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DIRECT TESTIMONY OF LINDY DECKER, CPA

INTRODUCTION AND SUMMARY OF TESTIMONY

Please state your name and title for the record.
My name is Lindy Decker. I am an Audit Manager with Grant Thornion LLP
(Grant Thornton). Grant Thornton is the fifth largest accounting firm in the

United States, with expertise in a range of professional accounting specialties.

Please explain why you are presenting testimony in this proceeding.

Grant Thornton has been retained by the City of Chicago (City) and the Citizens
Utility Board (CUB) to support their participation in this proceeding. This
testimony fulfills a major component of Grant Thornton’s engagement. My
assignments as a part of that engagement were: (a) to examine the natural gas
procurement activities of The Peoples Gas Light and Coke Company (PGL,
Peoples or Peoples Gas) and other wholesale midstream gas market transactions
or arrangements that may have affected the Purchased Gas Adjustment clause
(PGA) collections by Peoples during the October 1, 2000 to September 30, 2001
Reconciliation Period (Peoples 2001 fiscal year), and (b) to present my findings in

testimony to the Illinois Commerce Commission (Commission or ICC).

This testimony presents findings and conclusions from my review and analysis of
the information provided through discovery documents and depositions, and the
pre-filed testimony of various proposed witness for Peoples and other parties,
informed by my experience and expertise in the gas industry, augmented as
needed by targeted additional research. Among the issues relating to Peoples’
Fiscal Year 2001 (also referred to herein as FY 2001) purchased gas adjustment
(PGA)‘ charges that I reviewed was the question of whether, and if so how, PGL’s
interactions, through wholesale transactions or organizational arrangements, with

enovate, LLC (a joint venture between Peoples Energy Corporation and Enron
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Corporation), Enron Midwest (a subsidiary of Enron North America), and Enron

North America affected those charges.

Please summarize your professional qualifications.

I am a Certified Public Accountant in Texas and Oklahoma. I have worked for
Grant Thomton since January 2004. I worked for the public accounting firm of
Cole & Reed, PC from August of 2002 through December of 2003. Prior to that,
I worked for the accounting firm of Asthur Andersen LLP, (Andersen) from
September 1997 to July 2002.

During that time, T conducted more than 30 financial audits on a variety of natural
gas industry midstream and pipeline services companies, as well as related oil and
gas client audits. Among the large clients I have audited on a continuing basis
were FERC regulated interstate transporters and storers of natural gas. Included
in these large clients was a refining, marketing, and pipeline services joint venture
of two large clients (Texaco and Shell) that had assets of approximately $16
billion. These two very large companies aiso owned interests in other pipeline
companies, which my firms and 1 also audited. My current audit clients include
midstream service companies, as well as companies in other areas of the oil and

gas industries.

In addition, I have completed due diligence assignments, large corporate financial
transactions, and organizational transactions, including acquisitions and IPOs. [
have also developed and taught courses in Qil and Gas Accounting as part of in-
house educational programs for Andersen and Grant Thornton. My educational
background and my full professional history are detailed in my resume, which is

attached as City-CUB Ex. 1.1.
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Why is your experience with the midstream gas industry relevant in this
matter, which pertains to a regulated local distribution company (LDC),
PGL?

Midstream transportation and storage services are the critical link between gas
production and gas distribution. Gas purchase and agency agreements, storage
optimization contracts, and gas storage and management programs factor
prominently in this proceeding. Understanding such issues goes beyond
familiarity with regulated gas charges assessed by the LDC. Inventory valuation
and volumetric measurements, capacity issues, peaking services, and hedging gas
supplies, are matters with which I have had experience in the midstream services
field. Further, some of the entities involved with PGL were unregulated gas

market participants.

The knowledge and skills required to conduct effective financial audits of
midstream service companies include an understanding of revenue recognition
practices in midstream businesses and the timing of revenue recognition, and an
ability to match costs to revenues and identify documentation to verify the
underlying transactions. 1 am well versed with operational issues concerning

these types of enterprises.

How is your testimony organized?

Rather than address at once all the various transactions and arrangements in which
PGL or PGL assets were involved, as well as the additional complexities of the
midstream gas services industry, 1 have divided my testimony into manageable
sections. I begin with a discussion of several discrete activities or arrangements.
Each of these sections describes a specific activity, its relationship to or effect on
Peoples’ PGA collections, and the quantifiable economic harm, if any, resulting
from the activity., After those discussions, I examine the likelihood that the

transactions and arrangements were parts of a broader corporate initiative.
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My testimony is divided into the following discussion areas:
¢ Management Imprudence — the GPAA Contract
¢ Improper Accounting -- Lost and Unaccounted for Gas
¢ Inventory Mismanagement -- Negative Hub Balances
e Improper Storage Transactions
e Midstream Services Strategic Plan

e TImproper Affiliate Transactions

Please summarize the conclusions that you have reached with respect to these
topics.

The GPAA Contract. This section of my testimony shows that Peoples Gas’
supply contract with Enron North America (ENA), a subsidiary of Enron
Corporation (Enron) was imprudent. The three major components of the contract
(known as the Gas Purchase and Agency Agreement or GPAA) — price, quantity,
and term were each imprudent. My analysis shows that with respect to price and
quantity, Peoples Gas ceded control over these vital terms to the supplier, ENA.
During depositions, Peoples witness David Wear testified that the utility assumed
that ENA would not act to take advantage of these provisions t0 maximize its
profits — clearly an unreasonable and imprudent position. As to term, the GPAA
was a five-year contract, an anomaly at the time the contract was signed, and a

deviation from Peoples’ past gas procurement practices.

I also show evidence that an economic analysis of the GPAA that PGL conducted
prior to signing the contract demonstrated that the contract was an economic loser
for PGL and, as a result, ratepayers. Despite this, Peoples Gas entered into this

unfavorable contract.

I estimate that the economic harm caused ratepayers during the reconciliation
period because of GPAA imprudence was $37,470,517. 1 recommend that

amount be refunded to ratepayers.
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Lost and Unaccounted for Gas. This section of my testimony shows that during
Peoples’ FY 2001 (and the utility’s fiscal years 2002 and 2003), PGL suffered a
dramatic increase in unaccounted for gas. The accepted industry range for
unaccounted for gas is from 0% to 3% of gas purchases or throughput. During the
reconciliation period, Peoples reported a lost and unaccounted for gas amount of
8%. There are several internal Peoples documents showing that Peoples’
employees were concerned about this dramatic increase in unaccounted for gas.

Yet, Peoples took no steps to address or control the problem.

Peoples’ failure to track, investigate, and mitigate the cause(s) of the dramatic
increase in lost and unaccounted for gas was imprudent. Because Peoples Gas
included the costs associated with lost and unaccounted for gas in its PGA

charges, T recommend that the utility refund $37,878,400 to ratepayers.

Negative Hub Balances. This section discusses how Peoples Energy Corporation
(PEC) used utility assets for non-utility midstream profits and which benefited
Peoples’ affiliates and third parties. I show that utility customers shouldered the
cost of the assets used by midstream segments to generate sales and profits and
how PEC used Manlove storage assets. Gas inventory levels during the
reconciliation period will be presented and the resulting low levels shown. The
discussion includes how much PGL gas was available for ratepayers and the
increased cost to the ratepayers if the working gas is depleted down to the cushion

gas.

Improper Storage Transactions. This section reviews PGL’s obligation to
disclose and seek approval for transaction involving affiliated interests and
concludes from the available evidence that the utility ignored that obligation. The

materials 1 reviewed indicate that through a series of arrangements among

affiliates of PGL and Enron, PGL bypassed ICC scrutiny of its activitics. In
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particular, PEC and Enron caused enovate and EMW to be functionally equivalent
in order to obscure transactions between enovate and PGL that it neither disclosed
to nor sought approval from the Commission. The adverse consequences for
ratepayers likely included a failure to credit ratepayers with revenues earned using
assets and activities for which ratepayers paid the costs. Accordingly, I
recommend that unless PGL can demonstrate with appropriate documentation that
PGA costs were not affected and that PGA assets and costs were not used to
benefit entities other than ratepayers, the $20 million profit attributed to enovate

should be credited to PGL ratepayers.

