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were delinquent one year ago. One LDC will have more than twice as many delinquent
accounts and another almost a three fold increase. Only one company - Illinois Power -
projects fewer of its natural gas customers to be delinquent this year. In addition, LDC
delinquent account receivables are estimated to double from one year ago, totaling more than
$385 million. Receivables for one LDC have more than tripled from a year ago and have
doubled for two others.

Senior officers of LDCs have stated that they do not want to lose customers or incur the costs
of unnecessary shut offs. They have stated that they want customers to contact the LDCs to
arrange payment plans which will aliow customers to pay down their natural gas bills. In
private conversations and now publicly I urge the utilities to continue to initiate contact with
their delinquent customers to encourage those customers to make arrangements for payment
of their delinquent accounts before the start of the next heating season. LDCs must reach out
to their customers and let them know that the LDCs are willing to work with their customers
to prevent shut offs. '

The Mayor of the City of Braidwood and the Peotone Village President met with the

- Commission’s executive director on March 2, 2001 to discuss the cost of natural gas that Nicor Gas
passes on to its customers. A letter from 10 mayors of communities in Will and Kankakee counties,
along with petitions bearing 7000 signatures, were presented to the ICC’s Executive Director, Charles

- Fisher. The petitions and letters call for the Commission to investigate natural gas prices and have been -
included in the official recard of the Commission’s investigation. During the meeting, the concem was
expressed that constituents may not be aware of the availability of encrgy assistance. These concemns
were passed on to the Department of Commerce and Community Affairs which administers programs.
to assist Illinois citizens with energy grants to help with heating costs and home weathenzation.

The Commission adopted Resolution 01-0261 on March 13, 2001, urging utilities to forewarn
Illinois natural gas customer with delinquent accounts of potertial shutoff of setvice, continue to assist
customers by offering payment arrangements for past due amounts and level payment plans, and
informing customers that of the utility’s willingness to work with them to avoid disconnection.

All utilities report that they will follow Commission rules conceming discontinuance of service.
Most have voluntarly implemented more lenient collection policies that consider customer needs created
by the high cost of gas this heating season. These policies include more favorable terms for payment
amangements. Some utilities will express their willingness to work with customers by contacting them

prior to sending disconnection notices. Typically, utilities begin disconnecting service to customets who
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are delinquent as soon as the weather permits and certainly at the beginning of April. This year, utilities
have delayed issuing disconnection notices and have purportedly p rioritized d isconnection of service
based upon the customers’ payment histories. Utilities indicate that customers who have made no effort
to pay any portion of their delinquent bills will be the first ones scheduled for disconnection. Currently,
~ the Commission’s Consumer Services Division is monitoring the disconnection practices of the utilities to
insure compliance with Commission rules and adherence to the utilities” voluntarly-adopted policies

mtended to address the special circumstances arising from this last heating season.

2 Conclusions and Recommendations

The NOI Staff finds that the utilities made considerable efforts to alert customers to the rising
costs of natural gas and to inform customers of conservation measures, the availability of deferred and
budget bi]ﬁ‘l.lg plans and energy assistance. These efforts were frequent and presented through a variety
of fmedia'..‘ The high cost of gas and cold December weaﬂier resulted in bill amounts that were at least
double or triple those of the previous year. Despite these efforts, customers were shocked by the level
of their natural gas bills this heating season. The NOI Staff a]éo finds that utilities have modified their
coIlectibn and disconnection policies to be more lenient with customers and Help them manage the
unusually high bills arising from this last heating season.

‘The NOI Staff recommends that utilities continue to inform customers of anticipated gas price
movements, conservation measures, and available budget and deferred payment plans. Furthermore,
utilities should continue to review and evaluate their communications and collection policies to identify

potential improvements and determine the most appropriate ways to implement such improvements.
C. Supply and Production

L Discussion of Comments

Respondents attribute the higher eamings that producers'® achieved in 2000 to the high market -
price of natural gas and the decrease in supply from reduced exploration and drilling. The reasons

producers set forth in their financial reports for mcreased revenue supported the explanations given by
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the Illinois utilities. Producers also attributed the increase in revenue to increased demand, acquisitions,

and operational improvements. Texaco, in particular, attributed the high natural gas prices in the U.S. to

concems over low storage levels and strong weather driven demand.

Shown below are graphs of each company’s earnings by their production and wholesale

marketing segments. Note, however, that the companies do not report eamings on the same basis.

Figure 12: Production Company Earnings 1
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' Producers reviewed were B.P. Amoco, Duke Energy, Enron, and Texaco. Enron combines wholesale and
production for financial reporting purposes.
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Figure 13: Production Company Earnings 2
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Figure 14: Production Company Earnings 3
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Figure 15: Production Company Earnings 4
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2. Conclusions and Recommendations

There were no recommendations arising from respoﬁses to this section of the NOI and the NOI

Manager has no recommendations, either.

D. Transmission

1 Discussion of Comments

Tltinois utilities attributed increased revennes for transportation companies to an increase in
throughput. They state that the higher volume was due to increased demand for natural gas, economic
growth, new genemation facilities, and severe weather. In their financial reports, transportation
companics'’ offer the same explanation as Illinois utilities, but also added lower opemating expenses as

another reason.

The graphs below depict the net income and throughput of gas pipeline companies.

v Transportation companies reviewed were El Paso, Panhandie Eastern (CMS Energy), Texas Eastern Transmissien -
TETCO (Duke Energy), Texas Gas Transmission (Williams), and Northern Border (Enren).
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Figure 16: Interstate Pipeline Company Earnings
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Figure 17: Interstate Pipeline Company Throughput
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2 Conclusions and Recommendations

There were no recommendations arising from responses to this section of the NOI and the NOI

Manager has no recommendations, either.
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E. Distribution

L Discussion of Comments

Question E.1 of the NOI solicited comments regarding the use of incentive rates by utilities in
their Purchase Gas Adjustment clauses (PGA). Utilities expressing an opinion, for the most part, are in
favor of the use of incentive rates with respect to recovering PGA costs but indicate that incentive rates
must reach a proper balance between risk and reward. Ultilities indicate that while incentive rates can
-result in greater savings and lower prices to customers, they cannot avoid volatility in gas prices because
they are often associated with or compared to a market index or some other measure of market prices
for gas. The Cook County State’s Attorney’s Office (“CCSAQ”) indicates that incentive rates are of
dubious value and that competition among gas suppliers could provide the same benefits that are alleged
to be provided by incentive rates. Such retail competition for gas supply of course requires the utility to

offer a “customer choice™ gas transportation program, which will be discussed later in this section.

Incentive rate mechanisms may be intended to mimic the risk and reward associated with the
competitive supply of gas for profit. However, ncentive rates may not be a good substitute for the
competitive market place because of the difficulty in desigm'ng a reasonable proxy for the market prices

~ associated with the variety of gas supply and transportation functions utilized to serve customers.
Customers are more likely to realize the benefits of competition in gas supply if they can select their gas
supplier from among many altemative suppliers.

In evaluating incentive rate plans, one must determine whether a utility’s ability to perform better
than a particular benchmark will result in the same efficiencies and cost savings observed in a
competitive market with many suppliers. The latter is problematic because one must distinguish
between results that would occur with and without the incentive plan. Nevertheless, NOI Staff views
incentive plans, along with PGA elimination and customer choice transportation programs, as regulatory
tools that, if designed property, may improve customer welfare. Furthenmore, the Act gives options to

utilities to file incentive rate plans, as well as PGA elimination plans and customer choice plans.

