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I. Witness Introduction and Qualifications  1 

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

A. My name is Michael E. Barrett.  I am a Partner with the accounting firm of Ernst & 3 

Young LLP (“Ernst & Young”).  My business address is 600 Peachtree Street NE, 4 

Suite 2800, Atlanta, GA 30308. 5 

Q. Please describe your qualifications. 6 

A.  I currently serve as Ernst & Young’s National Director of the Electric & Gas Energy 7 

Industry, where I specialize in providing audit and consulting services to the electric, gas, 8 

water and wastewater industries.  In the course of my career, I have served as either the 9 

audit partner or technical reviewer for hundreds of audits of companies in these 10 

industries, all across the United States.  In addition, in my role as National Director, I am 11 

consulted on all substantive technical accounting issues on all audits performed by Ernst 12 

& Young in the electric and gas energy industry.  I am a Certified Public Accountant in 13 

Florida, Georgia, Indiana, Pennsylvania and Virginia and am a member of the American 14 

Institute of Certified Public Accountants. 15 

 In 1976, I started my career with the Federal Power Commission, which later became the 16 

Federal Energy Regulatory Commission (the “FERC”), as an auditor responsible for 17 

completing audits of electric and gas utilities for compliance with the FERC’s Uniform 18 

System of Accounts. 19 

 In 1981, I joined the accounting firm of Coopers & Lybrand in its National Utility 20 

Advisory Group as a supervisor responsible for audits and consulting projects to utilities.  21 
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I was admitted into the partnership in 1988.  I joined Ernst & Young in my current 22 

position in 1998. 23 

 My experience includes financial audits of numerous electric and gas utilities as well as 24 

several energy marketers and traders.  I have previously testified as an expert in over 25 

20 regulatory proceedings and arbitrations. 26 

 My curriculum vitae, detailing more fully my academic and work experience, is attached 27 

at Attachment MEB-1. 28 

Q. What is your experience with performance-based regulation? 29 

A. I have hands-on knowledge of a variety of different types of performance-based 30 

regulation, either through rate case assistance, litigation assistance or audits of financial 31 

statements.  My experience includes analysis of the overall cost-of-service performance-32 

based regulation used in Mississippi and Alabama, generating plant performance 33 

incentives used in Florida, and gas procurement performance regulation used in 34 

Maryland.  In addition, I have dealt with index pricing market-based rates used for coal 35 

and transportation services affiliate pricing. 36 

II. Purpose of Testimony and Summary of Conclusions  37 

Q. What is the purpose of your testimony? 38 

A. Nicor Gas Company (“Nicor Gas” or the “Company”) has asked me to address the 39 

following topics: 40 

• Comment on the reasonableness of Nicor Gas’s original treatment of various 41 

accounting-related aspects of the Performance Based Rate (“PBR”) program, 42 
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• Address the propriety of the accounting restatements related to those same 43 

aspects, and 44 

• Opine on whether the so-called “LIFO” (last- in, first-out) layers of natural gas 45 

inventory are the exclusive assets of Nicor Gas, or of its customers. 46 

Q. What procedures did you perform to develop your conclusions? 47 

A. I conducted interviews of Nicor Gas employees who were knowledgeable regarding the 48 

operational, accounting-related, and regulatory aspects of the PBR program.  I reviewed 49 

applicable contracts, accounting information, internal Nicor Gas correspondence and 50 

other PBR related documents produced in discovery in these proceedings.  I reviewed 51 

“PGA” (“Purchased Gas Adjustments”) and PBR related regulatory filings, and 52 

Securities and Exchange Commission filings.  I also reviewed applicable accounting 53 

literature, regulatory orders and precedents, and general gas industry and trade 54 

publication information. 55 

 In addition, I reviewed the notes recorded by KPMG LLP and Sidley, Austin, Brown & 56 

Wood LLP during their interviews of Nicor Gas employees during their investigation1.  I 57 

also applied my understanding of the relevant accounting treatment based on my more 58 

than 25 years of professional accounting experience. 59 

Q. What are your conclusions? 60 

A. As discussed further in the sections that follow: 61 

                                                 
1 The results of this investigation were documented in the Report to the Special Committee of the Board of Directors 
of Nicor Gas Inc., dated October 28, 2002 (the “Lassar Report”).   
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• Nicor Gas’s original treatment of various accounting-related aspects of the PBR 62 

program was reasonable and understandable given the facts and circumstances in 63 

place at the time the transactions were recorded.  Arthur Andersen LLP, the 64 

company’s then-auditor, concurred with Nicor Gas’s accounting.  Based on my 65 

analysis, I believe that Nicor Gas acted in a good-faith and commercially 66 

reasonable manner in connection with its implementation and utilization of the 67 

PBR program. 68 

• I concur with the accounting adjustments that were made in conjunction with the 69 

restatement of Nicor Gas’s financial position and results for 1999-2002.  The 70 

adjustments are proper, given the complexities of the agreements Nicor Gas 71 

entered into, the substance of the various transactions, Illinois Commerce 72 

Commission (“ICC” or the “Commission”) rules and regulations, authoritative 73 

accounting guidance, and the overall facts and circumstances.  Reconciliations of 74 

the PBR program for PGA purposes for 2000-2002 reflect and incorporate the 75 

adjustments made to the financial statements. 76 

• Based on the treatment of underground storage gas in Nicor Gas’s regulatory and 77 

financial filings, and on regulatory rulings and legal precedents, I conclude that 78 

the low-cost LIFO layers of natural gas inventory are the assets of Nicor Gas.  I 79 

note that the Lassar Report came to the same conclusion. 80 

III. Nicor Gas’s Accounting for Certain Transactions Affecting the PBR Program 81 

Q. What specific transactions affecting the PBR program were included in your 82 

review? 83 
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A. I reviewed certain transactions addressed in the Lassar Report.  These transactions 84 

included the following: 85 

• The 1999 sale of DSS, (Nicor Gas’s Delivered Storage Service, which is leased 86 

storage on the NGPL pipeline) including its impact on the accounting for “virtual 87 

storage” in late 2000 (subsections A and B, below), 88 

• The accounting for storage prefill transactions in 2000-2002 (subsection C), 89 