Midstream Serviées Strategic Plan. This section of my testimony (using FY 2001
economic and market data) provides the industry environment context for the
discrete activities addressed in earlier discussion areas. It reviews the
involvement of Peoples or Peoples’ PGA assets in other transactions or
arrangements with wholesale market participants, including affiliates of PGL and
Enron Corporation (Enron). It then examines the possibility that Peoples’
questionable decisions and imprudent activities were part of a broader plan that
subordinated the interests of ratepayers to the benefit of certain Peoples’ corporate
affiliates. An overview of the relationships among the activities identified in my
testimony, and knowledge that those actions were consistent with an existing
broader strategy help in understanding the likely purposes of PGL’s questionable
actions and the actual effects they had on FY 2001 PGA charges.

Briefly, my review of the FY 2001 environment shows that to maintain its
attractiveness to investors in relation to comparable firms in the gas industry, PEC
would have needed to increase its revenues and income substantially. PEC chose
to emphasize increasing midstream services revenues as its strategy to achieve
those financial objectives. PEC’s midstream services initiative was not a secret.
It was highlighted in PEC’s reports to the public and to securities regulators. In

that context, PEC entered into a series of contracts and organizational
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arrangements with affiliates of Enron Corporation (Enron) and its own affiliated
interests that served those objectives. A number of PGL decisions or actions that
have been described as unusual, or challenged as imprudent, were consistent with

that broader strategy.

Improper Affiliate Transactions. This section reviews PGL’s obligation to
disclose and seek approval for transactions with affiliated interests. PGL has not
met that obligation. I discuss how the various arrangements involving PEC and
Enron affiliates served to bypass ICC scrutiny of interaction between PGL and
related entities. The evidence shows that EMW and the PGL affiliate enovate
were substantively the same for purposes of certain activities involving PGL or
PGL’s PGA assets. Given the apparent necessity of PGA assets to generate the
EMW/enovate revenues, in the absence of proof from PGL that the permitted uses
of its assets were prudent and properly compensated or documentary evidence
that distinguish PGA revenues from other enovate profits, the revenues apparently

generated with PGA assets ($20 million) should be credited to ratepayers.

Conclusion. This final section of my testimony summarizes the economic harm
attributed to imprudent, unlawful, or unreasonable actions by PGL. When
quantification with reasonable precision was not possible, a qualitative discussion

and an estimated range arc provided.

I recommend a refund of approximately $100 million, comprising ratepayer
harms from imprudently incurred higher costs, revenues not properly credited to
ratepayers, and economic opportunities imprudently given to other entities. The

specific recommended refund amounts are as follows:

Imprudent GPAA costs: $37.470,517

Lost and Unaccounted for Gas: $37,878,400
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MANAGEMENT IMPRUDENCE — THE GPAA CONTRACT

What is your understanding of the GPAA?
Peoples Gas entered into the GPAA with Enron North America (“ENA”) in

September of 1999, effective October 157

of that year. Under the agreement,
Enron would supply the major portion of PGL’s gas commodity needs. PGL
granted ENA access to and a measure of control over several critical aspects of its
gas supply through the GPAA. (Exhibit 1.2, GPAA, PGL Response to Staff DR

ENG 2.054).

How does the GPAA compare with other gas supply contracts in the
industry?

The GPAA has been discussed extensively in the pre-filed testimonies of
witnesses for the Commission Staff, the llinois Attorney General, and CUB.
Each of those witnesses has expressed an opinion that the agreement was not a
prudent business decision by PGL. When I'look at the contract from my
perspective as an experienced observer of midstream industry firms and activities,
and with the benefit of discovery not available earlier, I come to a similar
conclusion. There are elements of the GPAA that, in my judgment (based on the
circumstances at the time it was executed), were not prudent, reasonable, or in the

best interests of PGL’s ratepayers.

In particular, the key elements of the GPAA were price, quantity, and length of
the contract. Critical aspects of each of these three factors, as laid out in the
agreement, were controlied by ENA, and PGL could reasonably have expected
ENA to exercise them to its own advantage. Ceding control of the major cost
determinants of a contract to one’s counterparty is not the decision of a reasonable

businessperson under realistic circumstances.
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Please explain in more detail what you find unreasonable or imprudent with
respect to each of these key contract elements. Beginning with the price
terms, what were the pricing provisions of the GPAA?

Under the GPAA, PGL purchased from ENA, the Seller, three different quantities
of gas: 1) baseload, 2) summer incremental quantity (SIQ), and 3) daily
incremental quantity (DIQ). For baseload purchases, under Articles 4.2(b) and
4.2(c), PGL had a default price of first-of-month Chicago Citygate Index, minus a
three-cent discount. Enron had the right to re-price portions of the baseload

quantities.

Article 4.2 (b) of the GPAA stated the following:

On or before October 1, 1999, Seller shall notify Buyer that Seller
wishes to elect the following right to change the Gas Price:
Notwithstanding anything to the contrary in this Agreement, in
addition to the Baseload Price Adjustment, Seller may at any time
and from time to time during a Winter Period, change the Gas
Price for any Day in the Winter Period from the price set forth in
Section 4.1(a) to the Daily Price for a portion of the Baseload
Quantity equal to MMBtu per Day. (Bold added for
emphasis).

Article 4.2 (c) of the GPAA similarly stated:

On or before January 1, 2000, Seller shall notify Buyer that Seller
wishes to elect the following right to change the Gas Price:
Notwithstanding anything to the contrary in this Agreement, in
addition to the Baseload Price Adjustment and the adjustment
pursuant to Section 4.2(b) Seller may, at any time and from time to
time during a Winter Period, change the Gas Price for any Day in
the Winter Period from the price set forth in Section 4.1(a) fo the
Daily Price for a portion of the Baseload Quantity equal to
MMBtu per Day. (Bold added for emphasis).

These provisions gave ENA conftrol over pricing. PGL gave the Seller (ENA) the
flexibility to choose between two different pricing options. Under various market

conditions, one or the other pricing option would be more advantageous to the

Seller and less advantageous to PGL. These provisions allowed the Seller to
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assure that the price in effect at any time would always be the one fo its
advantage. (If the pricing option in effect were not up to the Seller, a change in
market conditions could make the contract price more advantageous to PGL,
instead of to Enron. But, under the GPAA, the Seller could change the pricing
based on actual or projected market fundamentals, providing Seller a no-lose

opportunity.)

Granting this unilateral power to the Seller was not prudent on the part of Peoples
Gas, the Buyer. (And, there is no indication in the documents reviewed that PGL

investigated the economics of seeking termination of this unusual arrangement.}

What did the GPAA provide with respect to contract quantities?
The quantities of certain other categories of gas that Peoples Gas was obligated to
buy were also dictated by the Seller, ENA. The GPAA stated:

&

‘Summer Incremental Quantity” means a quantity of Gas equal to
a quantity from MMBtu per Day to
MMBtu per Day as
determined by Seller pursuant to Section 2.7 but in no event shall
the total quantity of Summer Incremental Quantity for the Summer
Period exceed 30,500,000 MMBtu. (Bold added for emphasis).
As a result of this provision, when market conditions (e.g., high applicable prices)
favored the Seller, it could maximize its profit opportunity by compelling PGL to
buy greater amounts of gas at the favorable (to ENA) price. It is difficult to
define conditions under which such contract provisions would be reasonable.
From the materials I have reviewed, Peoples Gas had no practical or prudent
business reason to allow its gas supplier to dictate the quantities of gas it would

purchase.

