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Nicor Ex. 2.0 

I. Background 1 

Q: Please state your name and business address. 2 

A: Scott Lassar, Sidley Austin Brown & Wood, Bank One Plaza, 10 S. Dearborn Street, 3 

Chicago, Illinois 60603. 4 

Q: Please summarize your educational background. 5 

A: I graduated from Oberlin College in 1972, and graduated from Northwestern Law School 6 

in 1975. 7 

Q: Please summarize your work background. 8 

A: Following law school I spent significant periods of time at the U.S. Attorney’s Office and 9 

in private practice.  More recently, I was the United States Attorney for the Northern 10 

District of Illinois.  In that capacity, I handled and supervised civil litigation, criminal 11 

investigations, and prosecutions involving white collar fraud, public corruption, narcotics 12 

trafficking and violent crime.  In 2001, I left the U.S. Attorney’s Office to return to 13 

private practice at Sidley Austin Brown & Wood. 14 

Q: How did you become involved with Nicor? 15 

A: Sidley was hired by a Special Committee of the Board of Directors of Nicor, Inc. to 16 

advise the Committee in anticipation of litigation in connection with assisting the 17 

Committee in investigating allegations involving gas purchases, sales, transportation, 18 

storage, and such other matters as came to the attention of the Committee during the 19 

course of the investigation.  Within that scope of this representation, Sidley conducted a 20 

factual investigation into certain allegations regarding the Performance Based Rate (the 21 
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“PBR”) system and reported its factual findings and conclusions.  I was in charge of the 22 

investigation.  Nicor is not otherwise a client of Sidley. 23 

Q: Did you, in fact, perform such a factual investigation? 24 

A: Yes, I did. 25 

Q: Did you, in fact, report your factual findings and conclus ions to Nicor? 26 

A: Yes, I did.  On October 28, 2002, I submitted a Report to the Special Committee of the 27 

Board of Nicor.  That Report includes Sidley’s factual investigation and our conclusions. 28 

Q: What precipitated the investigation? 29 

A: A Nicor employee submitted a “whistleblower” fax that included several allegations 30 

concerning conduct of Nicor.  We were provided the fax.  Sidley investigated each of the 31 

issues raised in the whistleblower fax, and also investigated certain other issues that arose 32 

during the course of our investigation that were not raised in the fax. 33 

Q: Did Sidley conduct this investigation on its own? 34 

A: No.  We retained the accounting firm of KPMG LLP to assist us in the investigation. 35 

Q: In general terms, can you describe what you reviewed during the course of the 36 

investigation? 37 

A: We and KPMG reviewed thousands of Nicor documents and interviewed numerous 38 

current and former Nicor employees, including all current officers.  We also interviewed 39 

employees of EKT Trading, in Houston, Texas, a successor company to Inventory 40 

Management and Distribution LLC and its affiliates (collectively “IMD”), and had the 41 
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company request documents from IMD, which we also reviewed.  We conducted a search 42 

of the Nicor computer system for relevant emails and documents. 43 

Q: What is the purpose of your testimony in this proceeding? 44 

A: It is to provide a summary of our investigation as well as a summary of the Report which 45 

we submitted to the Special Committee of the Board of Nicor on October 28, 2002. 46 

II. Overview of the PBR Program 47 

A. The Theory Behind the PBR Program. 48 

Q: Please begin by explaining the basic theory underlying the PBR program. 49 

A: The PBR program was premised upon a system designed to eliminate the current non-50 

competitive regulatory regime and replace it with one that would permit Nicor to profit, 51 

or lose, depending upon the price at which it could provide gas to its customers. 52 

Q: Please describe the system. 53 

A: The system, which involves a mathematical formula, is extremely complex.  The Report 54 

includes detailed descriptions of that system.  But while the mathematical formula 55 

described in the Report is complex, the underlying theory is not.  Essentially, the PBR 56 

program created a “notional Benchmark”—which was an estimation of what the cost of 57 

gas would have been over the year had the PBR program not been enacted; that is, under 58 

the prior regulatory regime.  That predicted cost of gas would then be compared with 59 

Nicor’s “actual” gas costs which occurred during the year under the new PBR program. 60 
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Q: Please describe how the Benchmark and actual gas costs are compared. 61 

A: If Nicor’s actual gas costs during the year were less than the predicted Benchmark, the 62 

difference between the “actual” gas costs and the Benchmark predicted costs were 63 

deemed to be a “savings” to the ratepayers, who, due to the PBR program, paid less in 64 

gas costs than they would have paid under the prior regulated regime.  The ratepayers 65 

would pay to Nicor half of the savings that were generated.  Although the ratepayers 66 

therefore would pay more than their actual gas costs for the year, it was deemed to be less 67 

than what the ratepayers would have paid in the absence of the PBR program.  An 68 

example helps explain the concept.  Assume that in the absence of the PBR program, the 69 

cost of gas would have been 10 (that is, the Benchmark was 10).  Thus, in the absence of 70 

the PBR program, the ratepayers’ cost of gas would have been 10.  But lets further 71 

assume that under the PBR, Nicor outperformed this Benchmark, and in fact, the 72 

ratepayers’ cost of gas for the year was only 8, not 10.  Under that scenario, the  73 

“savings” recognized is the difference, or 2.  Under the PBR, the ratepayers pay Nicor 74 

half of the savings, in this case 1.  Thus, the ratepayers’ actual gas costs under the PBR 75 

program was not 8, but 8 plus 1, or 9.  Under this example, the ratepayers’ cost of gas 76 

was 9, which is less than what their cost of gas would have been in the absence of the 77 