Utilities claim that elimination of prudence reviews is necessary to encourage risk taking activity

by utilitics that will result in lower and more stable prices for customers. Staff reviews incentive rate
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plans filed by utilities to determine not only whether the plans warrant approval, but also whether the
proposals are consistent with relaxation or suspension of prudence investigations. Indeed, Staff has
accepted proposals by utilities to suspend prudence reviews, under the theory that the incentive
mectanisms would be adequate substitutes for prudence reviews in impelling the utilities to minimize

their gas costs. Indeed, Nicor Gas is currently operating under just such a framework.

In addition to problems inherent in the design and implementation of incertive rates, the NOI
Staff agrees that incentive rates are not necessarily the best tool to use in fimiting volafility in natural gas
prices but they may be usefisl in mitigﬁting the amount o f wholesale price increases if they provide
adequate incentives for utilities to .negotiate lower cost wholesale gas supply and transportation
contracts. ~ Although incentive rates may result in lower cost gas by some amount less than a
predetenmined benchmark, it is likely that the benchma;‘k and the incentive rates will fluctuate with
general market supply and d emand ¢ onditions and that contracts entered into under incentive plans

cannot avoid the effect of market wide supply and demand conditions on price.

In any evert, NOI Staff does not favor a Commission directive to utiliies to begin
implementation of incertive rate plans, U tilities are free to file incentive rate plans for C ommission
approval. Since utilities presumably l:emﬁt from retaming a specified share of savings from iIacefﬁve
mé plans there is sufficient incentive for utilities to file incentive plans without further Commission action.
Since incentive rate plans are not a panacea for the increases in wholesale prices, there is no need for

urgent Commission action to promote incentive rate plans.

Question E.2 solicited comments as to whether less frequent billing of PGA costs will contribute
to gas price stability for retail customers. Utilities indicate that they oppose less frequent billing of PGA
costs. Many utilities indicate that monthly billing of PGA costs is reflective of monthly pricing
deferminations in wholesale gas supply markets. Thus, if the billing of PGA costs to customers occurs
less frequently, then customers are less likely to receive market price signals that can influence their

consumption decisions. Illinois Power is the only utility that appears to acknowledge benefits from less
frequent billing of PGA costs.

The CCSAOQ favors even more frequert billing (or at least more frequent communication of

prices), in order to promote efficient ¢ onsumption decisions by retail customers. I n expressing this
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preference, the CCSAO opines that pricing stability should not be the objective; rather it is payment
stability which should be pursued. Additionally, in its reply comments, the CCSAO proposed that the
Commission examine extended budget plans (more than 12 months) as a means to help consumers
during periods of high gas prices. The CCSAQ gives an example to illustrate the payment implications
of the proposed 18-month options versus the normal 12-month levelized payment options. This
extended budget plan proposal is an issue in Docket 00-0789, regarding a Petition for Emergency
Rulemakng and Expedited Investigation which the City of Chicago and the People of Cook County
filed on December 12, 2000. Thus, this subject was expr_@ssly excluded from this NOI. However,

documents pertaining to any open ICC docket are available from the Commission’s eDocket web site:
<htip://eweb.icc state.il.us/e-docket>.

"The NOI Staff agrees with the position taken by utilities and the CCSAQ that the monthly billing
period for PGA costs should not be increased. Such an increase would likely obscure the market price
signal to consumers and thus promote inefficient consumption decisions at times when prices are at their

' highest levels. Due to the way gas usage is measured and billed, there is little price discovery of PGA
costs for the vast majority of retail customers prior to consuming gas, other than the filing of estimated -
monthly PGAs made by utilities with the Commission. The monthly PGA filings reflect previous
over/under collections of gas supply and transportation costs and thus may distort current market prices
depending upon the time period over which previous overunder collections are automatically reconciled
{for some companies as long as 3 prior months.). If customers do not invest the time to discover the
utility’s estimated monthly PGA for the upcoming billing/consumption period (a relatively easy , yet
obscure task), then the next opportunity for price &iscovery for customers occurs when they receive
their monthly bills. The latter may not be problematic for the vast majority of customers when gas prices
are in the $2-3 /mmbt range,. but when PGA prices double and triple and consume a larger share of a
household’s monthly income, it becomes more important for customers to decide whether they value
consuming an additional unit of gas at given prices. Since lengthening the billing period to 3-4 months
could remove pricing information from consumers’ decisions to use gas over the majority of the heating
season, customers would not receive the price signal that informs them of the value of consuming or

conserving an additional unit of gas at times when the price signal is most crucial. The latter is likely to
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lead to higher monthly bills for customers than would be the case if customers had known prices in

advance and at the end of each month to determine whether reductions in usage are warranted.

The NOI Staff is also in agreement with the CCSAO and utilities who indicate that the goal
should be billing stability and not necessarily pricing stability. Customers have budget billing options that
level the payments made over the course of the year and given the recent level of gas prices, customers
should seriously consider enrollment in level payment plans becawse there is no indication that wholesale

gas supply costs will decrease in the near fiture, i.e., for at least the 2001-2002 heating season.

~ Question E.3 solicits comments as to whether the PGA ‘shduld be revised in any other manner.
Utilities offer several suggestions, including: recovering capacity costs over the heating season rather
than year-round, seeking a clear policy statement from the Commission regarding the recoverability of
hedging costs through the PGA, promoting the use of hedging (via Commission statements), filing one
PGA cstimate with the ICC as close to the end of the month as possible, liriting the overunder
-collection from prior months to the immediate prior month in a PGA filing, and allowing the sharing of
net revermies from off-system transactions. CUB requests that the Commission include the failure to
mitigate for price volatility through the use of real and financial hedges in the Commission’s prudence
reviews for gas supply costs. The CCSAQ indicates that the PGA can be deregulated with a well-
designed customer direct purchase program. '

The NOI Staff does not agree that capacity costs should be recovered only through the heating
season. Although peak demand is achieved during the heating season, customers benefit from the use of
transportation and storage services year round as a physical hedge against potentially higher heating
season prices. Notwithstanding the previous statement, the use of natural gas to fuel electric generation
to meet summer peak demands may reduce heating season/non-heating season price differentials in
supply, storage, and transportation. Furthermore, if utilities desire to recover their capacity costs
exclusively in the heating season months, no action is required of the Commission because such
treatment is currently permissible under -the 83 IL. Admin. Code, Section 525.10, Applicability, (a), that
addresses the recovery of PGA costs. In Part 525.10(a), a utility is allowed to establish separate gas
charges for recovery of costs of a seasonal nature, which could include capacity costs that are seasonal

m nature,
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The NOI Staff disagrees with those utilities that argue a need for the Commission to allow
monthly PGA filings to be made as close to the end (or on) the last day of the month prior to their
effective period. The PGA rule, in Section 525.10 (c), already provides this option to utilities. Section
525.10(c) requires that gas charge reports for the effective month must be postmarked by the 20™ of
. the filing month, where the filing month is the month prior to the effective month. Furthemore, Section
525.10 {c) allows utilities to file anather monthly report for gas charges up until the last day of the filing
month. Monthly reports filed after such time require special permission from the Commission pursvant
to Section 9-201(a) of the Act. Section 525.10(c) indicates that monthly reports filed after the 20™ of
the filing month will only be accepted to correct emrors of a timely filed report for the same effective
period. Currently Staff accepts revised forecasts or estimates of gas supply charges as sufficient
reasons fo accept revised filings.

o The NOI Staff disagrees with utilities regarding the need for the Commission to allow

Cohq)any’s to shorten the time penod over which the Adjustment Factor automatically recovers
previous PGA overfunder collections and other costs or credits because there is nothing in Part 525 that

| prechdes u tilities from limiting all A djustment F actor co Sts/;:redit to those that were incurred in the
month prior to the filing month. (Section 525.50) | |

The NOI Staff’ disagrees with utiﬁties regarding the need to share off-system sales with
sharcholders because Staff is concemed that further encouraging such activity will result in the
subsidization of the cost of holding capacity and encourage the accumulation of otherwise urmeeded and

- excess capacity on behalf of utilities at the expense of raiepayers.