The deposition of Peoples Manager of Gas Supply Administration David Wear

underscores that entering into the GPAA was imprudent. Mr. Wear discussed the
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313 GPAA in his deposition on November 10, 2004. Consider the following selected
314 excerpts:
315
316 Q: Could you state the reasons why, under the GPAA, Enron was able to
317 choose how much gas Peoples purchased — how much summer
318 incremental quantity gas Peoples Gas purchased?
319
321 A: The reason that — the simple reason is that what was written into the
322 contract. The basis of that was that Peoples was indifferent to when those
323 volumes showed up to some degree, because that quantity would over the
324 summer period (be) expected to average out to somewhere in the middle
325 and that quantity of gas would have been used for storage refill.
326
327 Q: Let me just make sure I understand. You said that Peoples was indifferent
328 to some degree when that quantity of summer incremental gas showed up
329 because it would average out to the middie. Could you explain a little bit
330 further what you meant by that?
331
332 A: If the quantity was able to range from 45,000 to 125,000 a day, our
333 expectation was that it would not be at one extreme or the other every day
334 of that period. That over the life agreement that that quantity would
335 probably be somewhere — would average somewhere in the middle, and
336 that amount of gas at an average level fit well into our storage refill.
338
339 Q: What was the basis of that belief?
340
341 A: T'don’t recall all the assumptions that went into that belief. 1know that
342 when I made that statement in testimony that it was based on some
343 expectation that the seller would be behaving rationally to market
344 conditions.
345
346 Q: Did you receive any communication from the seller that indicated that
347 over time the amount that they were selling to Peoples would tend to
348 average out to about the middle of that range of 45,000 to 125,0007
349
350 A No.
351

352 (Ex. 1.3, Wear Tr. at 51 — 53) (emphasis added)
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Mr. Wear’s expectation that ENA would “be behaving rationally to market
conditions” ignores several salient factors surrounding the SIQ provision. (Wear
Tr. at 53). First, rational behavior for a seller would be to maximize its profits, at
the expense of the buyer, Peoples Gas. Second, even if its actions were not based
solely on maximizing the revenue from each individual contract, rational behavior
for a seller like ENA, which had customers across the country, would not
necessarily translate into action that would be in the best interests of any single
LDC buyer (PGL). As to these points, Mr. Wear acknowledges that he never
received any assurance from ENA that it would, over time, require gas purchases
that would average out to the middle of the 45,000 — 125,000 thousand Dth range.
Finally, even if the assumption that there would be an averaging effect in SIQ
quantities were valid, Mr. Wear and PGL ignore entirely the effect of price
differences during the supply period. If the above-average SIQ purchases were
required during high price periods and were “balanced” by below-average SIQ
purchase quantities during low-price periods, the prices paid by ratepayers would
not “average out to somewhere in the middle,” and PGL should not have been

“indifferent to when those volumes showed up.” (Ex. 1.3, Wear Tr. at 52).

What was the term of the GPAA?
The contract was effective for a period starting October 1, 1999 and ending in
October 2004.

Was a five-year term agreement unusual at the time the GPAA was
negotiated?

Yes. The use of longer-term contracts by 1.DCs has gone through several cycles.
Five-year gas purchase agreements did exist during the late 1990s and early 2000s
period of the GPAA, but these were not common practice. An article in FT
Energy Newsletters — International Gas Report dated May 12, 2000, cited the

following from a Boston conference on gas distribution:
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384 The consensus among those at the meeting was the ‘good old
385 days’ when local gas distribution companies signed long-term
386 supply contracts with pipelines, are gone for good. While a few
387 such arrangements still surface from time to time, the practice
388 now is for distributors, and many direct end-users, to depend
389 primarily on the spot market, and take the chance that the market
390 conditions will not have an adverse impact on actual gas
391 deliveries. (Ex. 1.4, Northeast Is New Gas Powerhouse, FT
392 Energy Newsletters — International Gas Report, May 12, 2000).
393
394 While spot market purchases may have been a common industry practice, I do not
395 endorse it as a prudent one, without coverage of the price risks through some form
396 of price hedging. My point here is that in the prevailing market environment (an
397 active spot market and developed hedging instruments), long term contracts were
398 not a common choice among major industry buyers or sellers. Moreover, Staff
399 witness Dennis L. Anderson testified that the GPAA deviated from Peoples Gas’
400 past gas procurement practices, which were more typical of utility purchasing.
401 Mr. Anderson explained:
402
403 Purchasing its gas supply from numerous suppliers based on
404 swing and baseload contracts with terms ranging from four
405 months to five years certainly differs from Peoples’ gas-supply
406 approach in the GPAA agreement. Staff believes Company

. 407 witness Wear’s testimony supports Staff’s position that the
408 GPAA 1is substantially different thAn Peoples’ historic gas-
409 supply practices. (Staff Exhibit 2.0 at 9),
410
411 In fact, the 5-year term of the GPAA contradicted the advice of some in the PGL
412 organization. A document titled “FY 2000 Gas Supply Division Business Plan™
413 concluded, “To maintain flexibility, take advantage of rapidly developing market
414 opportunities and minimize threats, including minimizing risk for stranded costs,
415 utility will only negotiate short term contracts (one year or less).” (Ex. 1.5, Gas
416 Supply 2000 Business Plan, Sept. 10, 1999, 01PGL 089702 —~ 089725 at 089712).

417
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418 Q. Do any of the discovery materials or other research you have reviewed

419 provide a possible explanation for the unusual features of the GPAA?

420  A. Yes. First, some useful background can be gained from an internal Enron
421 memorandum retrieved from the document database assembled during the
422 investigation into Enron’s activities in western energy markets by the Federal
423 Energy Regulatory Commission (FERC). The Enron memorandum explains how
424 deals like the GPAA fit into a larger, complex business strategy that closely
425 resembles the “broader alliance” between PEC and Enron. (These documents
426 have been made available to the public on the FERC website.?) The document,
427 entitled “Long Structure and Process for Deferred Payment Deals” explained:

428

429 Deferred payment deals are essentially loans to an ENA counter-

430 party in the form of delivery of gas in one or more months with

431 the deferred payment for this supply to a later period. Recent

432 market interest in deferred payments has focused on the LDC

433 market and has involved the delivery of gas over the summer

434 months (ostensibly for filling storage) with a deferral of the

435 payment for this gas to the winter months. (Bold added for

436 emphasis. )

437

438 LDCs typically recover carrying costs in the form of a fixed $

439 amount in their base rates. Unless the LDC filed a rate case

440 within the last 12 months (and almost none have), the LDC is

441 upside-down on its carrying cost rate. Since the LDC cannot get

442 an increase in base rates without filing a rate case, this structure

443 allows LDCs to recover carrying costs by passing such cosis

444 through in the form of a gas cost. Market interest is higher than

445 past years due to much higher gas prices (and associated carrying

446 costs). (Ex. 1.6, SDOC_NO304882, Apr. 24, 2001, from FERC

447 website: http://fercic.aspensys.com/iconect247/iconect247 .exe)

448

449 The document continued by identifying other essential components of the
450 strategy, including a listing of “Contracts Required.”

451

! As discussed later in my testimony, PEC sought to form a “broad alliance” with Enron as part of its
strategic plan to increase midstream revenues.

* FERC has made available on its website millions of e-mails and documents retrieved from Enron’s
computer systems as part of FERC s investigation into the west coast market manipulation scandals.
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452 The following agreements will be required for this transaction:

453 ° Master firm purchase and sale agreement;

454 . Transaction Agreement (confirmation) under the Master

455 Firm covering the physical sale of gas at a fixed price;

456 o ISDA if the customer prefers to purchase index supply.

