiona l 1021 

PGA mechanism, the Company is allowed to recover all prudently incurred costs.  1022 

Therefore, Nicor Gas’s gas supply personnel focused on purchasing gas supplies in a 1023 

prudent manner to ensure recovery.  Under the GCPP, Nicor Gas’s personnel were 1024 

motivated to be more aggressive and innovative with regards to the management of the 1025 

gas supply planning and procurement function.  The benchmark index effectively 1026 

represented the ceiling in terms of gas costs, if the Company were to benefit from the 1027 

GCPP.  The gas buyers had to identify new ways to obtain gas supplies at a cost below 1028 

the benchmark.  Nicor Gas was forced to become better planners (both strategically and 1029 

tactically) with regards to system gas requirements and how to meet those system 1030 

                                                 
23 [($0.0490 - $0.0168) x (normalized annual firm sales volumes of 280 Bcf) x 50% sharing] 
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demands.  The Company also had to identify operational, as well as financial 1031 

enhancements to potentially share in any cost savings.  Nicor Gas personnel were 1032 

required to improve their knowledge and ability to efficiently manage the Company’s 1033 

gas supply-related assets (such as on-system storage), without compromising the 1034 

reliability of service historically provided to its customers.  Finally, the Company 1035 

explored joint ventures and other business relationships with gas industry participants to 1036 

obtain additional expertise that did not reside within Nicor Gas. 1037 

Q. Will certain of these qualitative benefits continue to accrue to Nicor Gas’s 1038 

customers even though its GCPP is no longer in operation? 1039 

A. Yes.  The knowledge transfer gained by the Company’s gas supply staff from the 1040 

business relationships with other gas industry participants, and the decision-making 1041 

experience gained from the group’s day-to-day activities, will provide long- lasting 1042 

benefits to Nicor Gas’s customers.  This valuable knowledge base readily translates into 1043 

an enhanced ability to anticipate gas market trends, increased transactional 1044 

sophistication on the part of Nicor Gas’s staff, and a more thorough understanding of 1045 

the strategies and tactical actions that can help to effectively manage its gas supply 1046 

portfolio.  These staff attributes are important ingredients to the Company’s future 1047 

ability to minimize its total cost of gas, in its continuing efforts to provide safe and 1048 

reliable gas service to its customers at a reasonable cost. 1049 

Q. Based on your understanding of the gas cost-related benefits derived under the 1050 

GCPP, could these benefits have been realized by the Company’s customers in the 1051 

absence of the GCPP? 1052 
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A. No.  In my opinion, it is highly unlikely that such benefits would have accrued to Nicor 1053 

Gas’s customers without the GCPP for one important reason.  In the absence of the 1054 

GCPP, a utility such as Nicor Gas simply does not have the same economic motivation 1055 

it had under the GCPP to undertake the types of innovative gas procurement strategies 1056 

that can significantly benefit both its customers and shareholders. 1057 

If we examine Nicor Gas’s historical gas cost performance (as in Attachment RAF-4), it 1058 

is clear that under the Company’s past gas procurement strategies, it would not have 1059 

been able to lower its gas costs to the level of the GCPP Benchmark, let alone to 1060 

outperform the Benchmark.  While I agree that Nicor Gas may have had at that time the 1061 

strategic and tactical “tools” to more aggressively manage its gas supply portfolio, what 1062 

it lacked were the proper economic incentives, a defined benchmark or target, and the 1063 

proper managerial mindsets needed to adopt the type of risk/reward profile required to 1064 

implement more innovative and aggressive strategies and tactical actions for its gas 1065 

supply portfolio.  Under traditional PGA regulation, the “best you can do” is for the 1066 

utility to fully recover its cost of gas (on which it earns zero return).  This ever present, 1067 

after-the-fact, prudency risk cannot begin to provide the proper incentives to motivate 1068 

management to strive for superior performance. 1069 

Finally, Nicor Gas operated under the GCPP during a very challenging period for gas 1070 

markets.  With the changing weather conditions, price volatility, and fluctuations in 1071 

end-user gas transportation loads, it is my opinion that Nicor Gas could not have 1072 

achieved the success it did without the strong financial incentives to perform that, in 1073 

turn, created the changed staff behaviors that supported the required level of 1074 

performance. 1075 
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Q. Does this conclude your direct testimony in this proceeding? 1076 

A. Yes it does. 1077 