Even with the institution of customer choice gas transportation services, the NOI Staff would
oppose the concurrent deregulation of the PGA because there is insufficient evidence that the market for
retail gas supply service to residential and small commercial customers will be adequately competitive.
The NOI Staff would prefer to see the continued regulation of the PGA until it is shown that competition

at the small customer retail level will be robust enough to protect consumers’ interests.

The various comments related to hedging are addressed in Section 1, “Hedging and Risk

Management,” which begins on page 42.
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Question E.5 asked utility respondents to discuss the extent of estimated meter readings and the
methods used to calculate bills based on the estimated readings for the last four months of 2000 and
1999. They were also asked to identify the projected number of customers with current estimated

meter readings who have potentially over/underpaid for their gas usage.

Although not all utilities who responded to the NOI reported an increase in estimates from the
last four months in 1999 to the last four months in 2000, all who reported comparison numbers for
October through December 2000 showed a substantial increase in estimates for December 2000. The
oniy company to give a reason for the increase was Illinois Power, who cited weather related challenges

and a bimonthly meter reading pilot program.

The utilities use varous memodobgies to estimate customer bills. All methods described in the
NOI incorporate an individual usage factor based on some historical period, generally either the same
period from the previous year or the prior. 'montﬁ. Most also inco‘rporafe some type of factor based
upon .the weaﬁner for the billing period. | Which methods produce'the most accurate estimates have not
been determined. However, at least one utility’s methodology has been the subject of various consumer
complaints due to seemingly incredulous esimates. In the NOI Staff’s view, this utility’s mefhod is
producing biased estimates of customer usage, and further review and possibly corrective action is

Wanantéd.

None of the companies identified the number of customers who have potentially over/underpaid
for their gas usage, although Tllinois Power reported that gas usage was overestimated by an average of
2.1%. At least two utilities, [llinois Power and MidAmerican Energy, rebilled customers with estimated
readings in December. MidAmerican Energy used January reads and I]linois_ Power used actual
weather data to reallocate gas usage between the December and January billing cycles. Bills were then

recalculated using the gas charge in effect for each respective month.

If the components of the most accurate estimates were identified, 2 more uniform estimation
process could be encouraged among the varous utilities. In deciding upon changes to existing
estimation procedures, the Comunission should take into account both the costs and the benefits of
achieving greater accuracy. For instance, the cost of implementing some changes may depend on the

flexibility of the utility’s customer information system. As far as benefits are concemed, it should be
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noted that the risk of substantial under/over charge to a customer due fo an inaccurate use estimate
depends on the degree of retail price differences from one month to the next. NOI Staff recommends
that the Commission invite utilites and other potentially interested parties to participate in Staff-
sponsored workshop discussions on the topic of energy usage estimation. Hopefully, such discussions

will better facilitate the development of solutions to problems inherent in energy usage estiration.

2 Conclusions and Recommendations

Several utilities favor the use of incentive rate plans to recover PGA costs, but they do not
necessarily view incertive rates as useful in mitigating ivlioiesé.le price volatility. Two utilities indicag
that properdy designed incentive raie plans should include the elimination or circumvention of the
) Commiésicn’s prudence review process. NOI Staff recommends that the Commission refrain from
issuing a directive or policy statement urging utilities to implement incertive rate plans. The Act already
" provides a mechanism whereby utilities may propose such plans. With each filing, the Commission is
obligated to review the plan and determine if the proposal is in the public interest. Where called for in
an incertive plan, the Staff and the Commission evaluate whether the prudence review process can and
should be relaxed. The Commission is also authorized to condition approval of the plan on one or more
modifications, but utilities are permitted under the Act to reject Comumission-modified incentive plans.
There is no bamier preventing utiliies from filing and the Commission from approving appropriate

incentive rate plans.

Comments are neady unanimous in their o pposition to extending the billing period for PGA
costs, such that retail customers are billed less frequently. .The NOI Staff agrees with utilities and the
CCSAOQ that less frequent billing will distort price signals to customers at times when the information is
most needed, and thus is likely to result in higher bills. The NOI Staff recommends that the Commission
tefrain from adopting less frequent billing for PGA costs.

Comments received indicate that the PGA rule could be aliered to allow for scasonal capacity
costs to be recovered in their entirety over the heating season months, the monthly PGA to be filed as
close to the end of the month as possible, the shortening of the antomatic adjustment factor period, the

shanng of net-revemues from off-system transactions, and the climination of the PGA to promote
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competition. NOI Staff does not support any of these recommendations as they appear either
unneeded or unwarranted. Seasonal capacity charges, revised PGA up to the last day of the month,
and foreshortened adjustment periods are all allowed under the current PGA rule. Allowing the sharing
of net-revenues from off-system transactions would promote excess capacity holding by utilities at the
" expense of ratepayers. The current market for residential and commercial customers is not competitive
and thus does not warrant the elimination of the PGA.

On the topic of gas usage and bill estimation, the NOI Staff notes a variety of methodologies
currently in use. The accuracy of these methods is important when the retail rate varies significantly from
| ~one month to the next, as they did this last heating season. Ndl Staff is not conviﬁced that all of the

utiliﬁes’ methodologies produce adequately accurate estimates when actual meter reads are unavailable.
To work toward solutions to problems inherent in esﬁmaﬁng cuétomer usage, and to better enable the
7 Staﬁ' to make informed and appropriate recommendations to the Commission as to steps the
Commlssmn might take, NOI Staff recommends that the Commlssmn invite utilities and other potentially

interested parties to participate in Staff-sponsored workshop discussions on the topic of energy usage
estimation, |

F. - Holding Companies and Affiliates

1 Discussion of Comments

Most of the respondents identified major opemating affiliates. Two smaller utilities, Illinois Gas
Company and Mt. Carmel Public Utility Company, do not have major operating affiliates. Some of the
* uilities do engage in transactions with affiliates reganding natural gas pricing and purchasing. The
respondents generally maintain that they have m place adequate policies and practices to prevent
inappropriate activities regarding these transactions. Genenally, utilities that engage in gas pricing or
purchasing fransactions with affiliates mamtam that they do so only when doing so is beneficial to their

customers.