457 (Ex. 1.6, SDOC_NO304882, Apr. 24, 2001, from FERC website:

458 http://fercic.aspensys.com/ficonect247/iconect247 .exe)

459

460 The agreements entered into between PEC (and its subsidiaries) and Enron (and
461 its subsidiaries) conform to Enron’s blueprint. The GPAA met the description of
462 a master firm purchase sale agreement. The terms of the GPAA called for
463 employing an index for pricing the gas (in this case at FOM Chicago Citygate).
464 Per the Enron blueprint, because PGL was purchasing index supply, the deferred
465 payment strategy would also require an ISDA agreement’ — an agreement for
466 settling trades between parties contemplating numerous (ransactions over an
467 extended period. Peoples Energy entered into just such a Master ISDA
468 Agreement with ENA on January 31, 2000. (Ex. 1.7, Master ISDA between PEC
469 and ENA, Jan. 31, 2000, Bates No. 01PGL. 013215 - 013242).

470

471 Q. Would the problems you have noted be revealed by an analysis to determine
472 the cost/benefit consequences of entering into the GPAA?

473 A, Yes, and conducting such an analysis before entering the arrangement would
474 certainly have been prudent. Staff witness Anderson estimated in his written
475 testimony that 66% of PGL’s natural gas supply had been provided by ENA
476 through the GPAA during the Reconciliation Period. A five year gas purchase
477 agreement that would place two-thirds of an LDC’s gas supply needs exclusively
478 with one vendor would represent a major commitment. A reasonable business
479 enterprise would be expected to undertake some type of analytical process to
480 determine if such a deal would be superior in comparison to their existing supply
481 arrangements. An obvious objective in quantifying the benefit of an exclusive

¥ “ISDA” is an acronym referring 10 the Intemational Swap Dealers Association, Inc.
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supplier relationship would be to evaluate whether the LDC was likely to achicve

cost savings in the purchase of its gas supply.

Did PGL undertake such an analysis of the GPAA?
Peoples witness David Wear, in his rebuttal testimony, indicated that PGIL. did not

prepare an economic analysis of the GPAA. Mr. Wear stated his opinion that:

“The GPAA is a multifaceted, large-scale supply agreement. To
thoroughly, and completely, prepare a quantitative analysis over all
possible outcomes is next to impossible. Such an analysis would
require considerable use of assumptions, each of which could
cover a wide range of possibilities.” (PGL Exhibit F, ICC Docket
No. 01-0707 at 2).

Mr. Wear’s commentary is peculiar. An analysis of any future event, by
definition, must rely on certain assumptions. Calculating more than one potential
outcome, such as “best” and “worst” cases, is a practical and comrmon way to take
into consideration the potential volatility of the elements in such a forecast.
Another approach would be to use the historical performance of prior supply
arrangements to establish a baseline that any new supply contract would have to
surpass. I acknowledge Mr. Wear’s contention that uncertainty exists in the
process of creating forward-looking analyses. Choosing to abandon the process

altogether as a solution to such uncertainty is not prudent.

Notwithstanding Mr. Wear’s assertion that such a process was impractical, an
analysis of the GPAA was performed. Roy Rodriguez, a manager in the risk
management group of PEC, prepared an analysis in August and September of
1999 of the GPAA that was referred to as the “Aruba Analysis.” (As Mr.
Rodriguez explained in his deposition, Aruba was apparently a codename Enron

used for PGL.) Mr. Rodriguez described his work as follows:
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“,..the Aruba Analysis was my attempt to try to capture the
agreement that Enron was proposing to Peoples Gas using a
forward-looking analysis based on basic capacity values on the —

going five years forward.” (Ex. 1.8, Rodriguez Tr. at 14).

Did Mr. Rodriguez’s analysis suggest that the GPAA would achieve cost
savings for PGL?

No. In fact in his deposition, Mr. Rodriguez acknowledged that based on the
assumptions he relied on in his analysis, the “Enron deal was ...coming out more
expensive than the weighted average delivered cost.” (Ex. 1.8, Rodriguez Tr. at
56). Such an increase in the cost of purchased gas supplies would increase

charges to ratepayers.

Were members of PGL senior gas management team aware of the Aruba
Analysis?
Yes. Mr. Rodriguez stated that he had participated in discussions on the topic,

noting:

“We didn’t come to a — any kind of agreement, you know across —
you know, within the group. All I was doing was saying here’s
another way of looking at this deal. Do with it as you may.” (Ex.
1.8, Rodriguez Tr. at 77).

When asked who participated in these discussions, Mr. Rodriguez recalled
gas supply department management at the utility attended such a meeting.
He listed David Wear, Raulando Del.ara, and Charles Blachut as among
the attendees. (Ex. 1.8, Rodriguez Tr. at 78).

What conclusions have you drawn about PGL’s understanding of the
prudence of the GPAA?
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PGL. personnel did receive an analysis of the GPAA. Mr. Rodriguez’s
analysis, like the analysis of Staff witness Dr. Rearden, illustrated that the
GPAA would cost PGL, and in turn, the ratepayers, more money than the
various supply arrangements previously used. While Mr. Wear has
suggested that the use of different assumptions in an analysis could have
resulted in a different outcome, PGL has not provided any
contemporaneous quantitative analysis that shows the GPAA as a better

economic value in the purchase of gas supply.

Would an expectation that Enron would not exercise its rights to maximize
profits under the contract be reasonable, under any circumstances suggested
by the materials you have reviewed?

Mr. Wear (and Peoples Gas) appeared to be operating on blind faith. In no way
can decisions on such bases be considered prudent gas contracting behavior. No
reasonably practical business would reasonably expect that its business interests

would be given priority or tended to by its main supplier.

Whether ENA ever exercised its rights to use the Daily index to price gas or
obligated Peoples Gas to buy quantities of gas that were unnecessary is not
determinative on this point. The fact that Peoples Gas even entered into such an
agreement was imprudent, and, on its face, contrary to the interests of the utility

and its customers.

Though entering into the GPAA was contrary to the best interest of Peoples Gas
and its ratepayers, it ultimately benefited Peoples Energy and the GPAA was a
necessary component in implementing the business strategy Enron and PEC had

with their joint venture, enovate.

Did you find indications that the GPAA played a role in a broader plan to

advance PEC’s objective of increasing its midstream revenues?
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573 A There are indications that the GPAA is connected to other unusual aspects of

574 PGL’s dealings with PEC and Enron affiliates. In an e-mail dated January 31,
575 2002 from Timothy Hermann to various PEC personnel (Kay Classen, Steve
576 Richman, Daryll Fuentes, Roy Rodriguez, and others), Mr. Hermann addressed
577 the impact of Enron’s bankruptcy on various arrangements between ENA and
578 PEC already in place, particularly the GPAA. Portions of that document are
579 presented and discussed below.

580

581 Enron and PEC are throwing in the towel. Enron wants to

582 liquidate the gas supply agreement. PEC wants its Oil & Gas

583 and PESC [Peoples Energy Services Company, a PGL

584 affiliate] hedges (both via one PEC ISDA agreement) kept

585 whole. PERC [Peoples Energy Resources Corporation, a PGL

586 affiliate] is gearing up to terminate the enovate LL.C.

587

588 Yesterday Dave Delainey and Bill discussed these

589 considerations, and it is agreed that both parties (Enron creditors

590 and PEC) are best served by having all of the Peoples

591 agreements going to the same party vs. selling them one by one.