• The calculation of infield transfers in 2000 and forward (subsection D), and 90 

• The weather insurance policy purchased from Aquila for fiscal year 2001 91 

(subsection E). 92 

 In connection with my review of these transactions, I also reviewed the impact of the 93 

adjustments on the Annual Reconciliation Balance Report filed by Nicor Gas with the 94 

ICC (Section IV). 95 

A. 1999 Sale of DSS to IMD 96 

Q. Briefly describe the 1999 sale of DSS and how it impacted Nicor Gas’s accounting in 97 

1999. 98 

A. In December 1999, Nicor Gas transferred the rights to its DSS and related gas in 99 

inventory to IMD Storage Transportation and Asset Management Company, LLC 100 

(“IMD”).  Under the agreement, Nicor Gas was to repurchase the gas during January 101 

2000 through April 2000.  The agreement included a clause that stated that Nicor Gas and 102 

IMD could unwind the transaction if a permanent agreement for PBR storage 103 

management was not finalized on or before January 31, 2000.  This transaction was 104 
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accounted for as a sale in Nicor Gas’s 1999 financial statements.  The loss on the sale of 105 

$13.7 million2 was included in the original PGA filing for 1999. 106 

Q. What were the recommendations made by the Lassar Report related to the 1999 107 

sale of DSS? 108 

A. The Lassar Report treated this transaction as a sale, but concluded that including the full 109 

amount of the loss in the 1999 PGA before implementation of the PBR program was not 110 

equitable to Nicor Gas’s customers because under the PBR program Nicor Gas would 111 

have shared the loss equally with its customers.  The Lassar Report concluded that Nicor 112 

Gas should absorb half of the recognized loss (or $6.75 million according to the 113 

calculations in the Lassar Report). 114 

Q.  In your opinion, was Nicor Gas’s accounting for the 1999 transfer of gas to IMD as 115 

a sale reasonable under the circumstances? 116 

A.   Yes.  This transaction was undertaken for the purpose of improving the management of 117 

gas inventory held in DSS.  Such improvement was intended to provide a benefit both to 118 

Nicor Gas and its customers by reductions in Nicor Gas’s cost of gas and costs of 119 

operation.  Since the sale also liquidated some of Nicor Gas’s higher priced top layers of 120 

LIFO inventory, it created an opportunity to access lower priced inventory layers in 121 

future years and thereby reduce gas costs to customers and achieve higher savings against 122 

the benchmark. 123 

 In order to permit an outside party to manage DSS, which is on an interstate pipeline, 124 

FERC rules required that title to the gas be transferred to the manager of the storage.  It 125 

                                                 
2 The Lassar Report calculated the loss on the 1999 sale of DSS to be $13.5 million versus $13.7 million calculated by Nicor Gas 
based on restated information.  For our analyses we are using the Company’s calculations.  
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was this transfer of title that Nicor Gas looked to when deciding to classify the 126 

transaction as a sale.  Historically, the transfer of title implied the existence of a sale in 127 

the eyes of Nicor Gas personnel.  In addition, the agreement explicitly referred to the 128 

transaction as a sale (NIC 005726). 129 

 Nicor Gas’s external auditor at the time, Arthur Andersen LLP, agreed with the sale 130 

treatment.  The ICC audited Nicor Gas’s 1999 PGA filing, in which the sale was 131 

included, and did not object.  Finally, the Lassar Report, which KPMG LLP participated 132 

in, also agreed that the transaction was a sale, though it concluded that recording the sale 133 

in December 1999 was inappropriate. 134 

 As discussed below, Nicor Gas ultimately has concluded that this transaction should not 135 

have been accounted for as a sale and its external auditor, Deloitte & Touche LLP, 136 

concurs with this assessment.  However, considering the fact that personnel from several 137 

different entities, all with some accounting expertise, were unable to clearly determine 138 

the proper classification of this transaction on its face, it was reasonable for Nicor Gas 139 

personnel to treat this transaction as a sale at the time the transaction was originally 140 

recorded. 141 

Q. How does the re-audit of Nicor Gas’s financial statements account for this 142 

transaction? 143 

A. As part of the re-audit, Nicor Gas, along with its external auditor Deloitte & Touche LLP, 144 

has concluded that this transaction should not be recorded as a sale in 1999 because of the 145 

clause in the agreement that the sale transaction would be unwound if a permanent PBR 146 

storage agreement was not finalized on or before January 31, 2000.  The reversal of the 147 
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sale results in the loss recognized in 1999 also being reversed.  The reversal also restores 148 

the higher-priced LIFO layers of gas back into inventory. 149 

Q. How does the adjustment for the reversal of the 1999 sale of DSS affect the restated 150 

PGA filing for 1999? 151 

A. The reversal of the 1999 sale of DSS decreases the Recoverable Costs3 in the restated 152 

1999 PGA filing by the amount of the $13.7 million loss on the transaction. 153 

Q. What is the impact of the reversal of the 1999 sale of DSS on future years’ gas 154 

storage inventory accounting? 155 

A.  The reversal increases the weighted-average cost of gas in future years, which requires 156 

additional adjustments as part of the re-audit.  This reversal also effectively eliminated 157 

the effect of the virtual storage transactions in 2000, which reduces the “Savings” (the 158 

amount by which the benchmark gas cost exceeds the actua l gas cost) originally 159 

recognized under the PBR program. 160 

Q. Do you agree that the 1999 sale of DSS should not have been recorded as a sale? 161 

A. Yes.  Nicor Gas accounted for this transaction based on when the title to the gas 162 

transferred to IMD.  However, this type of transaction requires that one look at the 163 

substance of the entire transaction, and the accounting decision as to when the sale took 164 

place should consider all the contingencies in the contract.  Because the transaction was 165 

contingent on negotiating the PBR storage agreement, it should not have been accounted 166 

for as a sale in 1999. 167 

                                                 
3  Capitalized terms not specifically defined herein refer to components of the PBR program as set forth in ICC 
Order 99-0127 or components of the Annual Reconciliation Balance. 
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B.  Accounting for “Virtual Storage” 168 