PBR program, which is 10.  The ratepayers benefit by 1.  Further, Nicor has an incentive 78 

to achieve this benefit for the ratepayer, because it has also benefited by 1. 79 

B. The Storage Credit Adjustment (the “SCA”) 80 

Q: Please explain the concept of the SCA. 81 

A: The SCA is part of the complex calculation which, as previously discussed, attempts to 82 

predict how Nicor’s performance under the PBR program compares to what Nicor’s 83 
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performance would have been had the PBR program not been implemented.  The SCA 84 

relates to gas that Nicor places into storage. 85 

Q: Please explain how gas that is placed into storage affects Nicor’s performance under 86 

the PBR. 87 

A: As a historical matter, as well as operational necessity, Nicor injects gas into storage 88 

during the summer, when demand for gas is low, and then withdraws and delivers that 89 

gas to the ratepayers in the winter, when demand for gas is high.  This seasonal pattern of 90 

injecting and withdrawing gas at different times affects the cost of gas depending upon 91 

the difference between gas prices in the summer—when Nicor purchases the gas; and gas 92 

prices in winter—when Nicor withdraws gas from its storage fields.  Obviously, because 93 

the price of gas is affected, the PBR program must take it into account in order to 94 

determine what the cost of gas would have been in the absence of the PBR program. 95 

Q: How is the price of gas affected? 96 

A: When the price of gas in the summer is lower than the price of gas in the winter, Nicor 97 

has profited by purchasing at the low summer price, and then using that gas during the 98 

winter when prices are high.  Alternatively, when the price of gas in the summer is higher 99 

than the price of gas in the winter, Nicor has lost money by purchasing gas at the high 100 

summer price, and then using that gas during the winter when prices are low.  This basic 101 

principle, known as the “summer/winter spread,” is reflected in the Benchmark by the 102 

SCA. 103 
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Q: Please also describe the “Storage Credit Rate,” or SCR. 104 

A: The SCR is a component of the SCA calculation.  At a broad level of generality, the SCR 105 

effectively compares the price of gas in the summer and winter, in an attempt to 106 

determine whether Nicor has gained or lost money due to its seasonal gas purchases; that 107 

is, Nicor’s practice of purchasing gas in the summer, and then delivering that gas to the 108 

customers in the winter.  Basically, if gas prices are lower in the summer, the SCR will be 109 

a positive number, and will function to lower the Benchmark for every cubic foot of gas 110 

withdrawn from storage to service the ratepayers.  That makes sense, because the 111 

summer/winter spread has lowered Nicor’s cost of gas, and therefore would make it 112 

easier to beat the Benchmark. 113 

Q: What if gas prices are higher in the summer? 114 

A: Alternatively, if gas prices are higher in the summer, the SCR will be a negative number, 115 

and will function to raise the Benchmark for each cubic foot of gas withdrawn from 116 

storage to service the ratepayers. 117 

Q: Is it anomalous for the Benchmark to be raised in this situation? 118 

A: No.  It makes sense, because the summer/winter spread has increased Nicor’s cost of gas, 119 

and therefore would make it more difficult to beat the Benchmark. 120 

C. The Low-Cost LIFO Layers  121 

Q: Please describe the concept of “Low-Cost LIFO Layers.” 122 

A: LIFO means, exactly, “last in, first out.”  It is an accounting convention.  Essentially, it 123 

provides a convention so that Nicor knows, when it withdraws gas from storage, how to 124 

determine the price of the gas that is withdrawn.  The most recent gas injected into 125 
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storage is the first gas that Nicor withdraws.  Nicor employs the concept of a “layer” 126 

because the volume of gas in its storage fields is measured only once a year, at the end of 127 

December.  That measurement compares the volume of gas in storage at year-end with 128 

the volume of gas in  storage at the same time the year before.  If the volume is greater 129 

than it was last year, a new LIFO layer is created, at a prevailing price for gas.  If the 130 

volume is less than it was last year, there is not a new LIFO layer.  Instead, there is a 131 

depletion, or as it is referred to in the business, a “decrement” of the LIFO layers.  This is 132 

where the LIFO accounting convention comes in, which determines the price of the gas 133 

in storage that was withdrawn.  Finally, the term “low cost” refers to significant LIFO 134 

layers of gas that Nicor injected decades ago at prices significantly below the present cost 135 

of gas. 136 

Q: Please explain the  significance of this concept to Nicor. 137 

A: The concept is important to Nicor for a couple of reasons.  First, it is important because 138 

Nicor, unlike most gas utilities, has significant storage fields, which permits Nicor to 139 

store large volumes of gas and has enabled Nicor to create a very significant asset for the 140 

company that must be accounted for.  Second, it is important because Nicor has a large 141 

volume of gas in storage that was injected decades ago at a very low price.  Nicor was 142 

aware that if it were able to access these low-cost LIFO layers, it could provide a 143 

significant benefit to the ratepayers, and itself, by providing gas to ratepayers at very low 144 

cost.  In order to access these low-cost LIFO layers, however, Nicor had to ensure that it 145 

could recognize a LIFO decrement during the year. 146 
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Q: Please address the question of who owns Nicor’s low-cost LIFO layers. 147 