Pursuant to Section 7-101 of the Public Utilities Act, the Commission has some aécess to the

records those affiliated interests that engage in transactions with a utility. Section 7102 states in

relevant part:
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The Commission shall have jurisdiction over affiliated interests having transactions,
other than ownership of s tock and receipt of dividends t hereon, with electric and gas
public utilities under the jurisdiction of the Commission, to the extent of access to all
accounts and records of such affiliated interests relating to such transactions, including
access to accounts and records of joint and general expenses with the electric or gas
public utility any portion of which is related to such transactions; and to the extent of '
authority to require s uch reports with respect to such transactions to be submitted by
such affiliated interests, as the Commission may prescribe; provided, however, that prior
to requesting such access or reports from the affiliated interest, the Commission shall
first seek to obtain the information that would be included in such accounts, records or
reports from the public utility. The Commission shall not have access to any accounts
and records of, or require any reports from, an affiliated interest that are not related to a
transaction, including without limitation a transfer or exchange of tangible or intangible
assets, with the electric or gas public utility. Nothing in this paragraph shall limit the
-authority of the Commission otherwise provided under this Act to have access to
accounts and records of, or to require reports from, the electric or gas public utility or to
prescribe guidelines which the electric or gas public utility must follow in allocating costs
to transactions with affiliated interests. (220 ILCS 5/7-101(2)(ii))

Section 7- 101 further states:

No management, construction, engineering, supply, financial or similar contract and no
contract or arrangement for the purchase, sale, lease or exchange of any property or for
the furnishing of any service, property or thing, hereafier made with any affiliated
interest, as hereinbefore defined, shall be effective unless it has first been filed with and
consented to by the Commission or is exempted in accordance with the provisions of this
Section or of Section 16-111 of this Act. The Commission may condition such approval
in such manner as it may deem necessary to safeguard the public interest. If it be found
by the Commission, after investigation and a hearing, that any such contract or
arrangement is not in the public interest, the Commission may disapprove such contract
or arrangement. Every contract or arrangement not consented to or excepted by the
Commission as provided for in this Section is void,

- The consent to, or exemption or waiver of consent to, any contract or arrangement under

this Section or Section 16-111, does not constitute approval of payments thereunder for
the purpose of computing expense of operation in any rate proceeding. However, the
Commission shall not require a public utility to make purchases at prices exceeding the
prices offered by an affiliated interest, and the Commission shall not be required to
disapprove or disallow, solely on the ground that such payments yield the affiliated
interest a return or rate of return in excess of that allowed the public utility, any portion
of payments for purchases from an affiliated interest. (220 ILCS 5/7-101(3))
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The Commission does have jurisdiction over transactions with affiliated interests, including gas
pricing and purchasing amangements. Furthermore, the Commission has mitiated a proceeding, Docket
No. 00-0586, whereby it will establish a rule addressing nondiscrimination in affiliate transactions for

gas utilities.
2 Conclusions and Recammend&tians

‘There were no recommendations arising from responses to this section of the NOI and the NOI

Manager has no recommendations, either.
G Whoiesale and Trading

1 Discussion of Comments

Respondents first were asked to assess the degree to which natural gas was diverted from the
Tllinois markets to the Westefn states, such as California. Most respondents stated that they were unable
to quantify the extent of such diversion or to assess its effect on gas prices. However, some
respondents noted the existence of substantial price differentials between the western states and the rest
of the country, during the period under review in the NOL Specifically, prices for gas were higher in.
California than in the Midwest and New England states. While the higher prices were probably -
attracting supply that might ofherwise have been sold in the Midwest, none of the Tlinois utilitics -
indicated that they were unable to meet the demands of consumers in their service territories. Some
respondents also theorized that the price differentials were evidence of transportation constraints that -
were preventing even more diversion of supply. That is, in the absence of transportation constraints, the- -
western prices would have been lower than they were and the Midwestern prices would have been
higher, as the market sought an unconstrained equilibrium.'*

The Commission also asked how the natural gas price spikes contributed to the robust fourth
quarter 2000 eamings reported by gas trading companies and on how those eaming affected the price

of natural gas purchased by Illincis utilities. Responses to this question vaded. Some verified the

'® At the Commission's January 24, 2001 Gas Price Roundtable Meeting, Cynthia Albert of CMS Panhandle Pipeline
Companies estimated that 200 million cubic feet per day had been diverted from her company’s pipelines and markets
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assessment that trading companies’ fourth quarter profits were generally robust, while others indicated
that they had no knowledge of the situation. One respondent noted the obvious, that if a trading
company buys low and sells high then they make profits. Another opined that trading companies profit
more from price volatility than from high prices particularly for trading companies that focus on
managing risk for clients. Others acknowledged that there is probably a relationship between the high -
prices and. high profits of trading companies. One company projected that the increased eamings might.
‘Tetter enable gas trading companies to drill for new reserves. Another stated that if entry and exit are

ielatively easy and no trading company has dominant control over any essential facilities, then the issue

of profits should not arise in policy discussions.

The financial reports of wholesale marketers'”” that NOI Staff reviewed coincided with the
reasoning provided by the various respondents for wholesalers® higher eamings. Wholesalers also
aftributed the increase in reverue to improved operating efficiencics and the tight supply of natural gés .
coupled with an increase in demand for it attributed to the cold winter and the increased usage of gas-

fired generaﬁon during the summer of 2000.

Below is a graph of Dynegy’s wholesale sector’s contribution to net income. The other

wholesaler’s income data was presented under the production section.

to serve California in recent months. Staff notes that 200 million cubic feet amounts to (.2% of U.S. natural gas
consumption per day over December 2000 and January 2001.

¥ Wholesalers reviewed were B.P. Amoco, Duke Energy, Dynegy, Enron, and Texaco
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Figure 18: Whelesale Trading Company Earnings
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2, Conclusions and Recommendations

- Thete were no recommendations arising from responses to this section of the NOI and the NOI

Manager has no recommendations, either.
H. Projected Natural Gas Prices

1. Discussion of Comments

Most respondents provided projections consistent with the March 30 NYMEX Henry Hub
futures prices for open contracts, shown Section A, above (Figure 3, p. 5). For example, those futures
prices peak for the January 2002 contract at around $5.50, with Chicago citygate wholesale prices
about 20 cents per MMBtu higher. The Commission also asked about the likely effects on gas prices of
low storage levels at the end of the withdrawal season and the introduction of new natural gas-fired
electric generation plants in Illinois. While respondents were reluctant to speculate on the degree to
which these varables will affect natural gas prices, comments reflect an expectation that prices

throughout 2001 will remain relatively high,
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2 Conclusions and Recommendations

The NOI Manager has no reason to doubt the predictions of respondents and the market that
gas prices will remain in the range of around $5 to $5.50 per MMBtu. However, at the time of this
writing, (on Monday, Aprl 9, 2001, 11:22 ET), Henry Hub spot gas were trading higher, with the
Janmary 2002 contract at about $5.95. In the spot market (on Friday, Apnl 6, 2001), Henry Hub gas
traded at $5.33 and Chicago Citygate at $543 per MMBw. The NOI Manager has no

recotnmendations arising from this section of the NOL
L Hedging and Risk Management

L Discussion of Comments

As one might see from the graphs shown in sub-section A, above, gas utilities’ monthly PGAs
over the last two years have been highly correlated with wholesale spot market prices. However, such
aresultis notinevitable. In particular, by entering into certain natural gas supply and/or derivative
contracts, the month-to-month vaﬁations n prices paid by the utiliies and/or retail consumers can be

reduced or almost entirely eliminated. In general, such a strategy is commonly referred to as “hedging.”

In recent years, utilities’ winter gas needs have been met through a c ombination of storage
withdrawals of gas which was injected during the summer and fal and additional purchases from the
market. Many of those purchases were from the spot market or at prices that are linked by long-term
contract to one or more spot market price imdexes. Utilities may also enter Jong-term fixed price
contracts or purchase futures or options in advance of the winter heating season, in order to reduce the
PGA'’s overall exposure to spot price volatility. While some Illinois utilities have used such measures for
relatively limited portions of their expected winter demand level, genenally speaking utilities have not

been bedging to more substantial degrees.”