Q. How were the transactions related to DSS storage originally treated in early 2000? 169 

A.   As discussed above, in December 1999 Nicor Gas transferred the rights to DSS and 170 

related gas in inventory to IMD.  At the same time, Nicor Gas agreed to repurchase the 171 

gas from IMD.  At this time, Nicor Gas considered its relationship with IMD to be a 172 

“managed storage service”.  During January through April of 2000, Nicor Gas recorded 173 

the repurchases in its accounting records as flowing gas.  Recording the repurchases as 174 

flowing gas meant that the volumes were not recorded as injections or withdrawals in 175 

Nicor Gas’s inventory records. 176 

Q. Did Nicor Gas continue to record the DSS activity as flowing gas throughout the 177 

remainder of 2000? 178 

A. No.  In the summer of 2000, forward gas prices nearly equaled then-current spot prices.  179 

Because of this, IMD had little financial incentive to fill the DSS that Nicor Gas relied 180 

upon for part of its winter gas supply—storage that was critical to fulfilling its delivery 181 

obligations to its customers. 182 

 Therefore, effective April 2000, Nicor Gas and IMD entered into three related 183 

agreements: the PBR Storage Agreement (NIC 003359), the Rebundled Sales and Storage 184 

and NSS Management Agreement (NIC 003314), and the NSS/DSS Capacity Release 185 

Agreement (NIC 004020).  These agreements were characterized as a transition from the 186 

“managed storage service” to a “simple storage service,” due to the fact that there wasn’t 187 

anything for IMD to manage at that timethe forward pricing curve did not allow any 188 

hedging opportunities. 189 
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 In connection with the “simple storage service”, Nicor Gas and IMD developed a strategy 190 

whereby IMD would purchase gas from Nicor Gas to fill the DSS in exchange for Nicor 191 

Gas’s promise to repurchase the gas during the period from November 2000 to February 192 

2001. 193 

 The gas IMD purchased from Nicor Gas to fill the DSS during the summer months was 194 

not recorded as injections in Nicor Gas’s inventory records since IMD purchased the gas. 195 

 When Nicor Gas recorded the September through December 2000 purchases from IMD, 196 

Nicor Gas considered the gas to be  “virtual storage” as opposed to flowing gas. 197 

Q. What is meant by the term “virtual storage?” 198 

A. “Virtual storage” refers to flowing gas that, for accounting purposes, is recorded as 199 

storage gas. 200 

 Since the gas that IMD purchased to fill the DSS was not recorded as storage injections 201 

by Nicor Gas in the summer, the withdrawals of that gas by IMD and sale to Nicor Gas in 202 

the winter normally would have been recorded by Nicor Gas as flowing gas purchases 203 

from IMD. 204 

 To account for these transactions as “virtual storage” as opposed to flowing gas, Nicor 205 

Gas recorded the gas repurchased in September through December 2000 as simultaneous 206 

injections into and withdrawals from Nicor Gas-controlled storage in those months. 207 

Q. Can you explain in more detail why Nicor Gas changed its agreement with IMD 208 

from a “managed storage service” to a “simple storage service” in 2000? 209 

A.   Yes.  In addition to the operational need to fill the DSS during the summer of 2000 in 210 

order to meet the winter demand, Nicor Gas’s NGPL DDS lease required that it fill the 211 
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storage during the summer months whether or not doing so provided a favorable 212 

economic impact.  Since Nicor Gas had released the DSS to IMD under the December 213 

10, 1999 contract, the obligation to fill the DSS was passed to IMD. 214 

Q. What was the impact of virtual storage on the 2000 PBR program and the original 215 

PGA filing? 216 

A. The volumes classified as virtual storage in September through December 2000 were 217 

considered storage withdrawals for purposes of the PBR program.  These withdrawals 218 

increased the Storage Credit Adjustment (“SCA”).  During 2000, the weighted average 219 

price of injections exceeded the weighted average price of withdrawals, resulting in an 220 

inverted Storage Credit Rate (“SCR”).  The SCR is applied to the volume of withdrawals 221 

during the year to determine the SCA.  When the SCR was inverted, the treatment of 222 

volumes as withdrawals, as opposed to flowing gas, increased the amount added to the 223 

Market Index Cost for the SCA.  This increased the spread between the Benchmark Gas 224 

Cost and Actual Gas Costs which resulted in increased Savings under the PBR program. 225 

 The Savings under the PBR program were included in the Recoverable Costs in the PGA 226 

filings. 227 

Q. What were the conclusions in the Lassar Report regarding virtual storage? 228 

A. The Lassar Report took exception to Nicor Gas’s accounting for this gas as storage gas 229 

for purposes of the PBR program, as opposed to flowing gas, for several reasons, most 230 

notably because: 1) recording the volumes as storage withdrawals in 2000 increased the 231 

PBR Benchmark Gas Cost due to the inverted Storage Credit Rate in 2000, and 232 

2) purchases made in January and February 2001, while similar in form to the September 233 
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through December 2000 purchases, were recorded as flowing gas for purposes of the 234 

PBR program. 235 

Q. How does the reversal of the 1999 sale of DSS to IMD impact the virtual storage 236 

transactions? 237 

A. With the reversal of the 1999 sale of DSS, the virtual storage transactions are effectively 238 

eliminated.  The effect of the reversal of the 1999 sale of DSS is that the gas never left 239 

Nicor Gas’s control. 240 

 Since Nicor Gas retained control of the DSS, Nicor Gas’s accounting adjustments now 241 

record all of the gas that was injected into DSS storage by IMD during 2000 as storage 242 

injections in Nicor Gas’s accounting records.  Likewise, all the gas withdrawn from DSS 243 

during 2000 is recorded as withdrawals from storage in Nicor Gas’s accounting records.  244 

Thus, when all the 2000 DSS injections and withdrawals are included Nicor Gas’s 245 

accounting records, there is no need to separately account for any gas as virtual storage, 246 

because the gas is now considered to be storage gas all along.  As a result, the reversal of 247 

the 1999 sale of DSS eliminates the concerns raised in the Lassar Report regarding virtual 248 

storage. 249 

Q. How does eliminating the virtual storage transactions impact Nicor Gas’s financial 250 

statements, PGA filings and PBR program? 251 

A. Under the original accounting, the low-cost LIFO layers were being used, thereby 252 

reducing overall cost of gas under the virtual storage concept. With the reversal of the 253 