A: For numerous reasons identified in the Report, we concluded that Nicor and its 148 

shareholders own Nicor’s inventory of gas, including the low-cost LIFO layers.  We 149 

concluded that the ratepayer did not own this gas. 150 

III. Sale of Gas in December 1999 151 

Q: Please briefly explain the “1999 Sale of DSS Storage to IMD,” discussed in 152 

Section II of the Report. 153 

A: In December 1999, Nicor sold certain rights to pipeline gas to an entity called IMD in 154 

order to initiate a new partnership before the PBR started.  The sale of gas was at market 155 

rates, but it was sold below the cost of the gas, resulting in a loss to the ratepayers.  We 156 

looked to see whether it was appropriate for the ratepayers to suffer this loss. 157 

Q: Please explain the purpose of the partnership with IMD. 158 

A: The Agreement with IMD permitted IMD to manage Nicor’s gas leased from Natural Gas 159 

Pipeline Company of America.  Among other things, IMD, through its expertise and 160 

experience as a trader, would engage in commodity futures transactions which would 161 

enable Nicor and the ratepayers to achieve financial gains from its assets that Nicor did 162 

not have the expertise or experience to accomplish on its own. 163 

Q: Why did Nicor sell the gas to IMD? 164 

A: Nicor was compelled to sell the gas to IMD.  Under rules of the Federal Energy 165 

Regulatory Commission (“FERC”), in order for IMD to manage the gas in the Natural 166 

Gas Pipeline as planned, it was necessary that IMD take title to the gas.  Nicor 167 
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determined that, under FERC rules, it was necessary to sell this gas to IMD in order for 168 

IMD to manage the asset. 169 

Q: Please explain the potential effect on the ratepayers of selling the gas in December 170 

1999. 171 

A: Selling this gas in December of 1999, as opposed to waiting until January of 2000, made 172 

a difference to the ratepayer.  This gas was part of a recent LIFO layer that had a cost 173 

above the prevailing market price, and thus a short-term loss was likely going to be 174 

sustained if the gas were sold.  It mattered whether the gas was sold before or after 175 

January 1, 2000 because on that date the PBR program was implemented, and the 176 

previous regulatory regime did not account for gas losses in the same fashion as under the 177 

PBR. 178 

Q: How did these accounting differences affect the sale? 179 

A: In essence, if Nicor sold the gas in December 1999, the existing regulatory scheme 180 

provided that the entire loss occasioned by the sale would be borne by the ratepayer.  If 181 

the sale of the gas were delayed until January 2000, however, it would be governed by 182 

the new PBR regulatory scheme, under which Nicor and the ratepayer would share in the 183 

loss equally.  The gains to be derived from the transaction were all to occur after the PBR 184 

went into effect in January 2000.  Thus, Nicor and the ratepayer were to share equally in 185 

any benefits that were to be derived from the transaction in the future. 186 

Q: Please explain why Nicor engaged in the December 1999 transaction. 187 

A: Nicor had a legitimate business reason to engage in the transaction in December 1999.  It 188 

engaged in the transaction because IMD had informed Nicor that if the transaction were 189 
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consummated quickly before the new year, IMD would be able to take advantage of 190 

certain trading positions to “lock- in” a guaranteed benefit to Nicor and the ratepayers.  191 

Nicor was informed that by waiting until January, Nicor might miss this opportunity.  192 

Nicor personnel were also concerned that selling the gas in January 2000 might adversely 193 

impact the Company’s performance under the PBR because the sale might negatively 194 

impact the Storage Credit Adjustment on SCA. 195 

Q: Was Nicor aware of a possible adverse financial impact from this transaction on the 196 

ratepayers? 197 

A: Yes.  While the actual financial effect was uncertain, Nicor did attempt to determine the 198 

financial impact on the ratepayer of the December 1999 transaction.  To determine the 199 

extent of the risk, Nicor attempted to predict the average cost of gas for the month of 200 

December under various weather scenarios to determine the extent of, if any, short-term 201 

cost to the ratepayer.  Those predictions forecast that if Nicor engaged in the December 202 

1999 sale: (a) a December with average temperatures would result in a $1.8 million loss 203 

to the ratepayer; (b) a cold December would result in a $5.2 million gain to the ratepayer; 204 

and (c) a warm December would result in a 17.3 million loss to the ratepayer.  The 205 

prediction also forecast results in the event Nicor decided to engage in a partial December 206 

1999 sale, and indicated that in such a scenario: (a) a December with average 207 

temperatures would result in a $13.4 million loss; (b) a cold December would result in a 208 

$8.0 million loss; and (c) a warm December would result in a $12.5 million loss.  Nicor 209 

did not engage in a partial sale. 210 

Q: Did Nicor proceed with the December 1999 transaction? 211 

A: Yes. 212 
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Q: Did the ratepayers sustain a loss? 213 

A: Yes.  The loss that actually occurred was approximately $13.5 million. 214 

Q: Did you draw any conclusions about the propriety of this decision? 215 

A: Yes.  While we believe that Nicor had an appropriate business reason to engage in the 216 

December 1999 transaction, we note that due to the timing of the PBR regulatory scheme, 217 

ratepayers were exposed to all of the risk of loss in December 1999, but would share 218 

equally in the likely revenue to be derived from the transaction.  Because we think that 219 

the risks and benefits of the transaction should fall equally on both Nicor and the 220 

ratepayers, we concluded that the December 1999 transaction should be treated as if it 221 

had occurred under the PBR.  Thus, we concluded that Nicor should reimburse the 222 

ratepayers for half the loss sustained by the ratepayers in December 1999, or $6,750,000. 223 