- Most of the parties expressed the opinion that hedging activities can dampen price volatility but

may entail additional costs. However, they also wamed that hedging would not create cheap gas. For

*® One apparent exception to this rule is Ameren. At the January 18, 2001 roundtable discussion, Scott Glaeser of
Ameren noted that “Our strategy is that two-thirds of our winter supply will be hedged in some form or another,
whether it be by storage or by fixed price gas or various financial instruments embedded in the current gas supply
agreements.” He fatter described the use of “fixed-forward deals” and “cost-less collars.”
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example, locking in a price in advance of the winter heating season does not guarantee that such a price
will continue to be the lowest available to the utility. That is, spot prices may subsequently fall and
emable the utility to purchase gas for less than the longer-term forward or futures price available months

or years earher. The opposite is also true, as demonstrated throughout 2000.

Many respondents explamed the utilities failure to engage m more substantial hedging activities

-on the lack of clearer signals from the Commission. Some respondents went so far as to claim that the

Commission has actively discouraged hedging activities. From their comments, some utilities appear
reluctant to adopt mote aggressive hedging strategies for fear of unfair hindsight prudence reviews,
particularly when spot market prices happen to fall below previously locked-in prices. To address this
fear, some respondents recommended that the Commission adopt an appropriate administrative rule or

articulate a more supportive hedging policy in some manner other than a rule. Finally, in its reply

comments, CUB recommended that the Commission declre that a utility’s failure to utilize a variety of

hedging toals will be considered evidence of potentially imprudent conduct.

2. Conclusions and Recommendations

For many respondents, hedging is a significant issue. The following discussion explams Staff's
position and reviews the Commission’s record with respect to utility hedging activities. This discussion
demonstrates that neither the Staff nor the Commission is opposed to hedging or liable to second guess
légitinmte risk management activities when hedged gas costs turn out to be higher than subsequent spot

market prices.

First, NOI Staff agrees with most or all respondents who said that hedging does not guarantee
lower costs either in the short—run or in the long-run.”' Hedging reduces exposure to price variations
over some time interval. For example, hedges created now and maintained through January 2002 will
reduce the degree to which buyers are helped or harmed i f January 2 002 s pot prices decrease or

mcrease, respectively, relative to current expectations.

M During the Commission’s January 24 Gas Price Roundtable Meeting, Donato Eassey of Merrill Lynch stated that
“historically, for 13 of the past 15 years, you have been better off buying in the spot market because the spot market
prices were lower than the firm prices.” (Tr. 16}
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Second, reducing retail consumers’ exposure to such price fluctuations has advantages as well
as disadvantages. One advantage is certainly easy to understand. Consumers do not like huge
unexpected price increases for commodities as important to them as natural gas. The disadvantages can
be a bit more difficult to fathom. For instance, one disadvantage is that reducing retail consumers’
exposure to price fluctuations in the spot market reduces economic efficiency, which is one of the

objectives articulated in the Public Utilities Act™

For the above two reasons, Staff, to date, has neither advocated nor opposed efforts to reduce
price risk through gas utility purchasing strategies or hedging programs. This neutral Staff position has

been articulated in numerous instances over the last several years.

For example, in ICC Docket 94-0403, the Staff did not object to the PGA Rule pennitting the
inclusion of “price management” {an obvious synonym for hedging or risk management) in the

definition of Recoverable Gas Costs.

In a PGA reconciliation case invblving Peoples Gas Light and Coke Company, a Staff witness
testified as follows on the subject of hedging:

Q. Are you opposed to hedging?

A No. In fact, had the Company actually hedged more than it did, as advocated
by Mr. Ross, I probably would nof be saying that the Company was imprudent for
hedging. The only reason that { add “probably” to that statement is that a prudence
determination would have to look at several factors. For instance, the Staff’ would
have to determine if the Company knew what it was doing and instituted a valid
hedging program in a valid mamer My pomnt is just that “hedging” is not
automatically imprudent. (Docket 97-0024, Rebuttal Testimony of Richard J.
Zuraski, July 20, 1998, p. 3)

In other PGA reconciliation cases, Staff noted the existence of valid hedging activity by utilities.
Even in instances where these hedges ended up' with ratepayers absorbing significant financial losses,

2 AsMr. Eassey observed, “if ... you try to freeze rates or insulate the consumer, you are in fact setting a false
sense of reality, and not setting right price signals and I think you just dig yourself a new bigger hole, 4 la California.”
(Tr. 18-19} To explain further, if the spot price of natural gas, “S,” along with the marginal cost of producing the
commodity, decreases below a previously locked-in forward price, “F,” consumers that must pay F will continue to
consume the product only up to the point that the product is worth F. At that point, there will still be producers
willing to produce more natural gas at a lower price. If, on the other hand, the spat price, “S,” increases relative to the
forward price, “F,” then those consumers will consume natural gas beyonad the level at which its value to consumers
is equal to the cost to produce. In either scenario, resources are wasted due to the rate freeze.
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Staff did not seek prudence disallowances. For example, afier performing its prudence investigation of
the annual costs incurred by Peoples Gas Light and Coke Company in ICC Docket 99-0483, the Staff
conchided that the company’s hedging activities were adequately planned and executed. Even though
there were losses associated with those hedging activities, Staff recognized that the Company did
reduce price risk for ratepayers through a reasonably well-conceived risk management plan. No Staff
testimony was filed to this effect simply because none was needed The Commission ordered no

disallowances for Peoples in that case

On the other hand, while the Staff has encouraged the Commission to adopt a laissez-faire

-attitude toward the degree ofhedging, that pemissiveness d oes not and should not extend to the

competenice and conscientiousness with w hich hedging activity is designed and executed. The NOI

Manager considers this to be a crcial distinction. The following examples may help explain this

opinion.

Suppose hypothetically that a utility starts off by purchasing all of its gas at spot market prices or :
through contracts tied to spot market prices. ‘Having enough storage capacity at its disposal for 30% of

forecasted winter consumption, throughout the injection season, the utility, in essence, enters a series of-

hedges for that 30% of expected demand. . Now, in addition, suppose that the utility decides to begin
hedging a éx&ater portion of its expected demand by entering into séveral forward contracts in May for
the upcoming December, January, and February delivery months, in an amount approximately equal to
20% of the expected demand levels in each of those months, For instance, the utility agrees in May to
buy a certain amount of gas in December for $5 per MMBtu. However, what if the Staff determines

® Staff also notes the comments of CUB’s Executive Director, Marty Cohen, during the Commission’s January 18,
2001 gas Price Roundtable Mecting:

(1]t has not been Commission Policy to require hedging of any kind, but it has not been Commission policy
to prohibit it. (Tr. 16-17)

It’s been left to utilities to make that decision. We think that they should be making those decisions in the
interest of their customers. And if they are not taking prudent steps to minimize prices, they ought to be held
accountable for that. (Ibid.)

We have long held that some prudent hedging cught to be the case for any company. (Tr. 54)

We would not object to a prudent strategy. (Ibid.)

What that exactly would be would have to be subject to litigation, but it makes no sense at all for the utilities
to claim we can’t hedge; we are ... prohﬂ:ited from it; we have no incentive to do so. {Ibid.)
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that on the same day in May that the utility agreed to buy December gas at §5, the average going rate
for December gas forwards was more like $4? Having identified such a difference, the Staff might
mvestigate further. Staff might examine the range of futures prices for December gas trading throughout
that day in May. Staff might simply ask the utility why it spert $1 more than the average going rate -
trading in the forwards market. In other words, the Staff would attempt to determine whether spending
$1 more than the average going rate was due, on the one hand, to a lack of prudence or an attempt to
improperly funnel ratepayer money to an affiliate, o, on the other hand, to extreme intra-day volatility in

the forward market or a product entailing greater flexibility than the standard forward and firtures

contract.