592

594 We are debating whether or not to put enovate on the table as

595 part of this. I would like it to stay out, but that will make it

596 harder for Enron to justify why the IDSA had to go with the

597 gas supply agreement. The proposed argument is that these

598 transactions require cooperation from PEC to get optimum value,

599 and PEC will only cooperate if ALL of their agreements are

600 involved. So it will probably be included. The enovate LLC

601 agreement does not say a whole lot about what enovate really

602 is. So that gives us an opportunity to spin it. The spin (I will

603 be the spinner) is that we will insist on an equal contribution of

604 assets from the partner, and a Chicago operating office. We will

605 have a business plan that focuses on new business outside the

606 PEC affiliated family (although there will of course be some of

607 those opportunities). Oh, and we will have non-competes in the

608 Chicago regional market. (Bold added for emphasis.)

609 (Ex. 1.9, Email from T. Hermann to K. Classen, et. al., re:

610 Update, Jan. 31, 2002, 29711CFE-2ABD-794E-B10B-

611 D254472B52E3.msg).

612
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613 It is clear from this message that there was a connection between the GPAA and
614 other agreements among PEC and Enron affiliates, a relationship that the affiliates
615 understood. There was a slate of operational and organizational arrangements that
616 was perceived as a package and that PGL treated as a package. The perceived
617 value of those agreements came from participation in all the agreements.
618

619 Q. Were ratepayers affected as a result of the GPAA or other arrangements
620 involving PGL assets or activities?

621 A The apparent result of the arrangements that involved PGL and PGL assets

622 immediately before and during the Reconciliation Period was an adverse effect on
623 ratepayers. To determine whether there was an effect and what it might have
624 been, I examined the relationship, in different time periods, of gas prices paid by
625 PGL’s customers to spot market prices in the corresponding periods. The periods
626 of time I reviewed were as follows:

627 a) Pre-GPAA: Prior to October 1, 1999;

628 b) GPAA to Enron Bankruptcy: October 1, 1999 through December 31,
629 2001;

630 c) Reconciliation Period: October 1, 2000 through September 30, 2001 ; and
631 d) Post Enron:  Subsequent to December 31, 2001.

632

633 The data are presented in Tables A to C below. The PGL pricing data (that is, the
634 PGA charges to customers) were drawn from the Citizens Utility Board website
635 (http://www.citizensutilitvboard.org/pgaPeoplesGas.html).* Pricing data for the
636 Chicago Citygate, Henry Hub, and Katy Hub were obtained from the proprietary

* Historical data prior to 1999 was unavailable from the Peoples Energy website. Therefore, for
consistency, the data used for analysis was drawn entirely from the CUB website. To the extent there was
available data from Peoples Energy, a comparison was made between prices as reported on the CUB site
and as reported on the Peoples Energy website. Comparable data existed for fiscal years 1999-2004.
Throughout that entire period, data for Peoples Energy and for CUB agreed for all but five months. Four of
the variances had a difference of one cent. One exception was a difference of 6 cents, for the month of
February 2001. The Peoples Energy website lists a price of 89.92 cents and the CUB website lists a price
of 89.32 cents. I have relied on the CUB website amount for consistency, and relying on the smaller
number (89.32 cents) is more conservative.
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accessed the Natural Gas site

database through

(www.intelligencepress.com/subscribers/index html).

Intelligence

To calculate the average prices for given periods for the three hubs, daily
historical pricing information was used. Approximately five years of data from
prior to October 1, 1999 was used in the calculations, to provide an adequate,
representative population of prices before the GPAA was enacted. (In the case of
Katy Hub, data was available only from May 1996 through the present.) A small
price differential representing the cost of transporting gas to PGL from the hub’s

locations is expected.

T 1. Pri

PRE-GPAA 1/1/95 - 17.72%
9/30/9%

GPAA 10/1/99- 4.94 4.04 90 22.28%
12/31/01

RECONCILIATION | 10/1/00- 6.45 5.12 1.33 25.98%
9/30/01

POST ENRON 1/1/02 - 5.24 4.73 Sl 10.78%
6/30/04

Table B: PGL Prices Pai

PRE-GPAA 1/1/95 - 24.00%
9/30/99

GPAA 10/1/99- 4.94 3.92 i.02 26.02%
12/31/01

RECONCILIATION | 10/1/00- 6.45 4.95 1.50 30.30%
9/30/01

POST ENRON 1/1/02 - 5.24 4.57 67 14.66%
6/30/04
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652
653 Table C: PGL Prices Paid as Compared to Henry Hub
PRE-GPAA 1/1/95 - 2.79 2.24 55 24.55%
9/30/99
GPAA 10/1/99- 4,94 3.95 .99 25.06%
12/31/01
RECONCILIATION | 10/1/00- 6.45 4.97 1.48 29.78%
9/30/01
POST ENRON 1/1/02 - 5.24 4.70 .54 11.49%
6/30/04

654
655 Q. What do these tables show?

656 A. These tables show that prior to the October 1, 1999, start date of the GPAA, PGL

657 prices were, on average, 17.72% higher than gas prices at the Chicago Citygate
658 during that same period. Gas prices, on average, for PGL compared to Katy and
659 Henry Hubs were, respectively 24.00% and 24.55% higher. If the GPAA were
660 economically prudent, one would expect that during the period that the GPAA
661 was in place (which encompasses the Reconciliation Period) the relationship of
662 PGL prices to spot prices would be cioser to (or at the very least remain consistent
663 with) past ratios. The analysis results indicate the opposite. PGL prices in
664 relation 10 spot prices actually increased with respect to all three of the major
665 hubs.

666

667 The period beginning when the GPAA became effective, October 1, 1999, and
668 ending at December 31, 2001 (corresponding to the bankruptcy of Enron), saw the
669 trending relationship of PGL gas prices to spot market prices change significantly.
670 PGIL. gas prices jumped to a point of being 22.28% higher than Chicago Citygate
671 prices, 26.02% higher than Katy Hub prices and 25.06% higher than prices for
672 Henry Hub. This means that PGL prices as a percentage of spot market prices
673 increased during the GPAA period of October 1999 through December of 2001 by
674 4.56 percentage points and 2.02 percentage points, in relationship to prices for
675 Chicago Citygate and Katy Hub, respectively. The relationship to Henry Hub

676 prices remained approximately the same as the pre-GPAA period.




677
678
679
680
681
682
683
684
685
686
687
688
689
690
691
692
693
694
695
696
697
698
699
700
701
702
703
704
705
706

L. Decker Additional Direct
ICC Dkt No. 01-0707
City-CUB Ex. 1.0

Page 24

More significantly, the Reconciliation Period of October 1, 2000 through
September 30, 2001, displayed the highest differences between PGL prices and
market prices. PGL prices during the Reconciliation Period were higher than the
market prices by 25.98%; 30.30%; and 29.78% for Chicago Citygate, Katy Hub
and Henry Hub, respectively. The PGL gas prices in relation to Chicago Citygate
prices during the Reconciliation Period, therefore, were 8.26 percentage points
higher than they were before the GPAA had been put into place. Similarly, the
PGL prices in relation to the other hubs increased from the pre-GPAA period to
the Reconciliation Period by 6.30 percentage points and 3.23 percentage points,
for Katy and Henry Hub, respectively. A gas supply agreement that increased gas
costs in relation to the rest of the market is a foreseeable conéequence of
imprudence in either the negotiation or subsequent management of the gas supply

under the GPAA.

As a result of the Enron bankruptcy, the GPAA was acquired and assumed by
Occidental Petroleum for the nearly three years” remaining life of the coniract.
Interestingly, PGL gas prices in comparison to spot prices improved considerably
during the post-Enron management of the GPAA. PGL. prices in relation to the
hubs’ drop down to being higher than Chicago Citygate prices by 10.78
percentage points, 14.66 percentage points higher than Katy Hub and 11.49
percentage points higher than Henry Hub.

The large differences between PGL prices and the hub prices during the
Reconciliation Period of October 1, 2000 through September 30, 2001 reflect the
negative impact of the GPAA under the agency of Enron. The increased prices to
PGL, and increased revenues to Enron, are logical and reasonably foresecable
consequences of PGL ceding control of its gas supply pricing and quantities.

Those higher prices were passed on to the ratepayers.
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What percentage of Peoples Gas’s gas supply was provided under the GPAA
during the reconciliation period?

Staff witness Dennis Anderson estimated in his written testimony that 66% of
PGL’s natural gas supply had been provided by ENA through the GPAA during
the Reconciliation Period. He estimated that the cost for that gas was

approximately $572 million. (Staff Exhibit 2.0 at 6)

Based on your analysis of the price differences between the market and
transactions under the GPAA during the Reconciliation Period, what was the
effect on Peoples Gas ratepayers of the GPAA?