IV.  DSS and Virtual Storage 224 

Q:  Please describe the “DSS and Virtual Storage” issue, discussed in Section III of the 225 

Report. 226 

A: As noted above, in December 1999, Nicor had transferred title to certain leased gas to 227 

IMD so that IMD could make money for Nicor by engaging in financial transactions and 228 

otherwise optimizing the value of the gas.  For all periods since January 2000, Nicor 229 

accounted for purchases of gas from IMD as “flowing” gas purchases, except during the 230 

period from September to December 2000.  During that time period, Nicor accounted for 231 

such purchases as “virtual storage.” 232 
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Q: Please explain “virtual storage accounting” as defined by Nicor. 233 

A: Under virtual storage accounting, all volumes purchased by Nicor from IMD during this 234 

time period were treated as if the gas had been withdrawn from Nicor’s storage fields. 235 

Q: Why did Nicor account for the gas in such a fashion? 236 

A: Nicor and IMD believed that the unusual pricing environment in the spring of 2000 237 

supported the change in accounting procedures.  In the spring of 2000, gas prices 238 

“inverted.”  Ordinarily, gas is more expensive in the winter than the summer, when 239 

demand for gas is naturally far greater.  In 2000, however, gas prices in the summer were 240 

higher than the preceding winter months, and about the same as the predicted price for 241 

gas in the following fall.  Nicor and IMD agreed that given this unusual pricing situation, 242 

there was no point in having IMD manage the gas, because no money could be made 243 

from placing financial hedges.  Further, IMD had no incentive to purchase gas to place 244 

into storage for use in the winter at what appeared to be inflated summer prices.  While 245 

IMD had no such incentive, purchasing gas in the summer to place into storage was an 246 

operational necessity for Nicor.  Therefore, a different arrangement was reached under 247 

which it was decided that the storage fields would be filled, and Nicor could, for the 248 

September through December time period, purchase that gas from IMD at the purchase 249 

price during the summer—as opposed to the market prices in the fall and winter when the 250 

gas would be used to service the ratepayers. 251 

Q: Did anyone at Nicor oppose virtual storage accounting? 252 

A: Yes.  A dispute arose within Nicor as to how to account for the gas.  While some felt that 253 

because Nicor was paying for the gas at summer prices, the usual summer/winter price 254 



Consol. Docket Nos. 01-0705, 02-0067, 02-0725 14 Nicor Ex. 2.0 

spread should be accounted for by treating the gas as if it had been withdrawn from 255 

storage (virtual storage accounting), others opposed virtual storage accounting because 256 

they believed it was more appropriate to treat the gas as if it were “flowing” gas. 257 

Q: Did you draw a conclusion as to the propriety of virtual storage accounting? 258 

A: Yes, we did.  We concluded that the virtual storage accounting was not appropriate.  259 

There were two primary reasons.  First, taking the IMD arrangement as a whole, most gas 260 

sold to Nicor was, as a practical matter, priced at injection prices, and therefore “virtual 261 

storage” gas was not treated in a different fashion from the other gas sold by IMD to 262 

Nicor.  Second, and more importantly, commodities futures hedges had been placed on 263 

the virtual storage gas, which had the effect of completely eliminating the price 264 

difference between the time of purchase in the summer, and the time of use in the winter 265 

(the summer/winter spread in gas prices).  This eliminated the rationale for treating the 266 

gas as stored.  Therefore, in our view, it was not appropriate to treat this gas as being 267 

withdrawn pursuant to the PBR. 268 

Q: What was the financial impact of virtual storage on the ratepayer? 269 

A: Because the Storage Credit Rate, or SCR, was a negative number for the year 2000, 270 

treating this gas as a withdrawal from storage increased the benchmark by about $9 271 

million.  Although the ratepayers did not receive lower gas prices, this improved Nicor’s 272 

performance under the PBR by $9 million.  As a result, the ratepayers had to pay half the 273 

“savings”—$4.5 million—to Nicor.  Unless Nicor makes other accounting adjustments 274 

favorable to ratepayers, the elimination of virtual storage accounting would mean that the 275 

company owed the ratepayers $4.5 million. 276 
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Q: Did you examine other DSS transactions? 277 

A: Yes, we did.  We examined whether other DSS transactions, which were accounted for as 278 

sales of flowing gas, were properly accounted for. 279 

Q: What did you conclude? 280 

A: We concluded that certain of these transactions were not properly accounted for.  With 281 

respect to gas sales from Nicor to IMD that Nicor repurchased from IMD, we concluded 282 

that the company should not have recorded these as sales because Nicor had a continuing 283 

involvement with this gas.  Properly accounting for these DSS transactions would return 284 

those volumes of gas to Nicor’s financial statements as inventory, and therefore would 285 

result in increasing the volume of withdrawals recognized by Nicor.  We noted that it was 286 

not clear whether those withdrawals were “storage” withdrawals which should be 287 

recognized under the PBR program. 288 

Q: How did you quantify the financial impact on the ratepayer of properly accounting 289 

for the DSS transactions? 290 

A: At the time we issued the Report, we understood that Nicor would prepare a financial 291 

calculation to quantify the harm to the ratepayer of correcting the accounting for the DSS 292 

transactions, in conjunction with correcting the accounting errors regarding storage 293 

prefills (discussed below).  We are not aware of the result of this calculation, or how it 294 

may impact on our other findings. 295 
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V. Carrying Costs 296 