1999 sale of DSS to IMD, the associated higher-cost LIFO inventory layers effectively do 254 

not leave Nicor Gas’s inventory.  This has the effect of forcing Nicor Gas to use the 255 
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higher-cost top layer of LIFO inventory before it can access the lower-cost LIFO 256 

inventory layers.  The result is an increase in the weighted average cost of gas associated 257 

with gas volumes sold to the customer, which lowers the Savings realized against the 258 

Benchmark Gas Cost. 259 

Q. In your opinion, was Nicor Gas’s original accounting for virtual storage reasonable 260 

under the circumstances? 261 

A. Yes.  The purpose of the SCA under the PBR program was to recognize the value 262 

generated by Nicor Gas to the customers by capitalizing on the seasonal price spread (i.e., 263 

the difference between the lower summer prices and the higher winter prices).  After 264 

transition to the “simple storage service” relationship, Nicor Gas paid year 2000 summer 265 

prices to fill the DSS storage.  Because Nicor Gas paid the summer price, Nicor Gas 266 

personnel considered the gas to be storage gas as opposed to flowing gas.  Flowing gas 267 

would typically be priced at current market rates.  By classifying the gas as storage gas 268 

(i.e., a simultaneous injection and withdrawal), Nicor Gas was attempting to account for 269 

the purchase in a manner consistent with the economic impact of the transaction 270 

(LAS 000094). 271 

 Finally, the concept of flowing gas being classified as storage gas is not uncommon in the 272 

gas industry (LAS 000058).  Therefore, it was not unreasonable for Nicor Gas personnel 273 

to account for this transaction as “virtual storage.” 274 

Q. Do you agree with the revised accounting included in Nicor Gas’s restated financial 275 

statements? 276 



Consol. Docket Nos. 01-0705, 02-0067, 02-0725 14 Nicor Gas Ex. 4.0 

A. Yes.  The original accounting for the 1999 sale of DSS was based on the nature of the 277 

transaction at the time that title to the gas transferred to IMD.  Nicor Gas recognized that 278 

the DSS gas was in substance still its storage gas and adjusted for that in the PGA and 279 

PBR program calculations by applying the virtual storage concept.  Again, the nature of 280 

the transaction was more complex and the determination of the proper accounting would 281 

need to consider this additional complexity.  The reversal of the 1999 sale of DSS 282 

eliminates the need to account for virtual storage.  Because the reversal means that the 283 

DSS was never sold, it is now accounted for as being in storage for all time periods in the 284 

restated financial statements. 285 

C. Accounting for Storage Prefill Transactions  286 

Q. Describe the accounting used by Nicor Gas to record storage prefill transactions. 287 

A. Storage prefills refer to transactions in which third parties injected gas into Nicor Gas’s 288 

storage fields, which Nicor Gas could then purchase at a later date.  The purchase price 289 

was established at the time of injection and included carrying costs.  The gas was not 290 

recognized in Nicor Gas’s inventory at the time third parties injected the gas into Nicor 291 

Gas’s storage fields, but rather, at the time that Nicor Gas purchased the gas, because title 292 

to the gas had not transferred until that time. 293 

Q. Is it common practice in the gas industry to attempt to shift the timing of storage 294 

injections/withdrawals and the use/release of transportation capacity in order to 295 

reduce costs? 296 
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A. Yes.  In my experience, gas utilities often attempt to shift the timing of purchases, storage 297 

and transportation activity in order to achieve the lowest costs possible while maintaining 298 

the system capability to service peak day demand. 299 

Q. What was the conclusion in the Lassar Report related to storage prefills? 300 

A. The Lassar Report took exception to the accounting for these transactions, stating that, 301 

according to Statement of Financial Accounting Standards (“FAS”) 49, these storage 302 

prefill transactions should have been considered product financing arrangements.  As 303 

such, the transactions should have been recorded as purchases at the time of injection, 304 

with the gas being placed into Nicor Gas’s inventory. 305 

Q. How does FAS 49 define a “product financing arrangement” and how should such 306 

an arrangement be accounted for? 307 

A. Among other definitions, FAS 49 defines a product financing arrangement as one in 308 

which “a sponsor arranges for another entity to purchase the product on the sponsor’s 309 

behalf and, in a related transaction, agrees to purchase the product from the other entity.”  310 

(FAS 49 ¶3). 311 

 Within this definition, there are further requirements that the prices at which the entity 312 

will purchase the product be specified in the agreement, and that the payments that the 313 

other enterprise will receive “will be adjusted, as necessary, to cover substantially all 314 

fluctuations in costs incurred by the other entity in purchasing and holding the product.”  315 

(FAS 49 ¶5). 316 

Q. In your opinion, was Nicor Gas’s original accounting for the storage prefill 317 

transactions reasonable under the circumstances? 318 
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A. Yes.  Under the storage prefill agreements, the title to the gas was held by a third party 319 

until such time that Nicor Gas was ready to purchase and deliver the gas to its customers.  320 

As discussed above, Nicor Gas personnel historically looked for the transfer of title as 321 

evidence of a sale.  Because there was no transfer of title at the time of the injection of 322 

gas into Nicor Gas’s storage facilities, Nicor Gas personnel reasonably assumed that no 323 

sale had yet taken place and that, accordingly, no transfer of inventory needed to be 324 

recorded on Nicor Gas’s accounting records. 325 

 As for the application of FAS 49, there is ambiguity surrounding the requirement in 326 

FAS 49 ¶5 described above, that, in order for a transaction to be considered a product 327 

financing, the agreement between the entity and the other enterprise must contain a 328 

provision for the adjustment of the price to be paid to the other entity such that it will be 329 

protected from any fluctuations in costs incurred in purchasing and holding the product. 330 

 We saw no such specific protections included in the contract language between Nicor 331 