Now, lets assume, for purposes of this hypothetical, that the utility had no good explanation for
paying a dollar more than going rate for forwards. This should result in a disallowance. However, even
if the December spot price ultimately fell well below that earher going rate for forwands, it is my opinion

.that Staff would focus only on the $1 differential between the utility’s cost and the contemporaneous
going raté for gas forwards. Staff would not atternpt to hold the utility accountable for what could only
have been known t.hrough hindsight. F urthermore, if the spot price were to rise, instead, then the
Commission should still issue a prudence disallowance for the $1 differential between the utility’s cost
and the contemporaneous going rate for gas forwards. That is, whether the hedge produced gains or -

losses in comparison to an unhedged gas supply portfolio, the utility should be subject to disallowance
_for an imprudent purchasing of a $4 product for $5.

Docket 97-0013 provides another example of where the Staff might question a utility’s
competence and conscientiousness in carrying out a risk management plan. In this PGA reconciliation
case, the facts of the case showed that the utility had engaged in a series of transactions involving natural
gas futures as well as options on futures. In the reconciliation year, the utility had sustained losses from
the plan, which it had recovered from ratepayers through the PGA mechanism. The company
mentioned that the losses were the result of hedging. Afler careful study of the utility’s internal

memoranda and transaction records, it eventually bcca:ﬁe clear that the utility’s “hedging” consisted of

In the last 16 years | have been following this very closely, a utility has never been disallowed a single

nickel because they employed a strategy to try to minimize price volatility for their customers. They are scared of
a phantom. (Ibid.)
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two separate strategies, both involving natural gas derivatives. One of the strategies was an infra-
seasonal strategy and other was an inter-seasonal strategy. The Staff witness argued persuasively and,
indeed, proved mathematically, that the inter-seasonal strategy was not a valid hedging strategy, since it

actually increased price tisk to ratepayers:

The mam problem is that the inter-seasonal strategy does not constitute a valid hedge for
ratepayers. If winter prices rise above expected levels, ratepayers are doubly cursed: (1)

_from paying the higher winter spot prices for non-storage gas, and (2) from absorbing
financial losses associated with the inter-seasonal futures and options transactions. In
contrast, if winter prices fall below expected levels in the winter, ratepayers are doubly
blessed: (1) from paying the lower spot market prices for non-storage gas, and (2) from
the financial gain associated with the inter-seasonal futures and options transactions. In
short, the inter-seasonal strategy increases winter price risk. (ICC Docket 97-0013,
Direct Testimony of Richard J. Zuraski, pp. 4-5).

Desplte the above assessment, the Staff c0n51dered the utility’s unwise strategy to have been an
honest mlstake Later in his testimony, the Staff witness stated,

. Tam not recommending disallowance, for the following reasons.

First, there may be value in allowing utilities to try something new every now
and then, without the threat of overzealous prudence disallowance, even if some of
their schemes fail to live up to expectations. Second, as far as I can determine, the
Company’s sole intent n this instance was to provide a benefit for ratepayers. Third,
even though the strategy actually generated a loss in 1996, it was just as likely, ex
ante, to have generated a profit. [ footnote excluded] F ourth, had the C ompany’s
strategy generated a profit for 1996, it is unlikely that I would have recommended that
the Company exclude those profits from the 1996 PGA and retain them for
shareholders. In such an instance, my recommendation probably would have been for
CILCO to discontinue its inter-seasonal strategy, for the reasons explained herein, but
allow any already-realized profits to flow through the PGA for the benefit of
ratepayers. Thus, disallowance in this instance does not seem warranted.

The Staff witness also found the intra-seasonal program to be of questionable value as a hedging

program, but not nearly as objectionable as the inter-seasonal program, discussed in the above excerpt.
The Commission ultimately found as follows:

The Commission a grees that CILCO was not imprudent in i nvestigating and
utilizing the storage spread programs dunng 1996, and that CILCO properly recovered the net
cost of the programs under the provisions of the Uniform PGA. ... However, notwithstanding
that CILCO was not imprudent in using the two programs in the past, the Commission believes
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the concems voiced by the Staff are real, and that CILCO should not use the programs i the
future. In the event CILCO or any other Illinois utility uses the intra-seasonal program or the
inter-seasonal program in the future, the utilities shall be at risk of disaliowance of the net costs
incurred in connection with the programs. This conclusion is not a determination that Illinois
utilitics should or should not use hedging strategies or engage in futures market transactions. In
the event that any utility uses hedging strategies or engages in futures market transactions, the
Commission will consider such actions at the appropriate time as patt of the review of any
annual reconciliation in which the actions took place.

Thus, even on an occasion where the Staff discovered a utility unwittingly speculating rather than
hedging on behalf on ratepayers, Staff recommended that the Commission grant considerable latitude,

and the Commission acceded to that recohunendaﬁon.

The NOI Manager agrees with many of the respondents who argue that the experience of at
least the last year pushes in favor of #rore rather than less hedgihg. Utilities should never feel that they
have carte blanche o do whatever they Wént, as long as they label it “hédging.” However, they should
not feel as if they are preciuded from devising and implementing legitimate and prudent strategies that

reduce price risk for ratepayers.

With respect to various respondents’ call for some foﬁn of Commission direction or guidelnes

with respect to hedging, the NOT Manager does not recommend the promulgation of an administrative

‘ -rule.:, which is the way in which tﬁe CornHﬁSSioﬁ issues statements of general applicability that implement
policy. It is no more wise to create rules for hedging than it & to create rules for buying propane (used
for adding peaking capacity), or the right mix of no-notice storage service versus must-nominate storage
service, or the degree to which the company can rely upon firm transportation versus interruptible

transportation setvices in swing months, or the best way to maximum revenuce from release of
temporarily-unused pipeline capacity, or any number of other details related to the prudent management
of a utility’s business, The Commission sets rates to prevent monopolies from taking advantage of

~ market power; the Commission does not manage utility companies.

Furthermore, the legislature made a conscious decision, several years ago, to remove from the
list of Commission responsibilities “Least-Cost Plarming” for gas utilities (once described under section
8-402 of the Public Utilities Act). There is simply no need for the Commission to attempt to micro-

manage the affais of utility companies. Utilities should know how to run their businesses. But when
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they fail to meet expectations of prudence, whether in the realm of hedging or not, utilities should be heid

accountable.

J. Other Comments

1. Rate Design

On the subject of rate design for local distribution companies, the Cook County State’s
Attomey’s Office recommended that: ;

The Tllinois Commere Commission should initiate a Notice of Proposed Rulemaking
conceming rate design for all natural gas distributors in which fixed costs are allocated
among customers based 50% upon annual usage and 50% upon summer and winter peak

use.

"The CCSAQ’s suggestion is based on the assumption that residential and small commercial
customers are subsidizing large customers ﬁubugh the rate design methodologies that the Commission
has approved in the past. However, the CCSAQ has not provided aﬁy support for this assumption, at
least none that has not already been provided and rejected in previous cases before the Commission.

Indeed, the CCSAQ ignores the case history in [llinots of determining natural gas distribution charges.

Sometimes called, “base rates,” these distribution charges are 'aﬁproved by the Commission,
based on record evidence submitted by utilities, the Staff of the Commission, and intervenors which may
include representatives of customer groups as well as govénnnental entities advocating on behalf of
persons who take service within their respective boundaries {(such as CCSAQ). Base rates are for the
cost to deliver natural gas; not for the cost of gas itself which is recovered through the monthly PGA
rates. More specifically, base rates include the cost of production, transmission, distribution and other
equipment, related labor expenses and operating and maintenance expenses. As noted in Section A,
base rates did not increase over this last winter. Rather, the high retail price of natural gas this winter

was due entirely to changes in the PGA rates.