Q: Please describe the issue of “Carrying Costs” also discussed in Section III of the 297 

Report. 298 

A: We noticed during our investigation that embedded in the price that Nicor paid to IMD 299 

for gas were certain interest payments that reimbursed IMD for the cost of carrying the 300 

gas.  These costs were included with the cost of gas and were passed on to the ratepayers. 301 

Q: Was this treatment appropriate? 302 

A: We concluded that it was not appropriate to pass these interest costs on to the ratepayer as 303 

a cost of gas.  Interest costs are not recoverable from the ratepayers and therefore Nicor 304 

should pay the ratepayers an additional $2.05 million, which represents the amount of 305 

interest payments passed on to ratepayers. 306 

VI. 2001 Meter Reading Error 307 

Q: Please explain the “Meter Reading Error” issue described in Section IV of the 308 

Report. 309 

A: In early 2001, the Natural Gas Pipeline Company made a meter reading error which 310 

underreported the amount of gas delivered to Nicor.  After discovering this problem, 311 

Nicor inadvertently corrected the error twice, once manually and once automatically 312 

through Nicor’s automated reporting system. 313 

Q: When was the error discovered? 314 

A: The double correction was discovered in March 2002, after the company had already 315 

filed the PBR for the 2001 calendar year. 316 
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Q: Did the “double correction” impact the ratepayers? 317 

A: Yes.  It had an indirect effect because it misstated volumes of gas used by Nicor, which 318 

volumes were used to determine the Benchmark. 319 

Q: Did Nicor correct this misstatement? 320 

A: Yes, they did.  In March 2002, Company personnel made a partial correction, which we 321 

concluded would take effect when Nicor filed its 2002 PBR results.  Later, in August 322 

2002, the Company indicated tha t it took further action to completely correct the problem 323 

with the filing of its 2002 PBR results.  We have not reviewed Nicor’s 2002 PBR results, 324 

and therefore are not personally aware of whether those corrections which were planned 325 

as of October 2002 were in fact made.  If the corrections were not made, Nicor would 326 

owe the ratepayers $1.15 million. 327 

VII. Weather Insurance 328 

Q: Did Nicor purchase weather insurance for fiscal year 2001? 329 

A: Yes.  In the year 2000, Nicor purchased weather insurance from a company called Aquila 330 

for the fiscal year 2001. 331 

Q: What does “weather insurance” mean in this context. 332 

A: Weather insurance is purchased to protect gas utilities against large deviations from 333 

expected weather patterns which affect the utility’s gas costs. 334 

Q: Please explain the “Weather Insurance” issue described in Section V of the Report. 335 

A: Aquila offered certain weather insurance policies to Nicor for a premium of 336 

approximately $3.5 million.  Nicor suggested a “supply deal” under which Nicor would 337 
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sell Aquila gas in future months which would be priced at approximately $2 million 338 

below the then-predicted prices for the gas in those future months.  Aquila accepted this 339 

deal and reduced Nicor’s cash insurance premium by about $2 million. 340 

Q: Please explain how the “supply deal” that was a part of Nicor’s weather insurance 341 

payment affected the PBR program. 342 

A: Nicor arranged the deal so that it would not affect the PBR program.  While Nicor was 343 

aware that any loss recognized in the supply deal would be passed on to the ratepayers 344 

and affect the PBR program, Nicor was confident that any loss could be made up at the 345 

end of the year by selling additional amounts of low cost LIFO gas.  Through liquidating 346 

additional low cost LIFO layers, Nicor was confident that the supply deal would not 347 

affect the PBR program. 348 

Q: Did anyone at Nicor oppose taking part in this transaction? 349 

A: Some at Nicor opposed the weather insurance supply deal because weather insurance 350 

premiums are a cost that only benefits the Company and not the ratepayers. 351 

Q: Did Nicor recognize a loss on the supply deal with Aquila? 352 

A: Yes.  Because of adverse price changes and the fact that Nicor did not hedge this 353 

transaction, the total loss from the gas sale recognized on the balance sheet ended up 354 

approximating $6 million.  However, that was a balance sheet loss, and does not 355 

necessarily quantify the harm to the ratepayer.  This is because Nicor liquidated sufficient 356 

low cost LIFO gas to offset the loss recognized on the supply deal with Aquila. 357 
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Q: Did you draw a conclusion as to whether this transaction was appropriate? 358 

A: Yes.  We concluded that it was improper to make the gas supply deal a part of the 359 

insurance premiums because weather insurance only benefits Nicor, Inc. and not the 360 

ratepayers.  By offsetting the premium for weather insurance with a discount on a gas 361 

supply deal, Nicor effectively passed on non-gas costs to the ratepayers.  We concluded 362 

that the transaction was improper, whether or not the ratepayer was harmed by the 363 

transaction. 364 

Q: Was the ratepayer harmed by the Aquila transaction? 365 

A: It is unclear.  The ratepayer did originally gain the benefit of low-cost LIFO gas that 366 

Nicor believed it had sold to the ratepayer to offset the loss on the Aquila transaction.  367 

However, at the time the Report was issued, Nicor intended to recalculate its PBR filings 368 

in light of changes to the accounting treatment of its Storage Prefill transactions and DSS 369 

transactions, which changes we believed would effectively eliminate the low-cost LIFO 370 

decrement that Nicor recognized.  The determination of whether the ratepayer was 371 

harmed by the Aquila transaction will depend upon whether Nicor is permitted to 372 