Gas and the prefill counterparties.  While much of their risk would have been mitigated 332 

by the use of index prices, they still retained the risks of purchasing at a price higher than 333 

the index, or delivering in months other than the one indexed. 334 

 Furthermore, we saw no evidence to suggest that Nicor Gas entered into the prefill 335 

transactions for the purpose of product financing. 336 

 Thus it is not unreasonable that Nicor Gas, with the approval of Arthur Andersen LLP, its 337 

external auditor at the time, would have determined that FAS 49 did not apply to the 338 

prefill transactions. 339 
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Q. In your opinion, would there have been any other basis on which Nicor Gas could 340 

reasonably have decided that FAS 49 should not have been applied? 341 

A. Yes.  The precise wording in FAS 49 describes another enterprise purchasing a product 342 

on the entity’s behalf.  This could be reasonably interpreted as further support that at least 343 

some of Nicor Gas’s storage prefill transactions would not qualify as product financing 344 

arrangements. 345 

 At least two of the counterparties with whom Nicor Gas entered into storage prefills 346 

would have fulfilled their obligations with their own product, meaning that they would 347 

not have had to “purchase the product on the sponsor’s behalf”.  FAS 49 states that the 348 

counterparty will “purchase the product on the sponsor’s behalf” in three distinct 349 

paragraphs (3b, 5 and 8) and in paragraph 29 which contains an example to help illustrate 350 

the application of the Statement.  The repetition of this requirement could reasonably be 351 

interpreted to mean that a transaction is not a product financing arrangement under 352 

FAS 49 if the counterparty does not have to purchase the product from a third party. 353 

Q. What was the impact of storage prefills on the original PGA filings and PBR 354 

program? 355 

A. The storage prefills allowed Nicor Gas to have gas in physical storage for reliability 356 

purposes without having to record the gas as inventory.  This allowed Nicor Gas to use 357 

lower-cost LIFO inventory layers, thus lowering the weighted average cost of gas 358 

associated with gas volumes sold to the customer.  This reduced gas costs and increased 359 

the Savings realized against the Benchmark Gas Costs. 360 

Q.  What adjustments are made in the restated financial statements for storage prefills? 361 
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A. Nicor Gas’s restated financial statements reflect the storage prefills as product financing 362 

arrangements.  Nicor Gas’s external auditor, Deloitte & Touche LLP, has concurred with 363 

this accounting as part of the restated financial statements. 364 

Q. How do the adjustments related to storage prefills impact the amended PGA filings 365 

and PBR program? 366 

A. Treating the storage prefills as gas in inventory at the time of injection into storage as 367 

opposed to when title transferred increases Nicor Gas’s overall storage inventory.  The 368 

increased inventory reverses the lower-cost LIFO layers that were liquidated by the 369 

original accounting.  This has the effect of raising the weighted-average cost of gas 370 

associated with gas volumes sold to the customer, which decreases the Savings realized 371 

against the Benchmark Gas Cost. 372 

Q. Do you agree with the accounting for storage prefills in the restated financial 373 

statements? 374 

A. Yes.  It appears that in the original accounting, prefill transactions were recorded based 375 

on when title to the gas was transferred.  As discussed above, there are elements of the 376 

prefill transactions and requirements of FAS 49 that could support Nicor Gas’s original 377 

position, affirmed by Arthur Andersen LLP, at the time its independent auditor, that 378 

FAS 49 did not apply to these transactions. However, the complexities of the contracts, 379 

such as restrictions on the suppliers’ ability to withdraw storage gas prior to title transfer 380 

and the related pricing mechanisms in the contract suggest that these transactions were 381 

product financings and should be included in storage at the time of purchase rather than 382 

when title transfers. 383 
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D. Accounting for Infield Transfers  384 

Q. What are infield transfers of storage gas? 385 

A. Infield transfers refer to injections and withdrawals of gas within the various storage 386 

reservoirs that were made for operational purposes (maintaining proper pressure, etc.) as 387 

opposed to providing service to the customer.  Consequently, infield transfers are 388 

excluded from the calculation of the Storage Credit Adjustment that is used for purposes 389 

of calculating the Benchmark Gas Cost. 390 

Q. How were infield transfers defined and accounted for in 1999 and prior under the 391 

old PGA requirements? 392 

A. Nicor Gas did not attempt to track infield transfers in 1999 and prior years.  Before the 393 

implementation of the PBR program, the Company had no reason to do so. 394 

Q. How were infield transfers originally defined and accounted for during the period 395 

from 2000 forward? 396 

A. In 2000, only one infield transfer was recorded, and thus, any other infield transfers that 397 

may have been made in 2000 were included in the calculation of the SCR by default. 398 

 In January 2001, pre-defined criteria were developed to identify infield transfers; 399 

however, these criteria were not consistently implemented.  In the late October through 400 

early December 2001 time period, infield transfers were determined by “netting” daily 401 

injections and withdrawals.  The volumes by which withdrawals exceeded injections 402 

were deemed to be infield transfers.  These infield transfer volumes were then excluded 403 

from the calculation of the SCR. 404 

Q. What were the conclusions of the Lassar Report related to infield transfers? 405 
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A. The Lassar Report took exception with Nicor Gas’s calculation of infield transfers due to 406 

a lack of consistency in the methodology used from year to year.  The Lassar Report also 407 

noted the large discrepancy of recorded infield transfers from year-to-year. 408 

Q. What was the impact on the original PGA and PBR program calculations? 409 

A. Under the PBR program, withdrawals for infield transfers were excluded from the 410 

withdrawals used to determine the SCA.  As discussed above, the SCR was inverted 411 

during 2000.  When the SCR was inverted, the treatment of volumes as infield transfers 412 

lowered the amount added to the Market Index Cost for the SCA.  This reduced the 413 

spread between the Benchmark Gas Cost and Actual Gas Costs and resulted in reduced 414 

Savings under the PBR program. 415 

 In 2001, the SCR was not inverted.  During this time period, the treatment of volumes as 416 

infield transfers lowered the amount deducted from the Market Index Cost for the SCA.  417 

This increased the spread between the Benchmark Gas Cost and Actual Gas Costs, which 418 

resulted in increased Savings under the PBR program. 419 

 These changes in the Savings under the PBR program resulted in changes to the 420 