During rate cases, the Staff of the ICC recommends natural gas delivery rates for each customer
class based on established rate design principles, including the principle of assigning costs to the
customers who cause the costs and the principle of assigning non-usage-sensitive costs to monthly

customer charges and usage-sensitive costs to energy charges. The customer charge is a flat rate from

State of llinois Hlinois Commerce Commission Docket 81 NOI-1




NOI Manager’s Report Page 50

month to month and is charged\ to the customer regardless of the customer’s usage. FEnergy charges
apply a price per therm to the customer’s monthly therm usage. Thus, as the quantity of energy used

{(measured in therms) varies from one month to the next, the total energy charge varies, as well.

Assigning costs to the customer charge or to energy charges is a complex process utilizing many
different allocation factors which are applied to the various cost accounts. The process has been
established through the testimony of many expert witnesses in many rate cases. It is the opinion of the
NOI Staff’s rate design experts that simply applying a 50-50 assignment doctrine does not measure up
to established principles of rate design.

To conclude:

e The CCSAQ’s suggestion to allocate fixed c osts on a 50-50 basis does not have a
strong foundation. The CCSAO has provided no compelling reasons to move away
from more valid methodologies previously approved by the Commission, based on
more solidly-formed evidentiary records. -

¢ Conducting a Notice of Proposed Rulemaking (NOPR) on rate design is unnecessary,
since the rates of natural gas distribution companies and the methods to compute those
rates are normally determined through Commission rate cases.

2. FERC Intervention

In its initial comments, the Cook County State’s Attorney’s Office recommended the following:

The Mlinois Commerce Commission should petition the Fedeml Energy Regulatory
Commission to commence their own Notice of Proposed Rulemaking to generically change
the rate design employed by all interstate pipelines to the “Seaboard” format rather than the
“Straight or Modified Fixed Variable.” (CCSAO Initial Comments at 4)

The pipeline rate d esign practice of the FERC and its f edéral ratemaking predecessors has
shifted over the last fifty-or-so years from Seaboard, to United, to Modified Straight Variable (“MFV”),
to Straight Fixed Varable (“SFV™). The principle difference in these rate design methods is the relative
amount of fixed costs that they recover via demand charges versus commodity charges. For instance,
Seaboard recovers 50% of the fixed costs through the demand charge and SFV recovers 100% of the
fixed costs through the demand charge.
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The NOI Staff does not support generic FERC adoption of the Seaboard method for interstate
pipeline rate design, while the Commission, historically, supported the use of MFV. In its comments in
FERC Docket RM98-12, the ICC argued that s hifting to MFV would p rovide benefits to [ llinois.
(Comments of the ICC, pp. 30-31). The MFV method recovers all fixed costs except return on equity
and _related taxes from the demand charge. (FERC Stats & Regs 30,939 at 30,432).

In February 2000, FERC issued Order 637. In Order 637, FERC did not adopt the ICC’s
recommendation to drop SFV in favor of MFV.  Citing an bdustry in transition, FERC opted to
postpone changes to several pipeline poli(‘;ies, including SFV rate design until afier FERC Staff had
examined the matter via a series of technical conferences under FERC docket PLOO-1. (FERC Stats &

Regs 31,091 at 31,267).

In spite of FERC’s postponement of the rate design question, it is NOI Staff’s opinion that
Order 637 contains several features that afford pipeline customers thé flexibility to mitigate negative
~ effects that SFV may impose. Specifically, FERC revised its regulations to temporarily eliminate price
caps for short-term released capacity and_pe_rrnit pipelines to file for peak/off-peak and term
differentiated rate structures.

In addition to the flexibility afforded shippers by Order 637, FERC policy allows pipelines and
shippers to negotiate rate agreements that include factors such as price, term of service, receipt and
delivery pointé, and quantities to be delivered. FERC Stats & Regs 31,091 at 31,343. FERC adopted
a negotiated rates policy in “Aliernatives to Traditional Cost-of-Service Ratemaking for Natural Gas -
Pipelines, and R egulation of Negotiated T ransportation Services o f Natural Gas Pipelines,” (61 FR

4633 (Feb. 7, 1996), 74 FERC 61,076 (1996)).

_ Several Illinois utilities have indicated to Staff that they are capable of minimizing negative
impacts that may be caused by SFV rate design (or any rate design). For example, the higher a utility’s
system load factor, the more it benefits from a pipeline rate design that collects a larger amount of the
pipeline’s fixed costs through the demand charge component of the rate instead of the commodity
charge. Utilities with access to storage are able to use it 10 Increase their load factor. The addition of
gas-fired generation may also improve the seasonal use profile of pipelines. Also, several utilities

indicated that they have been able to negotiate seasonal and volumetric pipeline contracts that more
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accurately reflect their demand as well as obtain discounts on maximum pipeline rates. In addition,
marketers provide utilities and large demand customers with another option when negotiating with
pipelines.

In addition to the mitigating factors, noted above, it is useful to keep in perspective the relatively
small magnitude of the pipeline fixed costs at issue. The commodity cost of gas is, by far, the largest
part of total gas costs.

The representative throughput and projected discounts upon which rates are currently
determmed are out of sync with the changed and changing natural gas industry. . Staff of the
IMlinois Commerce Commission should make this pleading in all interventions at the Federal

Energy Regulatory Commisston. Further, staff should issue a public report within six months
outlining its initiatives and strategies. (CCSAQ Initial Comments at 4).

The CCSAQ’s claim that “throughput and projected discounts upon which rates are currently
determined are out of sync with the changed and changing natural gas industry,” is more appropriately
addressed in pipeline-specific rate cases at FERC, rather than in a generic rule-making proceeding. It is
the NOL Staff’s position that these matters involve material issues of fact, rather than policy questions.

The Staff of the ICC routinely recommends that the ICC intervene in cases at FERC. that are
expected to have significant impact on Mlinois energy consumers. ¥t would not be appropriate for the
ICC Staff to intervene on its own behalf in FERC cases, as rccommended by CCSAO. The
CCSAOQO’s recommendation raises the possibility that the Commission might also intervene on its own -
behalf and take a different position than that of its own Staff. Furthemmore, it would be counter-
. productive for the ICC to make pleadings concerning pipeline rate design “in all interventions at the
Federal Energy Regulatory Commission.” Interventions at FERC are case-specific and must, of
administrative necessity, be nawowly limited to the issues at hand.

Finally, NOI Staff points out that FERC rules permit CCSAQ to file petitions or requests for
declaratory orders at FERC. (18CFR 385.206 and 385.207, respectively). The CCSAO would also
be able to file comments or intervene in FERC dockets. As an intervenor, the CCSAO would have the
right to participate in hearings before FERC's administrative law judges, file briefs, file for rehearing of
FERC decisions and have legal standing to be heard by the Court of Appeals if they press their
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opposition to FERC's final orders. In other words, CCSAQ need not rely upon the Commmussion or the
Staff to bring the CCSAQ point of view before the FERC.