“reverse” the benefit the ratepayers gained from liquidation of  low-cost LIFO layers.  If 373 

the benefit ratepayers received from liquidation of the low-cost LIFO layers is reversed, 374 

the benefit conferred to the ratepayers by selling low-cost LIFO layers will not have 375 

occurred, and the Aquila transaction would have been a loss to the ratepayer.  In that 376 

event, the ratepayer was harmed in the amount of half of the loss it realized on the below-377 

market sale to Aquila—approximately $3.1 million.  If the ratepayer is permitted to retain 378 

the LIFO benefit, then arguably the ratepayer was not harmed by the Aquila transaction. 379 
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VIII. In-Field Transfers  380 

Q: Please briefly describe the “In-Field Transfer” issue discussed in Section VI of the 381 

Report. 382 

A: An in-field transfer is a movement of gas for the benefit of the maintenance of the 383 

aquifers in which the gas is stored, as opposed to movements of gas to service the 384 

ratepayers. 385 

Q: What are “aquifers” in this context. 386 

A: Aquifers are porous rocks, where gas is stored. 387 

Q: Please explain why transfers of gas are required to maintain the aquifers. 388 

A: If the gas pressure in the aquifers is too low, it would be difficult to withdraw gas when 389 

needed.  If pressure is too high, gas may be lost by being forced outside the aquifer.  390 

Injections and withdrawals of gas are therefore operationally necessary to keep each 391 

aquifer within a desirable range of pressure, whether or not such movements are required 392 

to service the ratepayers.  For example, even on a winter day during which Nicor is 393 

sending large quantities of gas to the ratepayers, Nicor may, at the same time, be injecting 394 

gas into various aquifers for operational reasons to maintain aquifer pressure.  Absent 395 

operational considerations, such injections on peak-demand days are inexplicable. 396 

Q: Did Nicor keep track of in-field transfers? 397 

A: Nicor did not keep track of in-field transfers before the PBR program.  Prior to the PBR, 398 

there was no reason to keep track of in-field transfers because they did not affect the 399 

financial results of the company.  Moreover, each aquifer is metered at various stations, 400 

which stations only keep track of overall injections and overall withdrawals.  There is no 401 
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easy way to track particular volumes of gas to determine which withdrawals of gas are 402 

being sent to the ratepayer, and which are being sent to other aquifers (i.e., are in-field 403 

transfers). 404 

Q: How do in-field transfers affect Nicor’s financial performance under the PBR. 405 

A: Under the PBR, withdrawals from storage to service the ratepayers affect the benchmark, 406 

which affects Nicor performance under the PBR program, and therefore, its financial 407 

performance. 408 

Q: Did Nicor keep track of in-field transfers after implementing the PBR? 409 

A: No, not initially.  In the year 2000, the first year of the PBR, Nicor did not keep track of 410 

in-field transfers.  Nor was it in Nicor’s interest to do so, because in 2000 gas prices in 411 

the summer were higher than gas prices in the winter, and therefore the Storage Credit 412 

Rate, or SCR, was negative.  As a result, withdrawals of gas from storage served to raise 413 

the benchmark.  Thus, by categorizing a withdrawal as an in-field transfer, Nicor would 414 

have indirectly lowered the benchmark, and reduced its performance under the PBR. 415 

Q: Did Nicor ever record in-field transfers? 416 

A: Yes.  Nicor recorded in-field transfers in the fall/winter of 2001.  In mid-October through 417 

mid-December of 2001, Nicor recorded in-field transfers virtually every day, totaling 418 

approximately 12 billion cubic feet (“bcf”) of gas.  In 2001, a normal year for gas prices, 419 

withdrawing gas from storage served to lower the PBR benchmark, making it harder for 420 

Nicor to recognize a PBR savings. 421 
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Q: Please explain how Nicor recorded in-field transfers. 422 

A: Nicor employed what we have referred to in the Report as a “netting” method for 423 

determining the quantity of in-field transfers.  An example helps clarify the system Nicor 424 

employed.  On a given winter day, Nicor might have accounted for 5 bcf of gas 425 

withdrawn from storage, and 2 bcf of gas injected into storage.  The netting method 426 

assumes that absent operational necessity, Nicor would not inject gas into its storage 427 

fields during a winter day when demand, and the cost of gas, is highest.  Instead, Nicor 428 

assumes that only 3 bcf of gas was delivered to the ratepayer, and that the remainder – 2 429 

bcf, was withdrawn and then injected into other fields for operational necessities.  430 