Recoverable Costs included in the PGA filings. 421 

Q. In your opinion, was Nicor Gas’s calculation of infield transfers reasonable under 422 

the circumstances? 423 

A. Yes.  The intent of tracking infield transfers was to differentiate withdrawals made to 424 

service customers vs. withdrawals made for operational efficiency.  No one disputes the 425 

fact that those withdrawals made for operational purposes (i.e., infield transfers) should 426 

have been excluded from the calculation of the SCA.  As mentioned above, the SCA was 427 
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intended to recognize the value generated by Nicor Gas to its customers by capitalizing 428 

on the seasonal price spread.  Clearly, withdrawals of gas for operational purposes have 429 

no relation to the capturing of this price spread.  The main issue taken with respect to the 430 

infield transfers by the Lassar Report was the manner in which they were trackedthere 431 

were inconsistencies in the method used from period-to-period.  Nicor Gas attempted to 432 

establish systematic criteria to define infield transfers, and developed documentary 433 

procedures in order to establish an audit trail.  Although these criteria were eventually 434 

discarded in favor of the netting method, Nicor Gas made a good-faith effort to properly 435 

account for infield transfers, despite the fact that this first method proved ineffective. 436 

 As to the large increase in infield transfers from 2000 to 2001, this can be explained in 437 

part by the weather.  The warmer weather in 2001 caused Nicor Gas’s storage fields to 438 

fill up more quickly than in 2000, as large volumes of gas were being injected into 439 

storage and very few withdrawals were coming out (LAS 000023).  As a result, there was 440 

less gas movement within the fields from normal operations, which created the need for 441 

infield transfer activity. 442 

Q. How do the adjustments related to infield transfers impact the results of the PBR 443 

program? 444 

A. The adjustments related to infield transfers impact the 2000 and 2001 PBR program 445 

results by changing the amount of withdrawals calculated each year to be used to 446 

determine the SCA. 447 

 In 2000, the recalculated withdrawal volumes are lower than the originally calculated 448 

volumes, which lowers the SCA.  This lowers the Benchmark Gas Cost, which in turn 449 

lowers the Savings under the PBR program. 450 
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 In 2001, recalculated withdrawal volumes are also lower than originally calculated 451 

volumes, which lowers the SCA.  This results in raising the Benchmark Gas Cost,4 which 452 

in turn raises the Savings under PBR program. 453 

Q. How are infield transfers defined and accounted for in the restated financial 454 

statements? 455 

A. The infield transfers do not directly impact the restated financial statements.  However, 456 

Nicor Gas’s 50% share of the saving/costs under the PBR program is recognized as 457 

income/expense in its income statement.  As stated above, the adjustments for infield 458 

transfers lowers the Savings in 2000 and increases the Savings in 2001 and these changes 459 

are reflected in Nicor Gas’s restated financial statements. 460 

Q. Do you agree with the accounting used in the restated financial statements? 461 

A. Yes.  Originally, infield transfers were not accounted for in a consistent manner from 462 

year-to-year, which resulted in inconsistencies in calculating the Benchmark Gas Cost.  463 

In 2000, when increased volumes of infield transfers would have lowered the Benchmark 464 

(due to the inverted SCR), they were not tracked.  In 2001, when increased volumes of 465 

infield transfers raised the Benchmark Gas Cost, they were tracked.  The result was that 466 

the Benchmark Gas Cost was not being calculated consistently from year-to-year.  The 467 

restatements correct this inconsistency by adopting a netting method to isolate infield 468 

transfers, which is a reasonable method, given the operational purpose of infield 469 

transfers. 470 

                                                 
4 In 2000, the Storage Credit Rate (“SCR”) was inverted (the weighted-average cost of injection was higher than the 
weighted –average cost of withdrawal due to summer prices being higher than winter prices on average), which 
meant that a decrease in the SCA decreased the benchmark.  In 2001, the SCR wasn’t inverted, so a decrease in the 
SCA increased the benchmark, as is more typical. 
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E. Weather Insurance 471 

Q. Can you describe the weather insurance transaction? 472 

A. In 2000, Nicor Gas purchased weather insurance from Aquila for fiscal year 2001.  The 473 

amount of the premium totaled $3.5 million.  In an effort to reduce this premium, Nicor 474 

Gas agreed to sell gas to Aquila in March and April 2001 at a $2 million discount.  In 475 

return, Aquila agreed to reduce the amount of the weather premium by $2 million, 476 

resulting in a final premium of $1.5 million. 477 

Q. What were the conclusions in the Lassar Report related to the weather insurance 478 

transaction? 479 

A. The Lassar Report took exception with Nicor Gas’s accounting for this transaction 480 

because, as a consequence of packaging these two transactions together (the weather 481 

insurance and the discounted gas purchase), the cost of the weather insurance was 482 

incorporated into Recoverable Gas Costs as calculated under the PGA. 483 

Q. Is it a legitimate activity for a utility to enter into a barter whereby it pays for things 484 

such as weather hedges with gas? 485 

A. Yes.  As discussed above all manner of barter, exchange, and like kind exchange 486 

transactions are common in the gas industry, and are legitimate ways of doing business. 487 

Q. Is the financial accounting changed for this transaction as part of the re -audited 488 

financial statements? 489 

A. The original accounting recognized the loss on the transfer of the gas as an expense, and 490 

this basic treatment remained unchanged in the re-audited statements.  The expense was 491 

included in “cost of gas” in the original accounting, but in the re-audit it is classified as 492 
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operating and maintenance expense, which is excluded from the Recoverable Gas Costs 493 

in the PGA. 494 

Q. How does the adjustment related to the purchase of weather insurance from Aquila 495 

impact the PBR program? 496 

A. By reclassifying the $2 million loss on sale of gas to operating and maintenance expense 497 

(which is not included in Recoverable Gas Costs under PGA), Recoverable Gas Costs are 498 

lowered for 2001, resulting in an increase to the Savings calculated under the PBR 499 

program. 500 

Q. Do you agree with the final accounting for the weather insurance policy? 501 

A. Yes.  The cost of gas used to pay for the weather insurance policy should be included as 502 

an operating expense.  However, based on an analysis of the requirements of the ICC 503 

PGA requirements, there does not appear to be a basis to record such amounts in accounts 504 

other than the gas purchase accounts.  Nicor Gas may need specific guidance from the 505 