I have developed two scenarios to estimate that economic effect, using Mr.
Anderson’s estimate. Both rely on the price data for the Chicago Citygate FOM,
which was the index used to price the gas under the GPAA.

Scenario 1: The first calculation measures the GPAA’s effect on ratepayers by
examining the difference between the prices paid by ratepayers during the
Reconciliation Period and the prices paid before the GPAA was in effect when
Peoples Gas employed a more traditional contracting strategy that did not cede
control over contract prices, volumes, and term to its supplier. This baseline price
comparison uses a level of costs that the ICC has already found to be reasonable
and prudent. The calculation estimates the effect on total ratepayer payments as
the percentage increase in prices relative to Citygate under the GPAA times the
“prudent” costs for FY 2001.

PGL’s costs in relation to the Citygate were 7.01% ((1.2598/1.1772)-1) higher
during the Reconciliation Period than they had been pre-GPAA. PGL’s
ratepayers paid 7.01% more in gas costs during the Reconciliation Period (in

comparison to the Citygate market price) than they had historically. For the
Reconciliation Period, excess costs to ratepavyers cquals:

1.0701 X Prudent FY 2001 Cost = $572 million
Prudent FY 2001 Cost = $534,529.483
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Excess cost = $572,000,000 - $ 534,529 483= $37,470,517

Scenario 2: The second calculation is similar in its logic, but uses different
comparison periods. The second calculation uses the period following the
dismantling of the Enron arrangements as an additional indicator of the level of
imprudent costs recovered through the GPAA charges paid by Peoples Gas
ratepayers. Looking at the removal of the various PEC and Enron affiliate
arrangements as the point at which certain imprudent costs were eliminated, the

result in terms of ratepayer harm is significantly larger.

PGL’s costs in relation to the market price at the Citygate were 10.78% higher
after the Enron bankruptcy versus 25.98% higher during the Reconciliation
Period, when the Enron arrangements were in place. The difference (in
percentage terms) between price levels while the Enron arrangements were in
place and price levels after their elimination was 15.20 percentage points. The
calculation estimates the effect on total ratepayer payments as the percentage
increase in prices relative to Citygate under the Enron arrangements times the
GPAA costs for FY 2001. Ratepayers were overcharged during the

Reconciliation Period by 13.72% more than they should have paid under a

prudently managed GPAA. For the Reconciliation period, excess costs to

ratepavyers equals:

1.1372 X Prudent FY 2001 Cost = $572 million

Prudent FY 2001 Cost = $502,989,800

Excess cost = $572,000,000 - $ 502,989,800= $69,010,200
The above scenarios support the conclusion that PGL’s “indifference,” as stated
by Mr. Wear, as to how certain aspects of the GPAA were managed by Enron had
a significant negative impact on the ratepayers. Even if the gas volumes
determined by Enron (for delivery at times specified by Enron) would average out

to a volume near the middle were realized, that would not mean that ratepayers

did not suffer harm. Compelling purchases of higher volumes of gas when market
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prices are high and smaller volumes when prices are low exacerbates rather than
moderates the price increases to ratepayers, while maximizing the revenues to the
seller, Enron. By ceding control over the timing, quantity, and price of portions
of its gas supply to an entity with conflicting economic interests, Peoples Gas

significantly compromised its ability to manage gas procurement costs prudently

on behalf of its ratepayers.
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IMPROPER ACCOUNTING -- LOST AND UNACCOUNTED FOR GAS

Did you examine People Gas’ Unaccounted For Gas figures for the
reconciliation period?

Yes. I found an extraordinary increase in unaccounted for gas from previous
years (FY 1999 and FY 2000) in the rate reconciliation period, FY 2001. Also, a
trend of excessive quantities of unaccounted for gas continued through FY 2002
and FY 2003.

Why do you consider the increases in Peoples Gas’ Unaccounted for Gas
figures extraordinary and the amounts excessive?
The United States Department of Transportation’s Transportation Safety Institute

(www.tsi.dot.gov/divisions/pipeline/Glossary) defines “Unaccounted for Gas” as:

The difference between the total gas purchases and available from
all sources, and the total gas accounted for as sales, net
interchange, and company use. This difference includes leakage or
other actual losses, discrepancies due to meter inaccuracies,
variations of temperature, and/or pressure, and other variants,
particularly billing lag.
This definition is consistent with the definition used by Staff witness Dennis
Anderson in his pre-filed Direct Testimony submitted in this case. (Staff Exhibit

2.0 at 50-51).

To address billing lags, loans, or timing of the volume variants in Unaccounted
For Gas, a trend analysis of several periods would reveal volume variants due to
billing or timing lags. In a true billing or timing lag, the volumes “come back” in
the next period. For example, if the Unaccounted for Gas was 3 BCF short in a
period due to the timing of metering or a billing lag, then the subsequent period
would be 3 BCF long in the next period. I developed a trend analysis for Peoples

Gas. The 5-year analysis in Table D demonstrates extraordinary increases over
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809 previous years starting in the FY 2001 reconciliation year and continuing through
810 FY 2003.
811
812 Normal operating practice of companies in the United States midstream industry
813 is to take or consume small portions of the natural gas being transported as fuel to
814 run pipeline compressors, pumps, meter stations, and storage devices as the gas
815 travels through the pipelines. Generally, shippers acknowledge that a small
816 percentage of this throughput will be taken or consumed along the way for such
817 purposes and that spills and evaporation will also reduce the volume of gas
818 actually delivered. Shippers term these expected losses “loss allowance.” And,
819 for pipelines or distribution companies, Unaccounted For Gas is considered part
820 of the cost of doing business.
821
822 In the midstream industry, a standard industry ratio of Unaccounted For Gas to
823 the quantity of gas purchased is used to evaluate the reasonableness of a
824 company’s quantities of Unaccounted for Gas. Percentages of Unaccounted For
825 Gas deemed acceptable in the industry range between 0% to 3% of gas purchases
826 or of throughput.
827
828 The Federal Energy Regulatory Commission’s (FERC’s) website®, posts for cach
829 pipeline in the country, “Fuel Reimbursement (compressor fuel, lost and
830 nnaccounted for gas) tariff sheets.” These data validate the 0-3% range. The
831 FERC rate sheets for the Kansas Pipeline, for example, show a range of monthly
832 figures for a given 12 month period of 0.6134% 10 2.8411%.
833
834 Q. What were the amounts describing Peoples Gas’ Unaccounted For Gas
835 operations in the reconciliation period?
836 A. Unaccounted for Gas is referred to in a number of Peoples Gas documents as Gas
837 Lost and Unaccounted for (GLU). From this point forward, T will also refer to

> http:/Awwew. ferc.gov




L. Decker Additional Direct
ICC Dkt No. 01-0707
City-CUB Ex. 1.0

Page 30
838 Unaccounted For Gas as “GLU,” except where a quoted source uses a different
839 term.