Essentially, under the netting method, all injections which occurred during the fall and 431 

winter were deemed to have been the result of a corresponding withdrawal. 432 

Q: Who at Nicor was responsible for making the decision to designate gas movements 433 

as in-field transfers? 434 

A: The decision to designate gas movements as in-field transfers was made by the supervisor 435 

of storage management, a relatively low-level Nicor employee. 436 

Q: How was that decision made? 437 

A: There were daily meetings during which in-field transfers were discussed, but the 438 

supervisor of storage management, and her supervisor Lonnie Upshaw, had ultimate 439 

authority to determine whether to designate in-field transfers.  The supervisor said that, in 440 

practice, she felt pressured in daily meetings to designate withdrawals as in-field 441 

transfers.  No one else attending these daily meetings thought that the supervisor was 442 
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inappropriately pressured, but rather they thought the supervisor was being reminded that 443 

these withdrawals should be designated as in-field transfers. 444 

Q: Did you draw a conclusion as to whether the “netting” method was appropriate for 445 

designating in-field transfers? 446 

A: Yes.  We concluded that the netting method for determining which volumes of 447 

withdrawals were in-field transfers was appropriate.  The fact that Nicor was injecting 448 

gas during the withdrawal season was because of the operational necessities of the 449 

aquifers, not ratepayer demand.  Thus, the volumes of gas that were withdrawn from 450 

storage to feed those injections were properly treated as in-field transfers.  It makes no 451 

sense under the PBR to include as gas withdrawals movements of gas that are only made 452 

for operational reasons and do not go to customers.  However, the company should have 453 

used a consistent method for tracking and reporting in-field transfers.  In our view, the 454 

netting method should have been used uniformly.  Nicor only used the “netting” method 455 

during the fall/winter of 2001. 456 

Q: Please explain the financial impact on the ratepayer of uniformly using the 457 

“netting” method. 458 

A: If the company had used the “netting” method uniformly for all of 2000 and 2001, the 459 

ratepayers would be due approximately $3.45 million.  While we believe it would be 460 

inappropriate under the PBR to disregard in-field transfers and treat those volumes as if 461 

they were “storage withdrawals,” we noted in our Report that if Nicor had ignored in-462 

field transfers, the ratepayers would be due approximately $16.3 million. 463 



Consol. Docket Nos. 01-0705, 02-0067, 02-0725 24 Nicor Ex. 2.0 

IX.  Storage Prefills 464 

Q: Please briefly describe the “Storage Prefills” issue discussed in Section VII of the 465 

Report. 466 

A: A storage prefill was an arrangement with a third party to inject gas into Nicor’s storage 467 

fields where Nicor would agree that it could buy the gas at a pre-determined price over a 468 

set future time period.  Nicor would pay interest and storage costs for the prefill gas.  The 469 

third party would retain title to the gas, but would agree to give up any rights to withdraw 470 

the gas once it was injected into Nicor’s storage fields. 471 

Q: How did Nicor account for storage prefills? 472 

A: From an accounting perspective, Nicor did not include storage prefills on its balance 473 

sheet until Nicor exercised its right to purchase the prefill volumes.  At such time, those 474 

volumes were accounted for as Nicor inventory in storage. 475 

Q: Why did Nicor engage in storage prefill transactions? 476 

A: Nicor engaged in storage prefills for two fundamental reasons.  First, it enabled Nicor to 477 

meet its operational requirements of filling its storage fields every year without building 478 

up new layers of LIFO gas at higher prices.  Liquidating low-cost LIFO layers of gas was 479 

an important part of Nicor’s PBR strategy, and due to LIFO accounting, Nicor could only 480 

access the low-cost LIFO layers if it did not build up new inventory.  By entering into 481 

storage prefill transactions, Nicor thought that it would be able to show a depletion of its 482 

inventory on the balance sheet—which was critical to meeting its financial objectives; 483 

and at the same time continue to completely fill its storage fields—an operational 484 

necessity.  Second, it enabled Nicor to predic t with high certainty the level of LIFO 485 
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decrement that would be recognized at year end.  Because the LIFO gas had such a low 486 

cost to Nicor, gaining control over its inventory levels ensured that Nicor could meet its 487 

pre-set financial objectives.  Absent storage prefills, Nicor’s financial performance under 488 

the PBR was subject to a very high level of risk.  But by entering into significant volumes 489 

of prefill transactions during the summer months, Nicor could recognize any value of 490 

LIFO decrement it wished by choosing to exercise, or not, its rights under existing 491 

storage prefill transactions at the year end.  Exercising its rights on more prefill 492 

transactions would reduce the amount of LIFO decrement recognized.  Not exercising its 493 

rights would increase the amount of the LIFO decrement.  Nicor had long daily meetings 494 

at the end of the year, during which it determined which prefills to exercise, and which to 495 

defer, in order to meet its financial objectives. 496 

Q: Was Nicor’s accounting of storage prefill transactions correct? 497 

A: No.  We concluded that the accounting underlying the storage prefills was in error.  498 

Pursuant to accounting rule FASB Statement No. 49, Accounting for Product Financing 499 

Arrangements, the storage prefill gas should have been considered to be owned by Nicor 500 

even though title to the gas did not transfer until Nicor exercised its rights to purchase.  501 

This is because Nicor had so many indicia of ownership: an agreed price for the gas, 502 

payment of interest and storage fees, and the fact that the third party could not withdraw 503 

the gas. 504 

Q: What was the financial effect on the ratepayer of this accounting error? 505 

A: The effect of this error was to undercharge ratepayers, because Nicor sold to ratepayers 506 

volumes of gas that it thought was low-cost LIFO gas, when in fact, due to accounting 507 

errors, it was much higher, market-priced gas.  The Company agrees with our analysis 508 
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and has calculated the impact.  We do not know the results of this calculation or how it 509 

may impact on our other findings. 510 

X. Related Party Transactions  511 

Q: Please explain the “Related Party Transactions” issue discussed in Section VIII of 512 

the Report. 513 

A: We investigated whether Nicor had engaged in improper transactions with its related 514 

unregulated entity, Enerchange.  In particular, we examined trades between Nicor and 515 

Enerchange to determine whether any transactions were improper. 516 

Q: Please describe Enerchange’s involvement with Nicor. 517 

A: Nicor has a separate corporate subsidiary called Enerchange which sells Nicor’s excess 518 

storage capacity to other individuals and entities.  In addition to engaging in transactions 519 

with these third parties, Enerchange also engaged in transactions with Nicor. 520 

Q: Did you conclude that any of the trades between Nicor and Enerchange were 521 

improper? 522 

A: No.  We found none that were improper. 523 

Q: Did you examine any significant trades? 524 

A: Yes.  There was one trade between the two entities in January 2000 that was particularly 525 

large.  Nicor sold the gas at the market price for September gas futures, which was 526 

slightly lower than the current January market price.  As part of the transaction, Nicor 527 

agreed not to withdraw the gas until September 2000. 528 
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Q: Please explain the January 2000 transaction. 529 

A: In January 2000, unusually warm weather resulted in Nicor suffering from a significant 530 

excess supply of gas.  The purpose of the slightly below-market trade was to sell some of 531 

this excess gas capacity, but still retain the ability to access the gas to service the 532 

ratepayers in the event of an unpredicted cold spell for the remainder of the winter.  The 533 

identical trade was made with two unrelated parties. 534 

Q: Did you draw a conclusion as to whether this particular transaction was proper? 535 

A: Yes.  We found nothing inappropriate about the trade. 536 

XI. Gas Transaction Losses 537 

Q: Please explain the “Gas Transaction Losses” issue discussed in Section IX of the 538 

Report. 539 

A: We investigated whether Nicor suffered inordinately high losses through hedging and 540 

through buying gas at first of the month prices. 541 

Q: Please explain “hedging” in this context. 542 

A: Hedging is a method that was used by Nicor to try to lower the cost of gas by reducing its 543 

exposure to the risk of unexpected price volatility.  The purpose of hedging is to ensure 544 

that Nicor would be protected from large losses due to unpredicted price volatility. 545 

Q: Please explain the steps you took to investigate Nicor’s hedging activities? 546 

A: We looked at opened and closed hedged positions taken by Nicor during 2000 and 2001. 547 
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Q: Were Nicor’s hedging activities appropriate? 548 

A: Yes.  We concluded that the pattern of hedging activity conducted by Nicor was 549 

consistent with appropriate hedging activity and, taken as a whole, did not indicate an 550 

attempt to speculate on gas prices. 551 

Q: Did Nicor lose money in its hedging activities? 552 

A: Sometimes Nicor lost money and other times Nicor made money.  The fact that money 553 

may have been lost on hedging trades, however, is not an indication that the hedging was 554 

improper, because hedging trades are designed to reduce risk.  The hedge may have been 555 

effective in reducing risk even when it resulted in a loss. 556 

Q: Please explain what you investigated regarding purchases by Nicor of gas at “first of 557 

the month” prices. 558 

A: We looked at whether buying gas at the first of the month prices resulted in inordinately 559 

large losses. 560 

Q: Please explain the relevance of “first of the month” pricing to the PBR program. 561 

A: Under the PBR, the Benchmark cost of gas was determined by assuming that 65% of gas 562 

supplied to the ratepayer during the month was priced at  first-of-the-month prices, and 563 

35% of gas supplied to the ratepayer was priced at daily prices during the month.  Nicor 564 

usually tried to forecast the market and time its purchases to match the 65/35 assumed 565 

split. 566 
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Q: Was Nicor’s decision to buy certain volumes of gas at first of the month prices 567 

inappropriate? 568 

A: No.  Sometimes buying gas at first of the month prices was advantageous to Nicor and 569 

other times it was not.  But in neither event did we have any reason to believe that the 570 

judgment used by the Gas Supply section in making these determinations was 571 

inappropriate. 572 

XII. Management Fees 573 

Q: Please explain the “Management Fees” issue discussed in Section X of the Report. 574 

A: We reviewed management fees paid to third parties for gas storage and transportation to 575 

see whether they were excessive.  In particular, we examined payments from Nicor to 576 

IMD under the PBR Storage Agreement. 577 

Q: Did you draw a conclusion as to whether the fees were excessive? 578 

A: No, we did not.  We were unable to reach an opinion as to whether the fees were 579 

excessive because the fees did not match the contracts that the parties had executed.  580 

Instead, it appears that the fees were negotiated between Nicor and IMD at the end of the 581 

year. 582 

Q: Please explain the recommendations you made regarding the management fees paid 583 

to IMD. 584 

A: We recommended that an audit be conducted to determine (a) the amounts actually 585 

agreed to by the parties; (b) whether those amounts were appropriate under the 586 

circumstances; and (c) whether those amounts were, in fact, paid to IMD. 587 
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XIII. Conclusion 588 

Q: Viewing the investigation as a whole, did you draw any general conclusions about 589 

Nicor’s conduct regarding the issues you investigated? 590 

A: Yes.  Under the PBR, Nicor found itself operating in a new and highly complex 591 

regulatory environment that was intended to align the company’s and ratepayers’ 592 

interests.  We identified several instances in which the Company took actions that had the 593 

effect of benefiting the Company and disadvantaging ratepayers.  In other instances, the 594 

Company made inadvertent accounting errors, sometimes to the benefit of the Company 595 

and sometimes to the benefit of ratepayers.  We did not find that there was criminal 596 

activity or fraud. 597 