ICC on how to record these amounts in a non-purchase gas operating expense account 506 

and exclude them from the PGA calculations. 507 

IV. PGA Reconciliation Balances 508 

Q. Are you familiar with the Annual Reconciliation Balance report filed by Nicor Gas 509 

with the ICC in April 2003? 510 

A. Yes.  I reviewed the Annual Reconciliation Balance for the reconciliation period ended 511 

December 31, 2002.  This report was filed with the ICC in April 2003.  The report also 512 

includes restated Annual Reconciliation Balances for calendar years 1999, 2000 and 513 

2001. 514 
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Q. What components of the PGA reconciliations are restated? 515 

A. The following components of the PGA reconciliations are restated: 516 

• 1999 Recoverable Costs, 517 

• 2000 Recoverable Costs, and 518 

• 2001 Recoverable Costs. 519 

Q.  What restatements are included in the 1999 Recoverable Costs? 520 

A. A $13.7 million decrease in the Recoverable Costs is recognized.  This decrease is a 521 

result of Nicor Gas’s reversal of the loss recorded for the 1999 sale of DSS (see 522 

Attachment MEB-2). 523 

Q. What restatements are included in the 2000 Recoverable Costs? 524 

A. A $36.0 million increase in Recoverable Costs is recognized.  This increase is as a result 525 

of Nicor Gas applying the proper accounting treatment to its 2000 storage prefill 526 

transaction and DSS and NSS activity (see Attachment MEB-3). 527 

Q. What restatements are included in the 2001 Recoverable Costs? 528 

A. A $4.2 million increase in Recoverable Costs is recognized.  The 2001 restatement is 529 

comprised of the following components (see Attachment MEB-4): 530 

($Millions)  

Increase in Recoverable Costs due to proper accounting treatment for 
2001 storage prefill transactions and DSS and NSS storage activity 

$  21.6 

Decrease in Recoverable Costs due to proper accounting treatment for 
the 2001 weather insurance 

(2.0) 

Decrease in the Savings under the PBR program in 2000 (15.4) 

Net increase $  4.2 
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 The $15.4 million decrease in the Savings under the PBR program in 2000 was due to the 531 

$36.0 million increase in 2000 Recoverable Costs discussed above as well as adjustments 532 

to the 2000 Storage Credit Adjustment.  The Storage Credit Adjustment was restated as a 533 

result of Nicor Gas applying the proper accounting treatment to its DSS and NSS activity 534 

and the consistent treatment of infield transfers. 535 

Q. How do the 1999-2001 restatements affect the 2002 PGA filing? 536 

A. The adjustments described above for 1999 through 2001 were included in the Total 537 

Balance to be Refunded for 2002 (see Attachment MEB-5). 538 

 In addition, the Recoverable Costs for 2002 included a $28.3 million credit due to a 539 

restatement of the Savings/cost under the PBR program in 2001.  The decrease was due 540 

to a net $19.6 million increase in 2001 Recoverable Costs discussed above as well as 541 

adjustments to the 2001 Storage Credit Adjustment.  The Storage Credit Adjustment was 542 

restated as a result of Nicor Gas applying alternative accounting treatment to its DSS and 543 

NSS activity and the consistent treatment of infield transfers. 544 

Q. Did you perform any procedures with respect to these filings? 545 

A. I verified that all the issues discussed above were considered and reflected in the restated 546 

PBR program results, in the amounts set forth in the Lassar Report, Nicor Gas’s Form 10-547 

K/A, filed with the Securities and Exchange Commission on March 10, 2003, and/or 548 

various other Company-prepared documents.  I evaluated the reasonableness of those 549 

amounts based on our understanding of the financial impact of the various conditions that 550 

led to the restatements. 551 
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 The Company determined the actual adjustments made for these issues.  I also verified 552 

that the restatement elements were properly carried forward to future years. 553 

Q. Have these filings been formally audited? 554 

A. All reconciliations included in the April 2003 filing were audited by Nicor Gas’s external 555 

auditor, Deloitte & Touche LLP. 556 

Q. Do you have any comments regarding the form and/or content of the Annual 557 

Reconciliation Balance report filed by Nicor Gas with the ICC in April 2003? 558 

A. The form of the report is as would be expected, and appears consistent with the 559 

guidelines set forth in Rider 4, “Gas Cost Performance Program” (NIC 040279) and 560 

Rider 6, “Gas Supply Cost.”  It appears to properly reflect and incorporate the 561 

adjustments to Nicor Gas’s financial statements as set forth in its Form 10-K/A, filed 562 

with the Securities and Exchange Commission on March 10, 2003 563 

V. LIFO Layers as the Assets of Nicor Gas 564 

Q. Do you conclude that the low-cost LIFO layers are the assets of Nicor Gas? 565 

A. Yes.  Based on the treatment of gas in underground storage in Nicor Gas’s regulatory and 566 

financial filings, and regulatory rulings and precedents, (which are in turn supported by 567 

judicial precedents) I conclude that the low-cost LIFO layers are the assets of Nicor Gas.  568 

I note that the Lassar Report came to the same conclusion.  (See the discussion on 569 

pages 16-18 of the Lassar Report, citing numerous sources including both ICC and FERC 570 

rulings.) 571 

Q. How is Nicor Gas’s gas in underground storage treated on Nicor Gas’s financial 572 

statements? 573 
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A. Nicor Gas’s gas in underground storage is classified in two categories; top gas and base 574 

gas.  Top gas is gas that is used for operational purposes.  It can be cycled (injected and 575 

withdrawn) from storage with regular storage needs.  Base gas is gas in storage that is 576 

needed to maintain the storage reservoir.  Base gas is only withdrawn when the storage 577 

reservoir is abandoned.  Top gas is included in inventory and base gas is included in fixed 578 

assets along with other fixed assets such as investment in plant. 579 

Q. How is Nicor Gas’s gas in underground storage treated for regulatory purposes? 580 

A. Gas in underground storage is not included in Nicor Gas’s purchased gas costs.  Both top 581 

gas and base gas are included in Nicor Gas’s rate base.  Specifically, the gas in 582 

underground storage included in rate base is the base gas in fixed asset and the top gas in 583 

inventory at the thirteen-month average original cost.  The rate base is a utility’s 584 

investment spending and includes things such as investment in plant.  A utility is allowed 585 

to earn a return on items in rate base to compensate it for the cash required to finance its 586 

activities.  Inclusion in rate base means that Nicor Gas is given the opportunity to earn a 587 

rate of return on its investment in gas in underground storage but not a return of its 588 

investment. Nicor Gas’s customers do not pay for the cost of gas in underground storage. 589 