840

841 The amounts shown in Table DD below were taken from the data disclosed by

842 Peoples Gas in the SEC 10-K’s for PEC filed September 30, 2001 (Peoples

843 Energy Corp. SEC Form 10-K, available at: |

844 http://www.sec.gov/Archives/edgar/data/77385/000007738501500084/file 10k.ht
845 m, pg. 11} and September 30, 2003 (Peoples Energy Corp. SEC Form 10-K,

846 available at:

847 htip://www.sec.gov/Archives/edgar/data/773835/000007738503000048/form 10k ht
848 m, pg. 7). Specifically, Peoples Gas’ GLU quantities are reported in Part I, Item
849 1, Business Section of the 10-K’s. 1 used these data because SEC reports usually
850 include only carefully verified data and are very reliable. Table A below

851 illustrates the extraordinary increase in the standard industry GLU ratio in FY

852 2000 in thousands of dekatherms:

853

854 TABLE D

GLU* 3765 3.371]  9972] 6338

9,139

Gas 120303|  123.774]  129737]  118,186| 145,613
Purchases®* ’ ’ ’ i ’
GLU As % of
Gas Purchases 3% 3% 8% % 6%
Total Gas 209.865  204.886| 213,123| 191148  209.808
Sendout *

835 * SEC data

856

857 The formula used for the above calculation “As % of Purchases” is:

858

859 GLU / Purchases of Gas

860

861 This ratio is the midstream industry’s customary measure of GLU performance.

362

863 Q. Is this the ratio Peoples Gas used in discovery responses in this proceeding?
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864 A, No. In response to ICC Data Requests respecting its GLU, Peoples Gas used a

865 different ratio, comparing GLU to the amount of gas transported using the
366 following formula:

867

868 GLU / Total Gas Send-Out

869

870 Peoples Gas’ alternative ratio is not consistent with the accounting categories
871 used by Peoples Gas to measure GLU costs for PGA purposes. A significant
872 portion of Peoples Gas’ Total Gas Send-Out is “customer-owned gas.” Peoples
873 Gas’ transportation service tariff includes a loss allowance (called a “U Factor”)
874 collected to cover any evaporation or losses. Customer owned gas is not part of
875 Peoples Gas’s titled inventory of gas, nor is it part of the GLU Peoples Gas
876 reported to the SEC, The following table shows the high percentage of
877 “customer-owned gas” in People Gas’ Send-Out. The formula used for the
878 calculation of “% Customer gas” is:

879

880 Customer-Owned Gas/Total Gas Send Out

881

882

Customer

~ 80,208

Owned Gas*

Total Gas 209,808 191,148 213,123 204,886 209,865

Sendout*

% Customer A% 42% 42% 42% 46%

Gas
883 * SEC data
884
885 The use of Total Gas Send-Out as the denominator in the GLU percentage
286 calculation distorts the magnitude of the result. And, because the amount of
887 customer gas included in the denominator does not necessarily track Peoples Gas’
888 utility distributions, any trends or anomalies respecting the lost or unaccounted for
889 quantities of utility gas reflected in the Gas Charge could be obscured.

890
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What do the GLU percentages you have reported show?

The common industry calculation is shown in Table D, which is Peoples Gas’
GLU as a percentage of purchases. Gas custody receipts brought into Peoples
Gas’ system shows that the GLU percentage for Peoples Gas in FY 2001 was 8%.
This is a much higher GL.U percentage than the customary indusiry expectations
of 0% to 3%. The higher GLU percentages continued in the following years io
5% in FY 2002, and 6% in FY 2003.

According to a published analysis by Rick Feldmann, a gas professional with 24
years of operational midstream industry experience, GLU is a controllable
component of the gas transportation business. In his article in the July, 2000 issue

of Pipeline & Gas Journal

(http://www.undergroundinfo.com/PGJ/pgj_home.html), Feldman also reports
that “leading pipeline transportation companies are currently controlling lost and
unaccounted for gas (L&U) at an average rate of 0.25% (less than 1%) of custody
receipts, or less.” (Bold added for emphasis.)

The amount of gas represented by Peoples Gas’s excessive GLU is not a trivial
quantity. According to Peoples Gas’s Gas Supply Director Thomas Zack, “a
typical residential heating customer, single family unit, heating customer,
probably use(s) around 1400 therms a year which would convert to 140
dekatherms a year.” (Ex. 1.10, Zack Tr. at 95). The GLU figure in the FY 2001
period of 9,972 thousand dekatherms is the equivalent of heating 71,229 homes
for an entire year. The quantity in excess of the high end of the industry
expectation range norm (0-3%) would be 6,080 thousand dekatherms, which

translates into enough gas for heating 43,428 homes for an entire year.

Peoples Gas’ GLU increased from 3,371 thousand dekatherms in FY 2000 to
9,972 thousand dekatherms in FY 2001. Using FY 1999 and FY 2000 as base

years, the FY 2001 GLU figure is approximately triple the GLU of the base years.
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As noted earlier, the increase (slightly moderated) persisted in the following
years. Even if one attributes the increase to a higher volume of midstream
activity, to the extent that increased GLU costs are included in the calculation of
the Gas Charge, there is a demonstrable adverse effect on Peoples Gas’ bundled

service customers.

Are the amounts you have drawn from SEC reports consistent with the
Peoples Gas’ data provided in discovery?

No. For reasons that I cannot explain, the SEC data that I used and the data
Peoples Gas provided in discovery are not consistent. Table F below is drawn

from Peoples Gas’s Response to Staff’s Data Request ENG 2.014 in this docket:

GLU* | 2313 1.726 8331

Total Gas 212,178 206,612 221,453
Sendout*

GLU as % of 1% 1% 4%
Total Sendout

* Ex. 1.11, PGL Response to Staff DR ENG 2.014

Looking at the above table, prepared from information submitted to Staff, note
that the GLU amounts in the three years, FY 1999, FY 2000, and FY 2001 are not
consistent with the SEC filed amounts in Table D for the same periods. Nor are
the Total Gas Send-Out totals consistent for the same periods. The Total Gas
Send-Out and GLU for each of the corresponding years should be identical in the
SEC report and the data request response. The variance is not in keeping with
accepted accounting procedures due to the accounting irregularity that exists in

one source or the other.
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As shown in Table F, the GLU as a percentage of Total Gas Send-Out (based on
Peoples Gas discovery response) is 1%, 1% and 4%, respectively, for FY 1999 to
FY 2001. The reasons for the variance are not disclosed by the data. However,
one can observe that in all three years, the Data Request Response presents lower
(GLUs and higher Total Gas Send-Out than does the SEC Report. These variances
have the effect of decreasing the numerator (GLU) and increasing the
denominator (Total Gas Send-Qut) for the evaluation ratio, resulting in a lower
calculated ratio (GLU as a percentage of Total Gas Send-Out) for lost and
unaccounted for gas. (Recall my earlier discussion regarding the

inappropriateness of using Total Gas Send-Out to calculate Peoples Gas® GLU.)

Nonetheless, the ratios Peoples Gas provided in discovery show the same trend as
the 10-K’s. That is, the numbers in the discovery response show the same
dramatic increase in GLU in 2001, as compared to the two prior years. In fact,
the increase is more pronounced. Using the data request information from Table
F, the GLU volume for FY 2001 is 383% greater than in FY 2000 and 260%
greater than in FY 1999.

Was there confirmation of the GLU increases in business documents from
Peoples Gas?

Yes. In a number of internal communications, there were expressions of concern
about the sudden increase and continuing high level of GLU at Peoples Gas. In
an email dated March 28, 2001, to Kathy Donofrio, Vice President of Marketing,
Rates and Business Development, Peoples Gas employee Sam Fiorella writes in
reference to GLU that, “The amount has skyrocketed from (11.3) million to 46.4
million therms, cal. Yr. 1999 to 2000.” In the same chain of email messages to
Donofrio and Valerie Grace, Director of Rates & (Gas Transportation Services,
with Mr. Blachut receiving copies, Ms. Donofrio states: *“Talked to Charlie re:

Peoples Gas's large amount of unaccounted for gas...I'm still concerned that a
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large unacc{ounted) for might lead one to think that it’s the symptom of

accounting/control problems.”

(Ex. 1.12, Email from S. Fiorella to K. Donofrio, et. al., Mar. 28, 2001, no

subject). Peoples Gas has also indicated in its response to Staff data request ENG
2.014 that the wtility was undertaking an investigation into the GLU increases.
The company’s discovery response has not been updated to provide any
indication that the investigation was conducted, and if conducted, what the results
of the investigation were. Similarly, the depositions of PEC and Peoples Gas
personnel, as well as an examination of other documents preduced in discovery

give no indication that corrective action was taken in 2001 with regard to GLU.