The CCSAQ also recommends that

The lilinois Commerce Commission should be testifying at FERC and the Congress to

develop new rate structures that generate appropriate levels of profit and propetly

assign cost responsibilities. CCSAO Initial Comments at 14.
In response, NOI Staff notes that the ICC is active in any FERC proceeding that it feels could
| signiﬁcai&ly affect the ratepayers of Minois. The ICC was very active m FERC’s pipeline restructuring
| ptoceedlngs leading up to the landmark open access rulemaking in FERC Order 636 in 1992. Since
then, the iCC has continued to be actively engaged at FERC, submitting comments in numerous natural
gas proceedings involving such matters as pipeline rate design, developing a secondary market for
. pipeline capacity, pipeline expansion, and facilitaing mutual cooperation across the state/federal
jurisdictional interface. 1t is less clear whether the Commission sﬁould attempt to broach the arcane
subject of pipeline rate design with a law making body such as the Congress. It seems to NOI Staff
that administrative agencies are much better equipped than legislatires to deal with the minutia within
their own bailiwicks.

The CCSAQ also recommends that

This Commission should develop coalitions with other state commissions, with
* National Association of Utility Consumer Advocates, and the Amencan Public Gas
Assoc1at10n (CCSAQ Initial Comments at 14).

The NQI Staff agrees that coalition building with other State Commissions or public interest
representatives can be bereficial to furthering public policy objectives. Most recently, with-reSpect to
gas cases before FERC, the ICC has actively participated in State Commission coalitions concerning
Kansas Ad Valorem refunds on both the Northern Natural and Panhandle Eastern Pipelines. Other
examples shall be omitted for the sake of brevity.,

In summary, the ICC routinely participates in cases before FERC that have the poiential to
significantly affect Illinois ratepayers. The 1CC participates in these cases on its own behalf or as part of
coalitions. The “analysis™ provided by CCSAQ in both its Initial Comments and Appendix A does not
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convincingly show that new pipeline rate s tructures are desirable or that F ERC’s current a pproach
improperly assigns cost responsibilities.  Hence, the Commission should reject CCSAQ’s
recommendation to petition FERC urging a reversion from SFV to the Seaboard method of rate design.

3. Resale of Gas Supply and Capacity

The CCSAO also made the following argument and recommendation:

While Peoples Gas/North Shore state that in their service areas there has been switching by
dual fuel customers away from natural gas, it appears to be less than optimal if the city gate
natural gas price can reach the equivalent of $87 for a barrel of oil when crude oil is under
. 540 a barrel. It would be useful if the Illinois Commerce C ommission staff conducteda
survey of industrial and other gas users on whether they receive appropriate price signals to
. make such a shift. Further, when these customers have firn commitments for supply and
~ capacity, can these customers easily resell their gas supply and capacity to others?
- Depending upon responses, the Commission staff may wish to promulgate a proposed change -
. in this Commission’s rules.

Staf’f objects to the suggestion that it should conduct a survey of industrial and other gas users -

- on whether they receive “appropriate price signals,” to induce economically efficient fuel switching,

This zﬁea of concem is cleady limited to relatively large users who have or can develop the
ability to switch between natural gas and fuels such as No. 2 Distillate. All such users have the option to
utilize unbundled gas service to purchase their natural gas not through the PGA but through third party
unregulated @s suppliers through open access transportation tarniffs. Indeed, virtually all such large .
customers have selected this type of service. Such customers are free to enter into contracts with
suppliers that allow the price to fluctuate with a daily spot market price index, similar to the type of
contracts commonly employed by utilities. With this type of contract, the issue of “appropriate price
signals,” is resolved.

On the other hand, suppose thét these customer desire instead to enter into longer-term fixed
price contracts. One might think that such a fixed price contract would dull and delay the appropriate
price signal and sometimes lead to over-consumption of natural gas and under-consumption of firel oil
when the ratio of spot natural gas prices to pot fuel oil prices (per a common measure of energy
content) rises somewhere above one-to-one. However, CCSAQ’s recommended remedy would deny

the industrial customer the same relief from price volatility that so many respondents to this NOI appear
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interested m obtaining for other customers. NOI Staff does not see why the Commission should
prevent gas customers from voluntarily entering into either fixed-rate contracts or fluctuating-rate

contracts or to manage price risks in the manner most acceptable to them.

There are other reasons why more customers did not necessarily switch to fuel oil. According

to the Energy Information Administration:

Manufacturers' fuel oil storage capacity is declining rapidly. Another indication of the
declining reliance on fiel oil by manufactares is the on-site storage capacity of the fuel oils.
One of the problems of fuel oil relative to other fuels is that manufactirers must mamntain
large storage tanks. This can prove to be an added expense beyond the price of the fuel.
Manufacturers must also guard against the environmental hazards brought about by faulty

underground storage tanks.”*

Whether it is increasing costs of maintaming storage tanks that comply with environmental
:regu'laﬁo.ns or some other fixed or varable costs that deter large firms from switching from natural gasto -
~ other fuels, NOI Staff has no reason to believe that these firms are not merely making informed
economic decisions. The NOI Smﬂ‘ sees Vno reason to assume that there is a market failure or a

regﬁlatozy failure at the core of the phenomenon cited bjr the CCSAQ. -

4, Impact on Consumers

The Midwest .Community Council (*“MCC”), located in Chicago, Illinois, focused its comments
on the impact of the high gas prices this last winter on consumers. Through various examples, the MCC

impressed upon the Commiission that natural gas can be considered a “commodity of life” In addition,
according to the MCC,

[T]here are literally thousands of families and particularly small businesses, trying to detenmine
if an avalanche of incorrect estimated bills are correct, doing it against a backdrop of
impending threats of being shut off, and trying to figure out how to make their dollars meet
 this unprecedented, and unfair challenge. ... Certainly any more energy assistance that can
be found is greatly needed and appreciated, but everything does not have to equate to a trip
to state coffers. In this case it may simply require firn regulatory resolve as the law

. prescribes, to define 300% billings to customers as “‘unreasonable”. Let Peoples Energy live
with the prices they paid for wholesale gas, and let everyday people who had no choice live
their lives, raise their children. Let seniors mature into their years without a capricious assault
on the precious funds they have, let Churches work for their members instead of Peoples Gas,

#(URL: httﬁ://www.eia.doe. gov/emeu/consumptionbriefs/mecs/mecs_fueloil_use.himi)
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and let this be a lesson to Peoples Energy, to protect your customers. ... Inour opinion
Peoples Energy is taking advantage of residents, churches, buildings owners, efc., believing
that they can bill customers for thew purchasing mistakes, and threaten collection by way of
“shut off”, to withhold these commodities of life, if captive customers without choice do not
cooperate with this failure to protect.

Addressing these points, NOI Staff begins with the MCC’s assertion of “incorrect estimated
bills_.’l’ As noted in previous sections, Staff will be following through with plans to re-examine utility-
methodologies for estimating bills with the intention of increasing their accuracy. By “impending threats
'_ of being shut off,” NOI Staff notes that utilities .a_re required by law to inform customers when their utility
: service is going to be discontinued. The NOI failed to show instances where a utility made improper
threats. Finally, by “purchasing mistakes,” NOI Staff believes that the MCC is referring to the failure to
create a hedge for a greater portion of the gas portfolio. In this regard, NOI Staff does not agree that
" the reluctance to hedge was a product of imprudence. H owever, as explained more thoroughly in
section 1 (starting on page 42), NOI Staff would certainly agree that utilities should give hedging a fresh
look.

Given the MCC’s grassroots attachments to the communities that it serves, NOI Staff accepts
the organization’s descriptions of how the lives of the citizenry have been affected by the price increases
of the last twelve months for this “commeodity of life” otherwise known as natural gas. These
descriptions underscore the need for all stakeholders and regulators to continue to search for ways to

mitigate the impacts of wholesale gas price increases on consumers.
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X Appendix A: Summary of Each Respondent’s Answer to each NOI and Supplemental
NOI Question '
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