Q. Is Nicor Gas’s ownership of gas in storage supported by regulatory decisions and 590 

precedents? 591 

A. Yes.  Perhaps the most significant regulatory precedent is Nicor Gas’s own proceedings 592 

at the ICC.  As cited in the Lassar Report, in a 1996 Nicor Gas proceeding at the ICC 593 

(96 Ill PUC Lexis 204) the ICC rejected a CUB argument that the LIFO reserve 594 

represented ratepayer supplied funds, and stated that the LIFO reserve is nothing more 595 

than an accounting mechanism and is not reflected in the calculation of the gas charge.  596 
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More significantly however, in discussing some adjustments to gas in inventory that 597 

would be included in rate base, the Commission confirmed that the inclusion of gas in 598 

inventory in rate base was not a contested issue.  Thus, the ICC explicitly considered gas 599 

in inventory to be an investment of the Company for which it was entitled to earn a return 600 

on its investment. 601 

Q. This decision suggests that the ICC was aware of Nicor Gas’s LIFO inventory 602 

situation.  Is that correct? 603 

A. Yes.  As the 1996 Rate Case Order shows, in approving Nicor Gas’s revenue requirement 604 

in the 1996 rate case the ICC was aware of Nicor Gas’s gas storage inventory and Nicor 605 

Gas’s use of the LIFO accounting for that inventory.  Further, we have found exhibits 606 

filed by Nicor Gas in the rate case that show the specific LIFO inventory layers and how 607 

the value in inventory is calculated. 608 

Q. Is the ICC’s regulatory decision consistent with other regulatory precedent? 609 

A. Yes.  In addition to the citations in the Lassar Report, a 1994 FERC decision (69 FERC 610 

61,437) stated that “Customers pay only for service; they do not obtain, by their 611 

payments, an entitlement in a utility’s assets.  For example, the fact that a customer pays 612 

rates based on the cost of a particular asset does not entitle that customer to share in the 613 

gain on the subsequent sale of that asset.”  This confirms the common sense notion that 614 

the purchase of a company’s product or service does not entitle the customer to an 615 

ownership interest in the assets of the company.  In a subsequent East Tennessee case 616 

(95 FERC 61,110), the FERC reaffirmed that it is well-settled policy to permit pipeline 617 

shareholders to retain the gain on a sale of a utility asset. 618 
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 In a 2002 FERC decision involving NGPL (101 FERC 61,125), the FERC stated that 619 

NGPL storage customers did not bear the costs of purchasing base gas, and that NGPL 620 

owned the base gas.  Further, the FERC stated that NGPL included the historic cost of the 621 

base gas into its rate base for cost of service purposes and properly recorded it, and that it 622 

is the FERC’s well-established policy to permit regulated companies to realize the gains, 623 

or absorb any losses, when selling a capital asset.  This confirms the position that having 624 

an investment included in rate base and being afforded the opportunity to earn a return on 625 

the investment does not mean that the ratepayer bears the cost of the investment or owns 626 

the investment. 627 

 Finally, in 91 FERC ¶ 61,279, the FERC ruled that Columbia could sell its base gas and 628 

share the gain per the terms of a settlement agreement (Docket No. RP95-408-013, 629 

79 FERC ¶ 61,044) that permitted Columbia to retain all profit up to $21.4 million; 630 

90 percent of any such profit between $21.4 million and $41.5 million; and 50 percent of 631 

any such profit above $41.5 million.  This confirms that a utility can establish terms by 632 

agreement for how to share an asset sale with its customers. 633 

Q. Are the regulatory precedents consistent with judicial precedent? 634 

A. Yes.  In Board of Pub. Util. Comm’rs v. New York Tel. Co., 271 US 23,32 (1926), the 635 

U.S. Supreme Court also held that customers pay for service, not for the property used to 636 

render it.  The Supreme Court decision is quoted in the Lassar Report. 637 

Q. Given Nicor Gas’s ownership of the gas in inventory, did it make sense for Nicor 638 

Gas’s Inventory Value Team to consider how gas costs could be reduced through 639 

the management of inventory under a PBR program? 640 
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A. Yes.  It clearly made sense for Nicor Gas to explore ways to manage its inventory to 641 

reduce gas costs under a PBR program. 642 

Q. Given that gas in inventory is the asset of Nicor Gas, is Nicor Gas allowed to manage 643 

the gas in inventory as part of strategies designed to reduce costs to its customers, 644 

including selling some gas in inventory? 645 

A. Yes.  Nicor Gas is allowed to manage the gas in inventory as part of strategies designed 646 

to reduce costs to its customers, including selling some gas in inventory. 647 

Q. Should it have been apparent that inventory management, including the use of gas 648 

in storage, would be an element of Nicor Gas’s efforts to achieve savings under the 649 

PBR program? 650 

A. Yes. As stated earlier, Nicor Gas’s inventory situation, including the LIFO layers, was 651 

identified in its previous rate case.  In addition, in the development of the PBR 652 

benchmark itself, inventory storage adjustments and credits were explicitly debated and 653 

included. 654 

Q. Did the ICC require that the Company reveal its mechanisms for achieving the 655 

PBR, including those that involved the use of gas in inventory? 656 

A. No, quite the opposite.  The ICC specifically stated in the Order approving the PBR that 657 

it rejected the notion that it needed to know the specific details of Nicor Gas’s 658 

mechanisms for achieving cost reductions under the PBR. 659 

Q. Was the 1999 sale of DSS included in the 1999 PGA filing to the ICC? 660 

A. Yes. 661 

Q. Did the ICC object or comment on the 1999 sale of DSS? 662 
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A. No. 663 

Q. Does this conclude your direct testimony in these Dockets? 664 

A. Yes, it does. 665 