A 2003 series of Peoples Gas e-mail messages to various Peoples Gas gas
management employees confirms that the GLU increases were a continuing issue.
One noted that the “[GLU] problem has not gone away. We have 4% or about 8
BCF unaccounted for a current market value of about $40 million.” (Ex. 1.13,
Email from R. Harrington to T. Nardi, et. al., Jul 10, 2003, re: Points for
Operations Meeting). (The 4% and 8 BCF amounts, however, do not correspond
with any of the other information we found in the discovery material or collected
in the above tables.) PGL’s Gas Supply division also prepared a “Gas Lost Work
Plan” in 2003. The plan includes an “observation™ that “past studies and rolling
12 month totals suggest a fundamental shift and increase in GLU beginning in late
calendar 1999 and continuing.” (Ex. 1.14, Gas Lost Work Plan, filepath: ).

Was there any activity that could explain Peoples Gas’ increased GLU in the
reconciliation period?

During the reconciliation period, there was an emphasis at Peoples Gas on
increasing midstream business revenues of the utility, and a similar emphasis at
the utility’s affiliates. An iIncrease in gas throughput could result in a larger

amount of gas lost during transport. Thomas Zack, Peoples Gas’ current Director,

Gas Supply, described the utility’s non-tariff hub activity as follows:
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The hub generally utilizes excess — the hub is primarily — its primary
assets of the hub are storage, Manlove Storage Field, and somewhat the
Mohamet Pipeline, and so the hub utilizes excess capacity of those assets.”
(Ex. 1.10, Zack Tr. at 59-60)
A 2003 Peoples Gas plan for addressing its GLU operational issue identifies
several “Areas of Focus” for an investigation into the GLU that may be related to

the increase. Those areas of focus include:

¢ “Increase in Hub transactions and management of Hub by enovate
beginning early calendar 2000;”
o “Enron assumption of transportation and delivery of bundled
Citygate supplies beginning in October 1999;” and
¢ “Understand business process and internal controls for write-off of
volumes”
(Ex. 1.14, Gas Lost Work Plan, filepath: ).

These internal proposals for areas to examine suggest the possibility that the
increase could have been caused by increased Hub activity, as I discuss later in
my testimony, by reliance on another entity (Enron) for control of certain
acquisition and delivery functions for bundled service gas supply, or by some

characteristic or effect of the utility’s internal processes and controls.

How could an increase in midstream services activities and the operation of
the PGL HUB cause an increase in GLU, a component of PGA cost?

I have been informed by counsel that the Commission rules governing the
calculation of the Gas Charge would be affected by the midstream activity only if
that activity involved assets or activities for which costs are included in the
prescribed calculation. It is Peoples Gas’® position that that is not the case with the
FERC operating statement services Peoples Gas offered through its hub.
However, the inventory records included in Peoples Gas’s response to Staff data

request POL 2.74 appear to confirm that Peoples Gas’ hub activity did involve

PGA assets and activities.
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The inventory balance for Peoples Gas’ non-GPAA hub activity shows a negative
balance from January 4, 2001 to May 2, 2001. Mr. Charles Blachut, who was in
charge of Peoples Gas’ gas supply forecasts, explained the meaning of a negative
inventory balance for hub services (noting that he was unaware of such an

ocecurrence).

This is the gas taken from Manlove Field which includes this plus the
system supply, so if you ran negative inventory, then it’s, I think, a
reasonable assumption that it came from system supply. In other words, it
was a loan of gas. (Ex. L.15, Blachut Tr. at 25).
The testimony of PGL Gas Supply division personnel demonstrates that Peoples
Gas operated Manlove Field on the basis of the physically available volumes,

without designating the gas commodity assets as restricted to PGA use or to

midstream services use. (Ex. 1.16, DeLara Tr. at 92)

From the available documents, we cannot determine whether negative balance gas
that was withdrawn for hub services in FY 2001 was returned to the system
supply or written off as “GLU.” Neither do we know the price at which any
replacement gas was acquired. In any case, as shown in Table G below, it appears
that the gas supply acquired to serve Peoples Gas’ bundled service customers was
used as a reserve supply for the hub. In effect, the hub had a call option on
Peoples Gas’ bundled service inventory, to take gas as needed. It appears that this
option was neither acknowledged nor paid for in Peoples Gas’ PGA accounting.
Conceptually, this is similar to the call option service Peoples Gas has
acknowledged providing and accounting for incorrectly as discussed in the
testimony of Jerome D. Mierzwa (CUB Exhibit 2.0 at 46). The utility gave an

option that was incorrectly valued for the benefit of its PGA customers.

Does Peoples Gas’ management of its commedity supplies for bundled
service customers have any effect on the determination of the Gas Charge

paid by its customers?
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Yes in at least two ways. The combination of GLU and the negative balance hub
activity could affect ratepayers. If gas were taken from Manlove Field when
ratepayers could have used that gas, ratepayers would have been harmed. If the
withdrawn ratepayer gas were replaced with higher priced gas, either from the
spot market or through the GPAA (at market indexed prices), the economic harm
would be obvious — exchange of lower cost gas for higher cost gas. Even if gas
were withdrawn for midstream services and later replaced with lower cost gas (or
if the gas were not needed immediately), then PGL’s ratepayers would have lost
the economic opportunity to make a midstream sale at high winter prices. From
January to May 2001, the ratepayers needed the gas. During the early months of
2001, Peoples Gas’ customers were paying above spot market prices due to the

market shortage of gas.

Second, according to the Purchased Gas Adjustment Clause, Section 525.40 of the
Commission’s regulations, Recoverable Gas Costs include “Costs of natural gas
and any solid, liquid or gaseous hydrocarbons purchased for injection into the gas

ka4

stream or purchased as feedstock or fuel.” Under this regulation, 1 have been
advised by counsel that Peoples Gas recovers the cost of gas purchases, including
the portion of those purchases that is lost (GLU) and not available for customer
use. In his deposition, Mr. Zack confirmed that in its calculation of the gas
charge, Peoples Gas used (to represent the cost of the commodity) “The cost
coming through our accounting system ...weighted....within the components of
the gas charge.” (Ex. 1.10, Zack Tr. at 69). Peoples Gas’ customers paid a higher
cost for gas due to a higher GLU. To the extent that Peoples Gas” GLU costs

were above the level consistent with prudent management of its gas supplies,

those additional costs were improper.

What conclusions have you drawn from this information about Peoples Gas’

performance in gas inventory management that relate to issues in this

reconciliation proceeding?
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In assessing Peoples Gas’ gas procurement and storage operations, I have used the
following criteria, which I have been advised is the standard for prudence in
Illinois. T have also been advised that costs attributable to decisions or actions
that the utility fails to show meet this standard are improperly charged to
ratepayers. The Commission has defined prudence as “that standard of care
which a reasonable person would be expected to exercise under the circumstances
encountered by utility management at the time decisions had to be made,” based

on “only those facts available at the time the judgment was exercised.”

From the information discussed in this portion of my testimony, I have reached
two main conclusions. First, Peoples Gas was not prudent in controlling its
runaway GLU in FY2001. As Peoples Gas has observed, rolling 12 month totals
indicated “a fundamental shift and increase in GLU beginning in late calendar
1999” (Underline added for emphasis). Yet, we see no evidence of Peoples Gas
taking decisive action to determine the causes of increased GLU costs or to
control them until 2003. This failure to act to control gas losses (and related
costs) that were far above industry norms or averages and even PGL’s historic
levels, despite clearly discernible evidence of a problem in known and regularly
reported data, was not reasonable from a business perspective. As William
Morrow, Peoples Gas’ Vice President for Gas Supply in FY 2001, observed: (Ex.
1.17, Morrow Tr. at 61-62), gas comimodity costs were recognized as the utility’s
largest category of expenses, expenses the utility purports to take pains to control.
Yet, when GLU increased by a factor of more than three and exceeded industry
norms by a similar factor, Peoples Gas failed to take decisive action. Under the
circumstances, and given the data available to Peoples Gas at the time, this failure
was imprudent, and it resulted in harm to the ratepayers in the reconciliation

period.

Section 525.40(d) of the PGA rule states that:




