18

19

P o
ikt A T A
W oo Pt

BEFORE THE TENNESSEE REGULATORY AUTHORITY' h

NASHVILLE, TENNESSEE T X
7606 JUL 30 P332
TR.A.DOCHET ROGH
IN RE: ! )
§ ) ‘.
UNITED CITIES GAS COMPANY, a Division of ) Docket No. 01-00704
ATMOS ENERGY CORPORATION )
INCENTIVE PLAN ACCOUNT (IPA) AUDIT )

PREPARED DIRECT TESTIMONY OF PAT MURPHY

Q. Please sta
A Pat Murph
since 1991,

te your name and job title and professional background.

y Senior Fiancial Analyst 1am a C P A | have been employed as a financial analyst with the TRA

Q. Did you pirepare the Compliance Audit Report of United Cities Gas Company’s Incentive Plan Account

that was filed ¥

A

> 0 > o

Q
A
Q.
A
Q

Yes.

vith the Authority on April 10, 2002?

Did you neceive substantial assistance from any other person in the preparation of the audit report?

No
Have you
Yes
Based on

No

recently reviewed a copy of the audit report?

your review, are you aware of any corrections that should be made to the audit report?

Is a true de correct copy of the audit report attached your testimony as Exhibit A?

Yes

Has your

opinion regarding the substantive issues addressed in the audit report changed since it was

originally suanitted?

A

Q. Does this

A.

No.

Yes.

conclude your testimony?

LATE FILED




AFFIDAVIT OF PAT MURPHY

I Pat Murphy, being first duly sworn, depose and say that I am the person referred to i the foregoing
document, that fthe attachment to the foregoing-document 1s a true and correct copy of the Compliance Audit
Report of United Cities Gas Company’s Incentive Plan Account and was prepared by me, that I am personally
famihar with thg contents of the Compliance Audit Report of United Cities Gas Company’s Incentive Plan
Account, and that the contents of the Compliance Audit Report of United Cities Gas Company’s Incentive Plan
Account and of|the foregoing testimony are true, accurate and complete to the best of my knowledge, information,

and belief

e
7

Pat Murphy

Sworn and s‘l'l’Rscribed before me
This 50 | day of July 2004.

expires: MCUJ 281%

Notary Public




Respectfully submitted,

ENERGY AND WATER DIVISION
OF THE TENNESSEE REGULATORY AUTHORITY

Lz

Randal L. Gilliam

Attorney for Staff

460 James Robertson Pkwy.
Nashville, TN 37243
Randal.Gilliam(@state.tn.us
(615) 741-3191 ext. 212

CERTIFICATE OF SERVICE

I hergby certify that a true and correct copy of the foregoing has been served via hand
delivery or UJS. Mail, postage prepaid, upon the persons listed below this 30™ day of July, 2004.

Russdll T. Perkins

Timothy C. Phillips

Shilina B. Chatterjee

Officg of the Attorney General

Consymer Advocate and Protection Division
P.O. Box 20207

Nashyille, TN 37202

Joe Al Conner

Misty Smith Kelley
1800 [Republic Centre
633 (hestnut Street
Chattanooga, TN 37450
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INCENTIVE PLAN ACCOUNT (IPA) AUDIT

UNIT‘E,D CITIES GAS COMPANY, a Division
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April 10, 2002 EXECUTIvL Lo, i

Docket No. 01-00704
OS ENERGY CORPORATION

NOTICE OF FILING BY ENERGY AND WATER DIVISION OF
THE TENNESSEE REGULATORY AUTHORITY

and W
Water’

Pursuant to Tenn. Code Ann §§ 65-4-104, 65-4-111 and 65-3-108, the Energy
ster Division of the Tennessee Regulatory Authority (hereafter “Energy and
) hereby gives notice of its filing of the United Cities Gas Company Incentive Plan

Accouft (hereafter “IPA”) Audit Report in this docket and would respectfully state as

follows

out of

year en

comple

1 The present docket was opened by the Authority to hear matters arising
the audit of United Cities Gas Comparlly’s (hereafter the “Company”) IPA for the
ded March 31, 2001

2 The Company’s IPA filing was received on August 7, 2001, and the Staff
ted its audit of same on March 22, 2002

3 On March 28, 2002, the Energy and Water Division issued its preliminary

audit findings to the Company, and on Apnl 5, 2002, the Company responded thereto

The Au

dit Report was modified to include the Company’s responses

4 The Audit Report 1s attached hereto as Exhibit A and 1s fully incorporated

herein By this reference

- g
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5 The Energy and Water Division hereby files its Report with the Tennessee

Reguldtory Authority for deposit as a public record and approval of the same

Respectfully Submitted

L%&*W

Pat Murphy
Energy and Water D1v151on
Tennessee Regulatory Authority




CERTIFICATE OF SERVICE

I hereby certify that on this 10th day of April 2002, a true and exact copy of the
foregoing has been either hand-delivered or delivered via U S Miail, postage pre-paid, to
the follpwing persons

Mr K |David Waddell
Execut]ve Secretary

Tenneskee Regulatory Authority
460 Jarhes Robertson Parkway
Nashville, TN 37243

Ms. Pafricia ] Childers

Managgr — Regulatory Affairs
United Cities Gas Company

810 Cr¢scent Centre Dr , Suite 600
Franklig, TN 37067-6226

Mr Bop Cline

Managgr — Rate Administration
Atmos Energy Corporation
381 Riveerside Drive, Suite 600
Franklif, TN 37064-5393

Joe A Conner

Baker, Ponelson, Bearman, & Caldwell
1800 R¢public Centre

633 Chgstnut Street

Chattanpoga, TN 37450-1800

Gt

Pat Murphy?
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Total Actual Purchases’
Total Annual Benchmark’
Percentage Actual Purchases to Benchmark
Total Incentive Savings (Losses) from:
Gas Procurement

Capacity Management
Total Incentive Savings
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Capacity Management
Total Incentive Savings to Ratepayers

Incentive Savings (Losses) retained by Company:
Gas Procurement
Capacity Management
Total Incentive Savings to Company
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inclusy
No 00

00844

2 Inciydes NORA purchases.

3 Ibd

The subject of this compliance audit 1s the Performance Incentive Plan (hereafter
tive Plan” or “IPA™) of United Cities Gas Company (hereafter “United Cities” or
lompany”), a division of Atmos Energy Corporation. The objective of the audit
determine whether the balance in the Incentive Plan Account (IPA) as of March
01 was calculated in conformance with the terms of the Incentive Plan and to verify
he factors utilized in the calculations were supported by appropriate source
ntation. The IPA consists of two mechanisms, which are more fully described n

The Company filed its annual report of savings/(losses) on August 7, 2001. The
pranted an extension of the May 31, 2001 filing date, pending the Directors’
bn on the Company’s petition to include the NORA contract 1n the Incentive Plan.'
llowing chart summarizes the results of the current period of the Incentive Plan, as

Year Ended
3/31/01

Incentive Savings(Losses) retained by Ratepayers:

108,732,299

110,137,881
98.7%

1,287,774
468,864
1,756,638

643,887
421,978

1,065,865

643,887
46,886

690,773

matter was considered at the June 12, 2001 Authonty Conference. The Order authorizing the
1 of the NORA contract m the Company’s Incentive Plan was 1ssued November 8, 2001 i Docket
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Section IV of this report further describes the actual results of the plan year,
ling exceptions to the Company’s results and the Staff’s audit opinion. Section V.

describes the Staff’s findings in detail.

II.

over

JURISDICTION OF THE TENNESSEE REGULATORY AUTHORITY

Tennessee Code Annotated (hereafter “T.C.A.”) gave jurisdiction and control
hublic utilities to the Tennessee Regulatory Authority. T.C.A. § 65-4-104 states:

The Authority has general supervisory and regulatory
power, jurisdiction, and control over all public utilities, and
also over their property, property rights, facilities, and
franchises, so far as may be necessary for the purpose of
carrying out the provisions of this chapter.

Further, T.C.A. § 65-4-105 grants the same power to the Authority with reference

to all] public utilitiles within 1ts jurisdiction as chapters 3 and 5 of Title 65 of the T.C.A.

has d

onferred on the Department of Transportation’s oversight of the railroads or the

Depairtment of Safety’s oversight of transportation companies. By virtue of T.C.A. § 65-

3-104

comp
rules
condt

, said power includes the right to audit:

The department is given full power to examine the books
and papers of the said compames, and to examine, under
oath, the officers, agents, and employees of said
companies...to procure the necessary information to
intelligently and justly discharge their duties and carry out
the provisions of this chapter and chapter 5 of this title.

The Authority’s Energy and Water Division is responsible for auditing those
anies under the Division’s jurisdiction to insure that each company 1s abiding by the
and regulations of the TRA. Pat Murphy of the Energy and Water Division
icted this audit.




1. | BACKGROUND AND DESCRIPTION OF PERFORMANCE INCENTIVE
PLAN

On March 31, 1997, United Cities filed a petition with the Authonty, requesting
that ﬁlexperimental Incentive Plan be approved on a permanent basis. After the
Constimer Advocate Division intervened, the Authority ordered on May 20, 1997 that a
contebted case be convened in Docket No. 97-01364. The case was heard in two phases,
Phasd One on March 26 and 27, 1998 and Phase Two on March 27 and 31, 1998.

The Authority issued its Phase I Order on January 14, 1999 and 1ts Phase II Order
on Afigust 16, 1999. The Phase Il Order authorized Umnited Cities to continue operating
undet a modified Incentive Plan. The Incentive Plan automatically rolls over for an
additfonal plan year on each April 1%, beginning April 1, 1999, and continues until the
Incentive Plan is either (a) terminated at the end of a plan year by not less than 90 days
notic¢ by United Cities to the Authority or (b) modified, amended or terminated by the
Authérity. The period Apnl 1, 2000 to March 31, 2001 is the second year of the
permjnent plan and is the subject of this audit.

The Incentive Plan consists of two mechanisms: (1) the Gas Procurement
Incentive Mechanism, and (2) the Capacity Management Incentive Mechanism. Under
the Gas Procurement Incentive Mechanism, United Cities retains 50% of the savings
on gas purchased below 97.7% of a pre-determined index. Should the Company
purchase gas above 102% of the same pre-determined index, the Company 1s penalized
for 50% of the excess. The computations of savings/(losses) are made on a monthly
basis| The lower end of the deadband (the range within which no savings or losses are
compluted), is to be readjusted at the end of every three-year peniod based on the most
recent audited results. The Capacity Management Incentive Mechanism encourages
the Qompany to market off-peak unutilized transportation and storage capacity. The
assodiated savings are shared by the ratepayers and the Company on a 90/10 basis.
Interest is accrued on the outstanding monthly balance in the Incentive Plan Account
using the same computation that is provided for in the Authonty’s Purchased Gas
Adjuptment Rule 1220-4-7-.03(vii).4 The specific details of the Incentive Plan are
inclulled in United Cities Performance Based Ratemaking Mechanism Rider, which was
issuel on March 16, 1999 and was effective on April 1, 1999. A copy of this tariff is
attached to the report as Attachment 1.

The TRA’s Final Order on Phase II also provided that the Company should
submijit annually to the Authority’s Staff the following items:’

1.  The calculation of the Company’s Reserve Margin to ensure that its level of
contract demand 1s prudent.

“ TRIA Final Order on Phase Two, Docket No 97-01364, August 16, 1999, page 28, paragraph 12. See

Attacl;ment 10.
* Ibi., page 27, 28, paragraphs 4, 9, and 10




2. Details of the gas supply incentive and rewards program for its non-
executive employees who are involved in implementing the incentive plan.

3. Documentation of the Company’s compliance with the Tennessee
Guidelines for United Cities Gas Company’s Affiliate Transactions.’

Staff has determined that United Cities has complied with all three of the above
filingjrequirements:

1. The Company filed its Reserve Margin calculation with its annual filing.
Calculations for East Tennessee Natural Gas and Texas Eastern/Columbia
Gulf show a 20.5% margin above projected peak day requirements. For
Texas Gas, there was no reserve margin as the Company 1s charged only for
capacity actually used. The Company’s tanff states that a reserve margin of
7.5% or less will be presumed reasonable.” The Staff discusses Reserve
Margin 1n Section V., Finding #6.

2. The Company states that the Incentive and Rewards Program remains the
same as that originally submitted to the Authority Staff on June 1, 1999.

3. During the period encompassed n this audit, the Woodward contract in 1ts
inttial form remained 1n place. To determine the continued competitiveness
of the contract, Umted Cities issued a Request for Proposal (RFP) on
February 7, 2000 to eight major national gas suppliers. Three companies
responded with competitive bids. Based on its evaluation of these bids, the
Company determined that “the contract price under the Woodward contract
is competitive with the prices offered by the other suppliers.” Staff agrees
with the Company’s conclusion. The subject of compliance with affiliate
rules regarding the NORA contract was addressed in Docket No. 00-00844.

6 AtEchment 1, TRA No 1, Ongmal Sheet No 453,454,and 45 5
7 Ibi,, TRA No 1, Original Sheet No 45 5.




IV. | ACTUAL PLAN YEAR RESULTS AND AUDIT OPINION

According to the Company’s filing, the Incentive Plan generated $1,756,638 in
total jncentive savings. Of this amount, $1,065,865 benefited the ratepayer and United
Citie%E‘etained $690,774. Adding the $14,254 in calculated monthly nterest due resulted
10 an junrecovered balance 1 the account of $705,028. To recover this balance, United
Citieq|implemented a surcharge of $0.00444 per ccf, effective October 1, 2001.

Gas Procurement Incentive Mechanism:

According to the filing, the Company was able to purchase gas at less than the
benchmark during all twelve months in the audit period. However, in only two months
was Wnited Cities able to participate in the savings generated from the Gas Procurement
Incenfive Mechanism. This was due to the fact that the total monthly purchases in each
of thd other months were above the 97.7% lower limit of the deadband (the range within
which no savings or penalties are calculated). The Company had no total monthly
purchises above the 102% upper limit of the deadband. Total actual purchases for the
year gveraged 98.7%® of the total annual benchmark. Of the $33,350 savings generated,
Unmtedl Cities retained 50% or $16,675. We are in agreement with this portion of the
calculation.

The Incentive Plan states that at the end of every three-year period, the lower end
of the deadband will be adjusted to 1% below the most recent audited results.” The first
threefyears of the plan ended on March 31, 2002. Therefore, the lower limit of the
deadHand for the plan year beginning April 1, 2002 is based on the results of this audit.
As shown on page 1 of this report, total actual purchases for the year are 98.7% of the
total benchmark. Therefore, the lower limit will remain the same for the next three-
year period, since 1% below 98 7% is 97.7%.

As part of this mechanism, the Company also reported an additional $1,254,424
in “pfocurement savings,” $201,893 resulting from the NORA contract and $1,052,531
resulting from negotiated transportation contracts. United Cities retained 50% of these
allegg¢d savings, for a total of $627,212. We disagree that the calculations presented by
the Company represent “savings” under the terms of the Incentive Plan. The Company’s
incentive plan defines savings/(losses) as those total commodity costs that fall outside the
deadband.'® The deadband is a range surrounding the benchmark, within which no
ihg takes place. The benchmark is a calculation based on approved market indexes.
Any [savings to be shared between the Company and the ratepayer must be below
"market,” as defined by the plan. Therefore, we are recommending audit adjustments to
elimihate these “savings” from the Incentive Plan Account (IPA)."

8 Incfuding the NORA purchases.

‘:0 Sed Attachment 1, TRA No 1, Ongmai Sheet No 45 2.
Ibgl.

"' THe NORA contract 1s discussed in Staff Finding #3, page 17 The negotiated transportation contracts

are diicussed m Staff Finding #2, page 10.




Capgcity Management Incentive Mechanism:

MecH
Plan,
mech

According to the Company’s calculations, the Capacity Management Incentive
anism generated a total of $468,864 in savings. Under the terms of the Incentive
United Cities is entitled to retain 10%, or $46,886, of the total savings under this
amism, and 90%, or $421,978, benefits the ratepayer. During our review, we

discavered that total savings were actually $467,130. Therefore, the Company is entitled

to ret]

ain $46,713 We are recommending an audit adjustment of $173.12

Audit Opinion:

The Staff’s audit resulted in 6 findings. The net effect is that the Company is

overicollecting $580,742 from the ratepayers. The corrected balance in the Incentive

Plan
Com
Ince
balan

other

Account as of March 31, 2001 should be $124,286. The difference between the
any’s filing and the Staff’s audit results should be adjusted to the Company’s
ive Plan Account beginning balance in the next plan year, so that the beginning
ce agrees to these audit results. See Section V. for details of these findings.

In addition to the findings referenced in the paragraphs above, the Company made
procedural errors in the calculation of its ending balance to be surcharged from the

perc
Ince

tage sigmficantly above the percentage deemed prudent under the terms of its
1ve Plan tariff.'*

rate;%yer Also, the Company’s Reserve Margmn calculation shows a reserve

Based on our review, we conclude that the Company’s filing contains material

calculations are not in conformance with the terms of its Incentive Plan. We

erro{. As a result, we must report that, for the plan year under review, the Company’s

recorimend that United Cities take the following steps to correct its future filings.

l.

The Company should immediately correct its beginmng balance for April I, 2001,
the beginning of the current plan year, to reflect the Staff’s audit adjustments.

The Company should revise its calculations for the current plan year to eliminate
the alleged savings generated from negotiated transportation contracts and the
alleged savings generated from the NORA calculation of avoided transportation

The Company should revise its method for calculating interest to be in
conformance with 1ts tariff and the PGA Rule.
The Company should terminate the customer surcharge implemented on October

The Company should continue the use of 97.7% as the lower limit of the
deadband for incentive calculations during the period April 1, 2002 to March 31,

ese deficiencies are described 1n the discussion of Staff Finding #1, page 8.

2,
costs.
3.
4,
1, 2001.
5.
2005
12 Sep Staff Finding #4, page 21.
3 Th
14 Rd

fer to Staff Finding #6, page 23, for a discussion of this finding
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V. IPA AUDIT FINDINGS

As outlined in Section IV. above, the result of the Staff’s audit was a net
overr¢covery of $580,742. The Staff corrected balance in the [PA account at March 31,
2001 and the correct amount to surcharge customers is $124,286. A summary of the IPA
accouijt as filed by the Company and as adjusted by the Staff is shown below, followed
by a d¢tail of each finding."

SUMNMARY OF THE IPA ACCOUNT:

Company Staff Audit  Difference

Incentive Plan Account Filing Results (Findings)
Beginning Balance at 4/1/00 $ 0 $272,859 $ 272,859
Plus Gas Procurement Savings 643,888 16,675 -627,213
Plus Qapacity Release Savings 46,886 46,713 -173
MinuJ Customer Sgrcharges 0 237,487 237,487
Plus Interest ’ 14,254 _ 25526 _ 11,272

Iinding Balance at 3/31/01 $705,028 $124.286 $-580,742
SUMMARY OF FINDINGS:
See page

FINDING #1  Calculation of Ending Balance $ 35,372  Under-recovery 8
FINDING #2  Gas Procurement Mechanism -526,265  Over-recovery 10
FINDING #3  Gas Procurement Mechanism -100,947  Over-recovery 17

FINDING #4  Capacity Release Mechanism -173  Over-recovery 21

FINDING #5 Interest on Account Balance 11,271  Under-recovery 22

FINDING #6  Reserve Margin 0  No effect 23
Net Result $-580,742 Over-recovery

'’ See fttachinent 3 for Staff's schedule showing the calculation of the corrected ending balance




FINDIN( #1:

Exception

Staff discovered methodology errors in the calculation of the ending balance
for the IPA account. United Cities included incentive recoveries for months outside the
current aydit period in its calculations. Also, the Company did not follow its tariff in
calculatinf the monthly balances, including the calculation of interest.

Discussion

THe Company’s filing for April 1999 through March 2000 (the first year of the
Incentive | Plan) showed Incentive savings, including interest, of $303,805. Audit
adjustme%s of $30,946 reduced this amount to $272,859. There were no recoveries to
net with the savings, as this was the first year of the Company’s Incentive Plan. The
Company| began surcharging $0.00191 per ccf on customer bills beginning with the
October 200 billing.

e Company’s tanff 1s very specific as to the method for tracking the Incentive
savings apd recoveries. The section Determination of Shared Savings'® states that a
separate Ihcentive Plan Account (IPA) shall be set up to record the monthly savings or
losses. The amount collected from or refunded to customers each month will be credited
or debited to the IPA as appropriate. Interest will be calculated on the monthly balance
using the fame method used in the Company’s Actual Cost Adjustment (ACA) account.

Upited Cities did not follow this method to calculate its ending balance at March
31, 2001} The Company submitted three (3) exhibits with the filing showing its
calculatioh of the balance to be surcharged to customers and its calculation of interest due
from the [customers.!” Attachment 5 calculated a residual balance at August 2001 of
$-1,428 (@ver-recovery). The schedule begins with the Company’s unadjusted balance at
March 31 2000. Collections are then subtracted from this balance monthly from October
2000 thraugh July 2001 to arrive at a residual balance to start the next plan year (April
2000 — March 2001). The period of April 2001 through July 2001 is outside the current
period bejng reported. Therefore, those recoveries should not be part of the current audit
period calculations.

Aﬂ@chment 6 incorporated the results of Attachment 5. The audit adjustment
from the Jast audit is netted with the residual balance calculated on Attachment 5 to armve
at an adjysted beginning balance of $-32,374 at April 1, 2000.'® This beginning balance
is used tb calculate the interest due each month. Two things are incorrect on this

6 See Attjichment 1, TRA No 1, Onginal Sheet No 45 6

17 The filel exhibats are attached to this report as Attachment 4, Attachment 5, and Attachment 6 Since
the entire afinual filing was stamped “Confidential” by the Company, Staff notified United Cities that the
schedules Would be attached as exhibats to the Staff’s audit report, as there was no proprietary information
on them ted Cities made no objection

1 $-1,428]- $30,946 = $-32,374




schedu

e One, the beginning balance should not include recoveries The beginning

balancd should be $272,859 ' Two, the recoveries (surcharges) should be credited to the

IPA ea

Attach
schedu
Saving
That b
increm
determ
$-32.3
amoun

h month to arrive at an ending balance on which to calculate the interest

ent 4 then summarizes the Company’s calculation of its ending balance On this
e, the Company adds the Gas Procurement Savings, the Capacity Management
and the interest on monthly balances to arrive at an ending balance of $705,028
lance is divided by the prior 12-month sales to determine the surcharge rate
nt of $000444 per ccf This schedule ignores the beginning balance as
ned by the Company Based on the Company's method, the beginning balance of
'4 should have also been added, thereby reducing the ending balance by this

Attachinent 2 1s a Staff schedule showing the correct method for calculating the
begmnﬂ

adjustt

ng balance, the monthly interest, and the ending balance 2" The Staff's audit
hent for this combination of errors 1s a positive $35,372 g

Compiny Response

UCG agrees with this finding The Company did not deliberately disregard the

methoE to calculate the ending balance The Company merely advertently failed to

bring 1

forward

e -
‘l: UQG s balance of $303 805 at March 31. 2000 lcss the StafT"s audut adjustment of $30.946
=" Nofc that the StalT 1s using the Company’s reporicd calculated savings

2 Sl'

s Ending Batancc with Intcrest less the Company s reportcd Ending Balance Icss the differcnce

duc tofinterest. ($764.503 - $705.028 - $24.102 = $35.372)




FINDING #2:

Exception

The Staff calculated an over-recovery of $526,265 in the Gas Procurement
Incengive Mechanism.

Discuyssion

This finding represents a deviation from the terms of United Cities’ Incentive Plan
tanff] The $526,265 in savings is 50 percent of what the Company refers to as
“Tenilessee Negotiated Rate Savings”. The savings represent “avoided costs” resulting
from [negotiated transportation contracts that the Company entered into with vanous
pipelines. These avoided costs are calculated by comparing the transportation rates”
negotjated in the contract to the maximum ;)1pel1ne tariff rates approved by the Federal
Energy Regulatory Commission (“FERC”).

The Gas Procurement Incentive Mechanism®* section of the Company’s tariff

states{/that it is the savings associated with its commodity cost of gas that 1s available for
shanifjg. The commodity cost of gas 1s compared to a “benchmark.” If the total monthly
commjodity cost of gas falls below 97.7% of the benchmark amount, then the resultant
savings will be shared 50/50 with the customers. The benchmark is the mathematical
product of the actual purchase quantities and the appropriate price index. The appropriate
price {ndex is defined in the tariff as follows:

Type of Purchase Index?

Monthly Spot Purchase | Simple average of the appropriate Inside FERC Gas Marketing
Report, Natural Gas Intelligence, and NYMEX for that

particular month.

Swing Purchase Gas Daily rate for the first day of gas flow

Longjterm Purchase Indexes will be adjusted for the Company’s rolling three-year
average premium paid to ensure long-term supply availability
during peak periods.

City gate purchase Indexes will be adjusted for the avoided transportation costs

that would have been paid if the upstream capacity were
purchased versus the demand charges actually paid to the
supplier.

22 Thg Company has broken these costs down into demand, storage deliverability, space, and commodity

compopents

zi The Company 1s using the FERC max tanff rates as a benchmark against which to compare 1ts cost.

- SeglAttachment 1, TRA No 1, 1* Revised Sheet No 45 | and Origmal Sheet No 45 2
Seg|Attachment |, TRA No. 1, Onginal Sheet No 45.2.

10




For each type of purchase, the benchmark is clearly defined Some purchases
allow fan adjustment of the indexes, however, nowhere in the tariff is there mention of
sharing savings associated with transportation discounts  The only mention of
transpprtation costs is in conjunction with the definition of the appropriate index for city
gate furchases A city gate purchase is one where the Company buys local gas and
avoid}j the full pipeline costs of transporting the gas from the Gulf of Mexico to
Tenngssee 2° However, the pipeline purchases that United Cities was able to negotiate
lower]transportation rates for were not city gate purchases

In addition to calculating transportation “savings” (as discussed above), the
Company also calculated the commodity savings associated with the same purchases as
per the terms of its tariff. As described in Section IV of this report, United Cities’ gas
purchiases fell below the benchmark every month in the period However, in only two
montlls did the total monthly purchases fall below 97 7% of the benchmark, allowing the
Comgplany to share in the savings

Including savings associated with transportation rates in the Incentive Plan would
requane a revision of the Incentive Plan If the Company decides to take that approach, a
problgm would arise in establishing a benchmark with which to compare negotiated rates
The ﬂeﬁnitlon of Gas Procurement savings in the current tariff is a discount below
“marlet” prices The tariff establishes indexes as a proxy for the commodity “market.”
Since|there 1s no known “market” price for transportation rates (other than the rate paid
by UJFted Cities Gas), there is no way to know if the maximum FERC approved tarff

rates jare appropriate proxies Without a valid benchmark, savings (if any) cannot be
quantjfied

Company Response

UCG respectfully disagrees with Staff Finding #2 that UCG over-recovered under
the (Jas Procurement Incentive Mechanism UCG believes that the PBR mechanism, as
docuinented in the Final Order on Phase II in Docket No 97-01364 ("Phase II Order")
provifles for savings associated with transportation discounts and that Staff’s current
positfon is contrary to that order Furthermore, UCG believes that Staff’s current position
1s irfconsistent with the prior discussion it had with UCG on the treatment of
transportation discounts as savings under the PBR mechanism and that Staff had failed to
objedt to UCG’s quarterly reports, which reported these transportation discounts as
savirlgs, within 180 days of filing as required by the tariff

In January 2001, UCG requested a meeting with Staff to provide notice of its
reneg otiated transportation contracts that went into effect in November of 2000 On
Janujry 31, 2001, Staff met with UCG to discuss the treatment within the PBR
framgwork of the avoided costs resulting from the renegotiated transportation contracts
on thle Tennessee Gas pipeline, East Tennessee Natural Gas pipeline, and the Columbia
Gulf[pipeline Attached as Exhibit 1% is a copy of the meeting agenda and the summary

fﬁ TTJS definition of a “city gate” purchase was offered by the Company 1n a data response
¥ Ufuted Cities Extubits 1 and 2 are filed under confidentiality seal
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s reflecting how these savings would be treated under the PBR mechanism UCG
ssed in detail with Staff the reporting methods they intended to follow in regard to
sion of these avoided costs in its quarterly reports. At no time during or
ediately following this meeting did Staff indicate that UCG was ncorrect in its
ent of these avoided costs as savings under the PBR mechanism or in UCG’s

The quarterly reports for October through December 2000 and January through
h 2001 were filed pursuant to the guidelines of the tariff on March 1, 2001 and May
D01, respectively. The Authority failed to provide any written notification to UCG
L exceptions within 180 days of the filing of those reports Accordingly, pursuant to
ariff (Sheet No 45 6) UCG's incentive plan account is deemed in compliance with
ovisions of the PBR  Accordingly, UCG booked as income 1ts share of benefits

previusly filed quarterly reports, although no exceptions were made within 180 days of
those reports, Staff's current conclusion that transportation discounts should not be
permdnent PBR plan covered the entire associated commodity cost ‘of purchasing,
delivering and storing of gas to the end consumer In the Phase IT Order, the Authority
speciffcally identified transportation costs as a component in its definition of the total
gas

The total cost of gas includes the commodity cost and the
transportation cost to move the gas from its source to the
city gate In general, the closer the gas source is to the city
gate, the higher the commodity cost, but, since the distance
to be moved 1s less, the transportation cost is less In
contrast, the farther the gas 1s from the city gate, the
cheaper the commodity cost, but the transportation cost to
move it a greater distance ts more It 1s, therefore, possible
that the total of commodity and transportation costs for the
higher cost gas could be lower than the total cost
(commodity plus transportation) for the cheaper gas

Phase h Order, Footnote 46, p 18

LIn_the Phase II Order, the Authority also adopted the testimony of the company
w1tneﬂ , Ron McDowell

Further, company witness, Ron McDowell, testified that the
operational plans called for delivery at the least cost
feasible, taking 1n consideration United Cities'
transportation and storage contracts and other factors Id
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A fundamental requirement of UCG's PBR program is to establish a mechanism
incents proper business decisions and not reward the company at the ratepayers'
dhse. In order to satisfy this design principle, the PBR program must be all-inclusive,
it must include all the gas purchasing, storage, and transportation activities.
ise, 1f transportation costs had been excluded from the PBR program and treated
sively as a PGA pass through, the PBR plan would have a material defect due to the
tial opportunity to pass on to the ratepayer the relative high transportation cost
gements that could have been obtained in order to secure relatively lower
odity costs. Under this scenario, UCG could earn benefits at the ratepayers’
se under the PBR formula on the commodity portion alone. Clearly, this was not
tent of the Authority in establishing a PBR mechanism and accordingly, the Phase
Her recognized that transportation costs must be included as an integral component
b total commodity cost within the PBR mechanism. Since the PBR plan currently
Hes for transportation costs, a revision to the plan, as Staff concludes, would not be

In his 1997 report, Frank Creamer with Andersen Consulting concluded that the
vas designed to cover all associated commodity costs of purchasing, delivering and
o gas to the end consumer, €.g., commodity cost of gas, storage commodity costs of
ed costs of transporting gas, and fixed costs of storing gas. Mr. Creamer’s
ion that the plan was all-inclusive was neither contested nor objected to.
trmore, Mr. Creamer recommended that all future contract arrangements, including
e negotiations, be included in the plan, so as to incent UCG to beat the market on
future activities. If now, transportation costs are to be excluded, as currently

recomfmended by Staff, UCG lacks the incentive to beat the market, and the TRA has no
procegs in place to verify market costs, short of ordering a prudency audit -- the very type
of reghlatory activity that the PBR was designed to avoid.

The negotiated transportation discounts were a direct result of the incentives
ted by the PBR. In the final Order on Phase Two the Authority found that the cap
be increased to $1.25 mullion to provide the Company with the necessary
ves to become more aggressive. Staff met with UCG on two occasions to discuss
batment of transportation discounts. During those meetings, UCG spectfically
fied to Staff that "city gate purchases" included both raw commodity costs and
rtation costs necessarily incurred for the delivery of the commodity to the city

Attached, as Exhibit is an invoice from Woodward Marketing, LLC dated
ber 29, 2000, which illustrates that the total invoice amount charged to UCG for
dte purchases includes transportation costs.

As noted above, UCG also disagrees with the Staff's conclusion that including

savingk associated with transportation rates would require a revision of the Incentive
Plan. | Furthermore, UCG disagrees with the conclusion that a problem exists 1n
establfshing a benchmark of performance against which to compare the negotiated

27 UCG i its data response to the TRA staff did not purport to give a full definition of "city gate
purchasgs." At the meetings referenced above with the staff, UCG's position with respect to the total cost
of gas al the city gate was specifically set forth and discussed
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dbortation rates. The absence of published benchmarks providing comparative
anal¥isis on discounted transportation rates should not preclude the Staff from including

!. ortation discounts in the PBR mechanism. If transportation costs were treated as a
passthrough, as Staff recommends, Staff would still be faced with determining
incy of UCG’s decisions. Therefore, the issue of establishing a standard of
ance against which to measure UCG’s performance exists whether or not
Lortation costs are included in the PBR program. When transportation contracts are
dotiated, the benefit denved from the new contract is easily quantifiable — it is based
e prior period costs, which in this case were the maximum FERC rates. In
lating the benefit to the ratepayers and UCG, the first contract renewal would be
fared to the prior period rate, the undiscounted, published FERC rate. This approach
ard looking, and measures UCG's performance against itself. This approach would
nsistent with a prudency audut, if one were to be performed. It should be noted that
the PBR sharing formula, the ratepayer receives the first 2.3% of the discount and

alf of any discount greater than 2.3%.

Under the PBR program, subsequent renewal periods implicitly contain a 1%
imprgvement factor due to the readjustment of the dead band every three years.
Therfore, it is not necessary to adjust the comparative standard of performance and
d, continue to compare all future contracts against the initial rate. In absence of a
lsted dead band, the standard could be trued-up every three to five years, based on

beriods actual costs.

In summary, the savings associated with transportation discounts were provided
for irll the PBR mechanism, as documented in the Phase II Order and that Staff’s current
positipn is contrary to that order. To exclude transportation costs from the PBR
mechhnism would be a material flaw in the administration of the program.

Staff] hesponse

No obligation exists for Staff to provide written notification of exceptions to the
quartgrly reports within 180 days. These are interim reports and subject to change. The
reporfs referred to 1n the tariff that require a written notification are the annual reports.28
The 4nnual report filings are the ones that are audited and the audit report lists the
exceqtions to the filing. The 180 days is strictly adhered to during these audits. In the
currelit audit, Staff consented to a delayed filing date by United Cities. The filing was
received on August 7, 2001. The 180 days expired on February 3, 2002. The Company
requested an extension to March 12, 2002. And Staff requested an additional extension
to Apfil 23, 2002.7

The Staff’s interpretation of the filing requirement is based on the Purchased Gas
Adju%nnent rules.?® The Company’s position that the tariff requires the Staff to audit and

% ged Attachment 1, TRA No. 1, Ongnal Sheet No 45 6, Filing with the Authonty

2% gxfbnsion of the 180 days 15 allowed by mutual consent of the Staff and the Company See letters of
extensipn attached as Attachment 7

3 Fyghl Order on Phase Two (Docket No. 97-01364) page 28 (12) states"
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comment on the quarterly reports leads to an absurd conclusion. Quarterly reports are
filad sixty (60) days following the end of a quarter. Adding another 180 days for Staff
review results in an eight (8) months lag after the end of the quarter before the Company
wopld know if its filing was in compliance with the tariff. Staff would be forced to
cordduct four (4) audits each year. This is simply not reasonable and in no way was
confemplated in the formulation of the incentive plan. Further, we are not now, as the
Comnpany says, raising exceptions to the previously filed quarterly reports. The
excgptions in this report refer to the annual report.

Regarding the meeting that took place in January 2001, as United Cities should be
awdre, the Authonty is not bound by anything that is said or not said by any person
durihg a meeting between a company and the Authority Staff. This was an informational
megting only.

The Company quotes Footnote 46 from the Phase Two Order defining the “total”
costllof gas. The footnote makes it clear that the total cost includes a commodity piece

and jp transportation piece. It is true that transportation cost is a function of the location
of the gas source, but that fact is irrelevant to the discussion of this finding.

Tranportation costs were simply not considered at the time United Cities’ incentive plan
was [formulated. At the ongination of the plan, no one anticipated savings derived by

The Company further states that all purchasing activities were anticipated by the
d that the Phase Two Order “recognized that transportation costs must be included
as ar) integral component of the total commodity cost within the PBR mechanism.”'
careful reading of the Order, Staff fails to arrive at the same conclusion. In
ary, Staff’s position is that transportation costs were irrelevant at the time the
tve Plan was crafted. These costs are excluded by omission from the plan itself,
bitrarily excluded by Staff’s interpretation of the plan. Staff has been consistent in

The Phase Two Order contemplates evaluating United Cities’ performance
ed to an external index. Both the incentive plan hearings and the resulting Order

hingellon actions taken by the FERC, not by United Cities itself. However, the best
mdicdtor of “market” 1s the price agreed upon between a willing buyer and a willing

“The taf1ff should incorporate all the changes as ordered by the Tennessee Regulatory Authornty, 1
additiof} to specifying that the gains and losses denived from the mechamsm are to be accounted for in an
incentifle plan account with similar language, true-up attributes, audit, and filing requirements as the
Actual {Cost Adjustment clause of the existing Purchased Gas Adjustment rules ” [Emphasis added] See
Attachrpent 10

' Quged from UCG’s response
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seller. In the case of its transportation contracts, this would be the price United Cities and
its Supplier agreed upon. United Cities has also suggested measuring its performance
agajnst United Cities’ own past performance. As Staff stated before, including this type
of fransaction in the plan would require a revision of the plan itself. Based on the
ation available today, Staff would recommend continued exclusion of
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FII#IDING #3:
Exgeption

The Staff calculated an over-recovery of $100,947 in the Gas Procurement
Incgntive Mechanism. .

Diskussion

The NORA contract’? was imtially excluded from United Cities’ Incentive Plan in
Dodket No. 97-01364. The primary reason for the exclusion was that it pre-dated the
plar] and did not require any additional effort by the Company to generate savings. But
the Authority’s Phase One Order (January 14,1999) stated that if, when the contract was

April 19, 2000, with an effective date of November 1, 2000. On September 26, 2000,
Unifed Cities filed a petition with the TRA*, requesting permission to include the new
contract in its Incentive Plan. Since the contract was no longer pre-existing and
the requirements of the Affiliate Rules contamned in the Company’s Incentive tariff,
the Authority approved the Company’s request at its June 12, 2001 Conference.

The Company’s calculation of the “savings” related to the NORA contract does
not dpnform to the terms of its Incentive Plan. As discussed in Finding #2 above, the Gas
Procjirement section of the Company’s tanff specifies that the commodity cost for each
purchase will be compared to the appropriate benchmark for that purchase. Then the
commodity cost of all purchases for the month will be compared to total benchmark

The terms of the current NORA contract call for Umted Cities to pay the
riate Inside FERC index each month plus a premium for volumes delivered.

The Company did not compare the NORA commodity cost with the average of
the three indexes® for its monthly spot purchases as specified in the tariff. When
questjoned in a data request, the Company responded that the companson with the
ark showed minimal savings and the savings fell within the deadband®® each

Therefore, the Company elected to calculate “savings” based on the
rtation cost. The calculation is similar to the one for the transportation discounts,

32 Thg|NORA contract covers gas supply from the East Tennessee-NORA Gas Pipeline
3 Pagp 27 and 29

* Dogket No. 00-00844 The Company’s petition is attached as Attachment 8.
See|[Chart located mn the discussion of Finding #2.

3¢ Therange of 97 7% to 102% of the benchmark, withun which no sharing takes place.
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addfessed 1n Finding #2 The premium was compared to the maximum tariff rates
alloyved by FERC. Then 97.7% of the difference was deemed “savings” by the Company
to bg shared 50/50 with the customer. This type of calculation is not covered under the
currgnt Incentive Plan tanff. Additionally, the Company separated out this calculation
fronj the other calculations, so that it led to shared “savings” each month. The tariff is
cleajl that the “total” commodity costs for the month must fall outside the deadband
befoge sharing of savings or losses will occur.

Comipany Response

The Company's response to finding #3 is two part. First, it appears that the Staff
has d¢hosen to disallow transportation costs on the same basis as set forth in finding #2.
Accdrdingly, UCG adopts its response to finding #2 in regard to savings resulting from
avoided transportation costs.

Secondly, the Staff has objected to the method of calculation by the Company of
st savings resulting from the NORA contract. The method of calculation for the
s associated with the NORA contract have been well documented beginning with

On or about September 21, 2001, UCG filed a petition requesting permission to
the new NORA contract in the current PBR. TRA Docket No. 00-00844. This
included attachments which 1llustrated the inclusion of the avoided cost savings

lculation set forth 1n the quarterly reports filed thereafter as well as in the annual

On November 8, 2001, the Authority entered an order granting permission to
includg the new NORA contract in the PBR. The Authority held:

Upon a careful review of the petition, and of the entire
record 1n this matter, the Authority approved United Cities'
request to include transactions under the new NORA
contract in its Incentive Plan.

Order, L)ocket No. 00-00844.

There were no objections raised by either the Staff or any third party concerning
the pripposed method of calculation set forth in the petition. Obviously, by the
Authority's own language, it carefully reviewed the petition and 1f it had an issue with the
method of calculation, it would have stated so in the order.
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Asfsset forth in the Company's response to finding #2, each of the quarterly reports, which
inJ ude the NORA contract savings in the PBR calculation, are deemed 1n compliance
with the Incentive Plan due to the fact that the Authority did not provide wntten
nofification of any exceptions within 180 days of the filing of said reports.

St hf Response

The Company puts forth four (4) arguments to support 1its calculations of NORA
sayings.” The first argument is its response to Finding #2 in regard to avoided
trarsportation costs. Refer to Staff’s response in Finding #2.

(1]

The second argument is that NORA gas 1s a “citygate” purchase. As such, Staff’s
e (found in the discussion of Finding #2) pomnts out that the indexes for citygate
ihases “will be adjusted for avoided transportation costs that would have been paid if
l pstream capacity were purchased versus the demand charges actually paid to the
phier.”” In a Staff data request, we asked the Company two questions concerning
A purchases. One, why the NORA “savings” were calculated separately from the
othey commodity purchases for the month Two, provide an explanation of the NORA

calc lation of “savings” in terms of its tariff. In its response, United Cities stated that,

g no impact on the lower limit of the commodity deadband each month, the
aftated reporting of Nora seems more straightforward.”>’ In other words, the Company
ot able to produce savings using the calculation provided for in the tariff. The
any then calculated “savings” from avoided transportation costs, using FERC tariff
as a benchmark.

The Company states that “Staff has failed to adjust the commodity portion for the
ed transportation cost when companng to the indices benchmark.” We take
efjtion to this attempted transfer of responsibility. We asked the Company on more
ne occasion to supply us with its calculation of NORA savings under the terms of
an, adjusting the indexes for the avoided transportation cost (if appropnate) The
equest was made in writing.® The Company failed to respond to these requests

United Cities, in its petition, requested “permission to include the new contract
coverfng the NORA/East Tennessee Gas Pipeline supplies in its PBR plan.”° In 1ts
el ber 8, 2001 Order in Docket No 00-00844, the Authonty granted the Company’s
reque§t. UCG 1s arguing that when it approved the petition, the TRA approved the

7 Qudited from the Company’s response, dated January 21, 2002.

See{lcopy of email request, attached as Attachment 9

Conlpany petition (received September 26, 2000, in Docket No 00-00844), page 4 and 5 See
Attachrent 8
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ulation in their attachment, even though this calculation is inconsistent with the relief
ght in the petition and with the Order. Staff disagrees with this position.

The fourth argument is that the Authority Staff did not provide a written
fication to the Company of exceptions to the quarterly reports. Refer to our response

to this argument in Finding #2.
Staff raised another point in its discussion of this finding that the Company did
notjrespond to  “Gains and losses under the plan will be calculated on a monthly basis

notjlcontemplate a separate avoided transportation cost calculation 1n its deliberation of
the {Company’s incentive plan. Side calculations, such as the ones made for NORA

pu

raﬂ“a than on a transaction basis.”™" This is additional evidence that the Authority did
r

hases, cannot be combined with the commodity calculations for other purchases to

arriye at a total gain or loss for the month. The Company has already admutted in a data
respgpnse that including NORA in the total commodity calculation did not produce

Sav

gs for the month. The only way the Company could calculate “savings” under the

NO contract was to separate out the calculation and take its share of the alleged
savifags on a “transaction by transaction” basis. Thus is a direct violation of its tariff.

0 FmTl Order on Phase Two, Docket No 97-01364, page 7 (12). See Attachment 10
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FINDING #4:

Exciption

The Staff calculated an over-recovery of $173 in the Capacity Release Incentive
Medhanism.

Disdlission

Following the filing of the annual IPA report, the Company submitted a corrected
scheflule for the calculation of Capacity Release savings. The corrected schedule
contdined minor changes due either to corrected invoices or a deviation from the 69.5%
Tenrssee/Virginia ratio. The total difference was $1,734 in capacity release savings.
Unitdd Cities share was $173.

Company Response

Company agrees with this finding.
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FIINDING #5:
Exteption
The Staff calculated an under-recovery of $11,271 in the interest calculation.

The Staff recalculated the interest on account balance based on the above
findings, resulting in an under-recovery. See Attachment 3.

Company Response

Company disagrees with this finding due to the position it has taken 1n response to
ﬂn(Tfmgs 2 and 3.
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FINIE)IN(\} #6:

Exckption

The Company’s Reserve Margin calculation showed a reserve of 20.5% for this
audiff period.

Disdussion

Reserve margin 1s a reserve of natural gas in excess of a Company’s projected
peak day requirement. A Company 1s allowed a reasonable level of reserve, and can
recoyer the cost of this reserve supply from ratepayers through the PGA mechanism.
Unutgd Cities’ Incentive tanff defines what its reasonable level is in the section entitled
Reseﬁ've Margin.*' As a matter of prudence, the reasonable level of reserve margin for
Unitgd Cities is 7.5% or less. For the 2000-2001 period, the Company reports that its
reserye margin is 20.5%, significantly higher than the presumed level of reasonableness
stateTi in the tariff.

In order for United Cities to recover these excess gas costs from the ratepayers
throuJ;h the PGA, it must show that they are necessary to meet customer requirements.
With( this in mind, Staff requested additional information from the Company to
tiate the need for this level of reserve. After several discussions with Gas Supply

The Company had a window of opportunity to transfer transportation contract
demapd from a higher cost pipeline to a lower cost pipeline. Contracts with the higher
cost pgipeline would be expiring November 2001. However, the new contract with the
lower|cost pipeline began November 2000, leading to a temporary overlap of capacity.
The (Jompany states that the opportunity would have been lost had they waited until the
contracts expired before negotiating the new contracts The long term lower cost
associpted with the new contracts should offset the extra cost of a temporary duplication
of supply, and the benefits should continue into the foreseeable future, providing
considerable ongoing lower gas costs.

It became apparent to Staff during this audit that the Company is selectively
choosing what to include 1n its Incentive Plan. United Cities included transportation cost
savings, which are outside the plan, but did not include excess gas costs above the
ed reasonable level as losses to be shared. These excess gas costs were flowed
the PGA for 100% recovery.

Comppany Response

It appears that the Staff has agreed with the Company's reserve margin calculation
set forgh 1n its annual report of 20.5%. In fact, the Staff acknowledges that the long-term
lower [costs associated with the new contracts will offset any temporary overlapping

*' See Mttachment |, TRA No 1, Onginal Sheet No 45.5 and 45 6
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resefjvation fees and that the benefit should continue into the foreseeable future providing
a cofgsiderable ongoing, lower gas cost to the consumers.

The Company does not appreciate and objects to the Staff's reference in the last
paragraph of its discussion that the Company is "selectively choosing what to include 1n
its Infcentive Plan." The Staff incorrectly assumes that transportation costs savings are
"outglde of the plan." The Staff for some reason is mixing apples and oranges with
respget to what is included in the PBR and what is outside of the PBR. The Phase II
Ordey specifically deals with the utility's reserve margin. The order provides:

F. Whether the TRA should establish a procedure to
verify the utility's reserve margin to ensure the utility's
level of contract demand is prudent:

Issue 1(1) deals with whether a procedure
should be established to enable the TRA to
verify the Company's reserve margin
requirements on an annual basis. This issue
was addressed in  Mr. Creamer's
recommendation #10 in his second-year
review. The Authority has determined that
such a procedure 1s necessary in order to
ensure that the Company is properly
managing its firm transportation capacity.
Therefore, the Company will be required to
submit to the Authority, on an annual basis,
documentation to substantiate its reserve
margin and the procedure the Company
utilized 1n arriving at the same. This
requirement will allow the Authority to
ascertain that the Company's level of
contract demand is prudent.

Phase lll Order, p.24.

Therefore, contrary to the Staff's statement in the third paragraph of its discussion,
the Cotfipany is not selectively choosing what to include in 1ts Incentive Plan in regard to
the resgrve margin. To the contrary, the Company has followed to the letter both its tariff
as welll as the Phase I Order by providing documentation to substantiate its reserve
margin|and the procedure the Company utilized in arriving at that margin. The Staff has
reviewdd this documentation and agrees with the Company's position. Accordingly, the
Compafty requests the Staff delete the third paragraph of its discussion in that it is totally
mapprgpnate under the circumstances.
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Staﬁ Response

clari

incl
deci

Staff stands by the statements made in the last paragraph of the discussion To
y the point Staff is making, Staff agrees that the Company was correct in not
ding the excess costs as losses within the plan The Company was able to support its
ions to the Staff’s satisfaction Neither the excess gas costs nor the transportation

unt calculations should be in the plan Staff is being consistent in its administration
e tariff
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CATTRCHMENT 7

T.R.A. No. 1
UNITEI) CITIES GAS COMPANY » A DIVISION OF 1 Revised Sheet No. 45.1
ATMOSYENERGY CORPORATION Cancelling Original Sheet No. 45.1

PERFORMANCE BASED RATEMAKING MECHANISM RIDER

AQQlicaﬂhjz

The Perfoymance-Based Ratemaking Mechanism (the PBRM) replaces the reasonableness or prudence
review ofthe Company’s gas purchasing activities overseen by the Tennessee Regulatory Authority (the
Authority} in accordance with Rule 1220-4-7-.05, Audit of Prudence of Gas Purchases. This PBRM is
designed tp encourage the utility to maximize 1ts gas purchasing activities at minimum costs consistent with
efficient operations and service reliability, and will provide for a shared savings or costs between the
utility’s customers and shareholders. Each plan year will begin April 1. The annual provisions and filings
herein willlapply to this annual period. The PBRM will continue until it is either (a) terminated at the end of
a plan year|by not less than 90 days notice by the Company to the Authority or (b) modified, amended or
terminated|py the Authority.

Overview Lf Structure

The Perforrpance-Based Ratemaking Mechanism consists of two parts:

Gas Procurement Incentive Mechanism
Capacity Management Incentive Mechanism

The Gas Prdturement Incentive Mechanism establishes a predefined benchmark index to which the
Company’s ommodity cost of gas is compared. It also addresses the use of financial instruments or private
contracts in jnanaging gas costs. The net incentive savings or costs will be shared between the Company’s
customers the Company on a 50% / 50% basis.

The Capacity Management Incentive Mechanism is designed to encourage the Company to actively market
off-peak unufilized transportation and storage capacity on upstream pipelines in the secondary market. The
net incentive|benefits will be shared between the Company’s customers and the Company on a 90% / 10%

basis.

The Company is subject to acap on overall incentive savings or costs on both mechanisms of $1.25 million
annually

Gas Procurenﬁent Incentive Mechanism

Commodity (Josts:

On a monthly pasis, the Company will compare its commaodity cost of gas to the appropriate benchmark
amount The Benchmark amount wall be computed by multiplying actual purchase quantities for the month.
including quanfities purchased for injection into storage, by the appropriate price index. For monthly spot

Date Issued:

Issued by: ;#:!homas R. Blose, Jr. President Effective Date: April 1, 1999

arch 16, 1999




T.R.A. No. 1
UNITEI) CITIES GAS COMPANY, A DIVISION OF Original Sheet No. 45.2
ATMOY ENERGY CORPORATION

purchaseg, the price index will be a simple average of the appropriate /nside FERC Gas Market Report,
Natural Qas Intelligence, and NYMEX indexes for that particular month. For swing purchases, the
published{Gas Daily rate for the first business day of gas flow will be used as the index. For long-term
purchases i.e., a term more than one month, these indexes will be adjusted for the Company’s rolling three-
year avergge premium paid to ensure long-term supply availability during peak periods. For city gate
purchases} these indexes will be adjusted for the avoided transportation costs that would have been paid if
the upstregm capacity were purchased versus the demand charges actually paid to the supplier.

Gas purchgses under the Company’s existing seven-year Nora supply contract effective November 1, 1993,
will be exdluded from the incentive mechanism. The Company will continue to recover 100% of the Nora
costs through its PGA with no savings or loss potential. If, upon the expiration of the current Nora contract
and if the L(_)mpany continues to operate under the PBRM, the contract is renewed or renegotiated, it will be
considered|for inclusion in the PBRM at that time.

If the total §ommodity cost of gas in a month falls within a deadband of 97.7% to 102% of the total of the
benchmark [amounts, there will be no incentive savings or costs. If the total commodity cost of gas falls
outside of the deadband, the amount falling outside of the deadband shall be deemed incentive savings or
costs under fthe mechanism. Such savings or costs will be shared 50/50 between the Company’s customers
and the Corlpany. At the end of each three-year period, the deadband will be readjusted to 1% below the
most recent pnnual audited results of the incentive plan.

Financial Ix#struments or Other Private Contracts:
To the extenf the Company uses futures contracts, financial derivative products, storage swap arrangements,

or other privite agreements to hedge, manage or reduce gas costs, any savings or costs will flow through the
commodity gbst component of the Gas Procurement Incentive Mechanism.

Capacity MJnagement Incentive Mechanism

To the extentjthe Company is able to release daily transportation or dauly storage capacity, the associated
savings will Be shared by the Company’s customers and the Company on a 90/10 basis. The sharing
percentages shall be determined based on the actual demand costs incurred by the Company (exclusive of
credits for capacity release) for transportation and storage capacity during the plan year, as such costs may ,
be adjusted due to refunds or surcharges from pipeline and storage suppliers. Any incentive savings or costs
resulting fromjadjustments to the sharing percentages caused by refunds or surcharges shall be recorded in
the current Iﬂ entive Plan Account (IPA).

Issued by: Thomas R. Blose, Jr. President Effective Date: April 1, 1999
Date Issued: Narch 16, 1999




T.R.A. No. 1
UNITED [ITIES GAS COMPANY, A DIVISION OF Original Sheet No. 45.3
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Affiliate Tiransactions

The followjing guidelines present the minimum conditions deemed necessary to ensure that affiliate
transactionj between the Company and its affiliate(s) do not result in a competitive advantage over others
providing sgmilar services. These guidelines will remain in effect as long as the Company is operating
under a performance based ratemaking plan. We note that these guidelines may fail to anticipate certain
specific methods by which such advantages may be conferred by the Company on its marketing affiliates.

All parties ghould be aware that to the extent such instances arise in the future, they will be judged
according tq this stated intent.

Definitions
Terms used fn these guidelines have the following meanings:

1. Affiliate, when used in reference to any person in this standard, means another person who
ntrols, is controlled by, or is under common control with, the first person.

(]

2. Cpntrol (including the terms “controlling”, “controlled by”, and “under common control with”),
ag used in this standard, includes, but is not limited to, the possession, directly or indirectly and
ether acting alone or in conjunction with others, of the authority to direct or cause the
itection of the management or policies of a company. Under all circumstances, beneficial
oVynership of more than ten percent (10%) of voting securities or partnership interest of an entity
shill be deemed to confer control for purposes of these guidelines of conduct.

3. Mprketing, as used in this standard, means selling or brokering natural gas to any person or
enfity, including the Company, by a seller that is not a local distribution company.

Standards of IConduct:
The Company||must conduct its business to conform to the following standards:

1. If there is discretion in the application of tariff provisions, then the Company must apply such

prayisions relating to any service being offered in a consistent manner to all similarly situated
entjties.

2. Thg Company must strictly enforce a tariff provision for which there is no discretion in the
appllication of the provision.

3 ThelCompany must process all similar requests for services in the same manner and within the
samg period of tume.

Issued by: Thomas R. Blose, Jr. President Effective Date: April 1, 1999
Date Issued:  NlIarch 16, 1999
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The Company may not give its marketing affiliate preference over nonaffiliated companies in
natural gas supply procurement activities.

5. [The Company may not give its marketing affiliate preference over nonaffiliated companies in its

ipstream capacity release activities.

[he Company may not disclose to its marketing affiliate any information that the local

istribution company receives from a non-affiliated marketer, unless the prior written consent of
€ parties to which the information relates has been voluntarily given.

To the extent the Company provides information related to its natural gas supply activities and
jfystream capacity release activities, it must do so contemporaneously to all nonaffiliated
arketers, that have submitted a written request for such information to the Company.

arketing affiliate, it must do so contemporaneously to all non-affiliated marketers, that have

;If the extent the Company provides information related to natural gas services being offered to a
s§bmitted a wnitten request for such information to the Company

In transactions that involve either the purchase or receipt of information, assets, goods or

10.

11.

12.

13.

14.

sgfvices by the Company from an affiliated entity, the Company shall document both the fair
ket price of such information, assets, goods, and services and the fully distributed cost to the

Campany to produce the information, assets, goods or services for itself.

en the Company purchases information, assets, goods or services from an affiliated entity, the
Cdmpany shall either obtain competitive bids for such information, assets, goods or services or
demnonstrate why competitive bids were neither necessary nor appropriate.

€ maximum extent practicable, the Company’s operating employees and the operating
loyees of 1ts marketing affiliate must function independently of each other. For the purposes
ese guidelines, operating employees are those who are in any way involved in identifying
andf contracting with customers, locating gas supplies, making any and all arrangements with
intgrvening pipelines and 1n any way managing or facilitating those contracted services.

The|Company must maintam its books of accounts and records separately from those of its
afﬁHiate.

If the Company offers a discount to an affiliated marketer, it must make a comparable offer
coniemporaneously available to all similarly situated non-affiliated marketers.

The |Company may not condition or tie its agreement to release 1ts dedicated, stored, inventoried
or ofttioned gas or supply contracts or upstream transportation and storage contracts to an
agregment with a producer, customer, end-user or shipper relating to any service by its marketing
affiliate, any services offered by the Company on behalf of its marketing affiliate, or any services
in whlich 1ts marketing affiliate 1s involved.

Issued by:
Date Issued:

Thomas R. Blose, Jr. President Effective Date: April 1, 1999
Mlarch 16, 1999
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13. Prearranged, non-posted, capacity release transactions may not be entered into with any affiliate
of the Company in any two consecutive thirty-day periods.

14 The Company must maintain a written log of tariff proviston waivers which it grants. It must
provide the log to any person requesting it within 24 hours of request. Any waivers must be
granted in the same manner to the same or similar situated persons.

17{ The Company shall maintain sufficiently detailed records that compliance with these guidelines
can be verified at any time.

Complainys:
Any party ay file a complaint relating to violations of these guidelines.

1. fAny customer, marketer, or other interested thurd-party may file a complaint with the Authority
relating to alleged violations of the affiliate standards set forth in these guidelines. At or before

the time of filing, the complainant shall serve a copy of the complaint on the Company.

2. |Within ten (10) days of service of the complaint upon the Company, the Company shall file a
Yvritten response to the complaint with the Authority.

3. The Authonty may hold hearings on any complaint filed or may take such other action (as it may
em appropriate), including requesting further information from the parties or dismissing the
mplaint.

4. After notice and opportunity for a hearing, should the Authority find that the Company has
olated the standards contained in these guidelines, the Authority may impose any penalty or
rgmedy provided for by law

Reserve Makgin

The Company may maintain a reserve of natural gas in excess of its projected peak day requirement and
recover the cgst of the reserve from their customers through the purchased gas adjustment (PGA). The
projected peak day requirement shall be based upon a five-year recurrence interval or the coldest day
expected in affive-year period. All firm peak day capacity contracted for by the Company, excluding the
daily delivery|capacity of liquefied natural gas and propane storage facilities, shall be considered as gas
available to mjeet peak day demand. “Contract demand” shall be the amount of firm peak day capacity the
Company is efptitled to on a daily basis, pursuant to contract. The maximum peak day firm demand of the
projected heating season shall form the base period demand to establish the Company’s maximum peak day
firm demand. |A reserve margin of 7.5% or less in excess of the base period firm demand adjusted for
specific gain dr loss of customers and/or throughput on a specific case by case basis will be presumed
reasonable.

Issued by: k'homas R. Blose, Jr. President Effective Date: April 1, 1999
Date Issued:

arch 16, 1999
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All capacitly available to meet the peak day demand in excess of an amount needed to meet the base period
peak day dgmand plus a 7.5% reserve margin must be shown by the Company to be necessary to meet its
customers’ [requirements before 1t can be included in the PGA. All capacity available to meet demand less
than an amfyunt of base period demand plus a 7.5% reserve margin is presumed to be reasonable unless a

factual shofving to the contrary is made.

Determinagion of Shared Savings

Each montH during the term of the PBRM, the Company will compute any savings or costs in accordance
with the P . If the Company earns any savings, a separate below the line Incentive Plan Account (IPA)
will be debified with such savings. If the Company incurs any costs, that same IPA will be credited with
such costs. [During a plan year, the Company will be limited to overall savings or costs totaling $1.25
mullion. Intgrest shall be computed on balances in the IPA using the same interest rate and methods as used
in the Company’s Actual Cost Adjustment (ACA) account. The offsetting entries to IPA savings or costs
will be recofided to income or expense, as appropriate.

Savings or gpsts accruing to the Company under the PBRM will form the basis for a rate increment or
decrement t¢ be filed and placed into effect separate from any other rate adjustments to recover or refund
such amouny over a prospective twelve-month period.

Each year, efffective October 1, the rates for all sales customers will be increased or decreased by a separate
rate incremefit or decrement designed to amortize the collection or refund of the March 31 IPA balance over
the succeediflg twelve month period. The rate increment or decrement will be established by dividing the
March 31 IP@ balance by the appropriate sales billing determinants for the twelve months ended March 31.
During the twelve-month amortization period, the amount collected or refunded each month will be
computed byjmultiplying the sales billing determinants for such month by the rate increment or decrement,
as applicablef The product will be credited or debited to the IPA, as appropriate. The balance in the IPA
will be trackqd as a separate collection mechanism Each October 1 the unamortized amount of the previous
year’s IPA bglance will be trued-up 1n the new rate increment or decrement.

Filing with the Authority

The Company will file calculations of shared savings and shared costs quarterly with the Authonty not later
than 60 days dfter the end of the quarter and will file an annual report not later than 60 days following the
end of each plan year. Unless the Authonty provides written notification to the Company within 180 days
of such repij,n the Incentive Plan Account shall be deemed in compliance with the provisions of this Rider.
The Company| will file calculations annually to verify the reasonableness of its reserve margin.

Issued by: 'Thomas R. Blose, Jr. President Effective Date: April 1, 1999
Date Issued: |[March 16, 1999
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Incentivg and Rewards Prosram

The Comjpany will have in place an incentive and rewards program for, selected Gas Supply non-executive
employegs involved in the implementation of the Company’s PBRM in a manner consistent with the
benefits dchieved for customers and shareholders through improvements in gas procurement and secondary
marketing activities. Participants in the program will receive incentive compensation as recognition for
their contjibution to the customers and shareholders of the Company through lower gas costs and savings

related thgreto.

During the time this tariff is in effect, the Company will continue to have in place a gas supply Incentive
and Rewards Program, the details of which will be provided to the Authority on an annual basis within 60
days of %beginning of each plan year. Unless the Company is advised within 60 days, said details will
become effective. No filing for prior approval is required for changes in the performance measures.

Issued by: Thomas R. Blose, Jr. President . Effective Date: April 1, 1999
Date Issued: | March 16, 1999
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ATTACHMENT %

CALCULATION OF PBR RATE INCREMENT OR DECREMENT
FOR THE PERIOD APRIL 1, 2000 TO MARCH 31, 2001

GAS PROCUH(EMENT SAVINGS DUE COMPANY $643,887 50
CAPACITY MANAGEMENT SAVINGS DUE COMPANY $46,886 40
INTEREST oTl MONTHLY BALANCES $14,254 49
TOTAL SAvers DUE COMPANY $705,028 39
SALES FOR AllL TENNESSEE TOWNS ** 158,705,444 ccf

(APRIL 1999 -[MARCH 2000)

RATE INCREMrENT EFFECTIVE OCTOBER 1, 2001 $ 0 00444 Jccf

**Note UCG wipuld like to use sales for 1999-2000 to avoid the high sales from winter 2000-01 We believe these
sales are more fealistic




BTTAOHIEN T 5

UNITED CITIES GAS COMPANY
CALCULATION OF PBR COLLECTIONS
OCTOBER 1, 2000 TO OCTOBER 1, 2001

AMOUNT BALANCE
CCF COLLECTED TO BE
l\f’IONTH SALES @ $ 00191  COLLECTED

Balance tp be Collected $303,804 89
Oct-00 8,376,847  $15,999 78 $287,805.11
Nov-00 13,265,479  $25,337.06 $262,468 05
Dec-00 25,876,893  $49,424.87 $213,043 18
Jan-01 34,610,893  $66,106.81 $146,936 37
Feb-01 25,306,595  $48,33560 $98,600 77
Mar-01 16,901,915  $32,282.66 $66,318 11
Apr-01 17,523,644  $33,470.16 $32,847.95
May-01 6,712,344  $12,820 58 $20,027.37
June-01 final 5,970,474  $11,403.61 $8,623 76
July-01 prelir‘mnary 5,262,545  $10,051.46 ($1,427.70)

$0 00 (31,427 70)

$0 00 ($1,427.70)
Previously Fijed $0 00
Residual Ballmce ($1,427 70)
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/ \ United Cities
() Gas Company

Patnica J

Childers

Vice Presidient-Rates & Reguiatory Affairs

Janyary 22, 2002

Mr.

David Waddell

Exeg¢utive Secretary

Tengessee Regulatory Authority

460

Nashville, Tennessee 37243-0505

James Robertson Parkway

Dear Mr. Waddell:

Unit
refer

ATTACHHNEN T T

RECEIVED
TN REG. AUTHORITY

4N 2 5 2002

ENERGY & WATER DIVISION

Docket No. 01-00704

ed Cities Gas Company received a data request from the Staff in the above
enced Docket on December 20, 2001. The holidays created a delay in the

Company’s response  We filed our responses January 21, 2002 but realize the delay may

nece
the d

If yo

Very truly yours,

HRE Crlryna

Patnfia J. Childers

810 Crescent

~

: Pat Murphy
Timothy C. Phillips
Joe A. Conner

ssitate more time for the staff to review our responses and 1ssue their audit report by
eadline of February 7. We respectfully request an extension to March 12™.

u have any questions please contact me at 6150771-8332

Lentre Drve « Frankhin, TN 37067-6226 « 615/771-8332 « Fax 615/771-8301 « E-mal patncia childers @ umitedcitiesgas com




Sara Kyle, Chduman
Lynn Greer, Direcio
Melvin Malond, Director

Febfuary 28, 2002

Ms |Patricia J Childers

VP + Regulatory Affairs

United Cities Gas Company

810 [rescent Centre Dr , Suite 600
Franklin, TN 37067-6226

TENNESSEE REGULATORY AUTHORITY

..\‘\' \iil‘},” .

AN AL
Y SR -
o SN s\
1= ey .

RE United Cities Gas Company Incentive Plan Account (IPA) Audit

Docket No 01-00704

Dear|Pat

Pursuant to our conversation at the February 20 meeting, I am requesting an additional
extengion for completion of the Staff's audit of United Cities’ Incentive Plan filing The PGA
Rule provides for an extension of the 180-day notification by mutual consent of both the
Company and the TRA Staff As we discussed. United Cities s gathering additional
information for the Staff's consideration In order to allow sufficient time for the Company to
submuf additional information and the Staff to review that information, 1 recommend an
extengion date of Aprii 23, 2002, which 1s the second Director's Conference in April

If youlhave any questions or concerns regarding this request, please contact me at extension

178

Sincergly,

Pat Murphy

Sentor Financial Analyst
Energyland Water Division

Cc Dan McCormac
David Waddell

Pmin2 12
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= "'\é_," Nashville, Tennessee 37243-0505
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In Re' Pqt
Regarding
Permission

East Tenngssee-NORA Delivery Point

Affihated Transaction and Request for

ATTACHAEN T &

L LZWVED
TN REG. AUTHORITY
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SFP 27 2000 Dhﬁ o
F'G“L’\|\.\.\ ~u i .
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ENERGY & WATER DIVISICN.  »q cco 1
BEFORE THE TENNESSEE REGUL ATOR aUTHOHITY 28 P 1

AT NASHVILLE, TENNESSEE
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ition of United Cities Gas Company

'

to Include New Agreement Covering

N’ N’ N o

UNITED CITIES GAS COMPANY'S PETITION
REGARDING AFFILIATED TRANSACTION AND

REQUEST FOR PERMISSION TO INCLUDE NEW AGREEMENT

COVERING EAST TENNESSEE-NORA DELIVERY POINT

COMES NOW Unted Cities Gas Company, a division of Atmos Energy Corporation (United

Cities) and

(Authonty

in accordance with the provisions contained in the Tennessee Regulatory Authonty’s

Final Order Phase One 1ssued on January 14, 1999 and On Phase Two 1ssued on August

16, 1999, 1h the above captioned matter (hereinafter referred to as the “Authonty’s Orders™), and 1n

accordance
which are

Authortty (

A. Ca

provision

THIS PETITIO|
COMPANY RA

with the Tennessee Guidelines for Unuted Cities Gas Company’s Affiliate Transactions,

ttached to the Authonity’s Orders, and which are attached to an Order 1ssued by the

ated December 3, 1999, 1n this matter, files this Petition with the Authonty.
MPLIANCE FILING REGARDING AFFILIATED TRANSACTIONS

The Authonty’s Order issued on August 16, 1999, in this matter contains the following

Pror to any affiliate transactions being included in the computation of
savings or losses from this performance-based ratemaking mechanism,

V CONTAINS CONFIDENTIAL AND COMPETITIVELY SENSITIVE INFORMATION THAT UNITED CITIES GAS
QUESTS THAT THE AUTHORITY KEEP CONFIDENTIAL

-1-

Docket No [/ 2"00??4



Authority s

2

include thq

Tennessee
2

3
a determins

permanent

Order Re.
December

4
NORA/D1q

October 31

THIS PETITI{
COMPANY R4

said affiliate transactions must first comply with the Tennessee
Guidelines for United Cities Gas Company’s Affiliate Transactions
Documentation of compliance is to be presented by the Company to the
Authority during the TRA’s annual audit of the Incentive Plan
Account. The Authonty, at the conclusion of each annual audat, will
make a determination of the Company’s compliance with all of the
affiliate guidelines;

Order, page 27
The Tennessee Guidelines for United Cities Gas Company’s Affiliate Transactions
following guideline
10. When the Company purchases information, assets, goods
or services from an affiliated entity, the Company shall either obtain
competitive bids for such information, assets, goods or services or
demonstrate why competitive bids were neither necessary nor

appropriate.

Guidelines for United Cities Gas Company's Affiliate Transactions, paragraph 10, page

The order 1ssued by the Authority in this matter on December 3, 1999, which made
ition of Unuted Cities’ compliance with affiliated guidelines for year one of the Company’s
PBR plan (Apnl 1, 1999-March 31, 2000), contained the following requirement.

4. On a going-forward basis, Standard of Conduct No. 10 will
be 1n effect and United Cities must provide proof of competitive bids
before a contract with an affiliate will be included in the PBR

computation.

Determination Of Compliance With Affiliate Guidelines, Docket No 97-01364, dated
3, 1999, page 8.

United Cities' current gas supply agreement covering requirements for its
kerson #1 Delivery Point on the NORA/East Tennessee Natural Gas Pipeline expires

, 2000 In order to replace the gas supplies under the expinng contract, United Cities has

N CONTAINS CONFIDENTIAL AND COMPETITIVELY SENSITIVE INFORMATION THAT UNITED CITIES GAS
FQUESTS THAT THE AUTHORITY KEEP CONFIDENTIAL

-2-




requested
Tennesseq
could comj
holding cg
(Woodwa
5
to the twg
Equitable

6.

competitive bids from the two suppliers which currently hold capacity on the NORA/East
Natural Gas Pipeline system. The request for bids was made, in part, so United Cities
ply with the Authorities Guidelines on Affiliate Transactions. One of the two suppliers
pacity on the NORA/East Tennessee Natural Gas Pipeline is Woodward Marketing L L C.
d), an affihiate of United Cities.

Beginning 1n the fall of last year, United Cities made 1ts request for competitive bids
companies currently holding pipeline capacity on the NORA/East Tennessee Pipeline
Energy and Woodward Marketing, LLC.

In response to its request for competitive bids, United Cities received responses from

both suppliers. A copy of each of the responses 1s attached to thus compliance filing as Exhibit A, and

1S 1NCOIpo
and Unite
confident:
7
employees

A summar

ated herein by reference The responses are being submitted to the Authority under seal,
H Cities would request that the Authority treat these documents as containing highly
i1 and competitively sensitive information.
Upon receipt of the two competitive bids, Umuted Cities’ Gas Supply Planning
submitted their evaluation and analysis of the bids to the management of United Cities

y of that evaluation 1s attached to this compliance filing as Exhibit B, and 1s incorporated

herein by feference Because Unuted Cities’ summary of its evaluation of the bids contains the highly

confident1

il and competitively sensitive information contained in the bids received by United Cities,

this information 1s being submitted under seal. United Cities would request that the Authority treat

the inform

8

Cities’ ma

THIS PETIT]
COMPANY R

ation contained in Exhibit B as confidential.
Based upon 1ts evaluation of the bids received from the two gas suppliers, United

hagement has determined that the contract price under the proposal submitted by Woodward

DN CONTAINS CONFIDENTIAL AND COMPETITIVELY SENSITIVE INFORMATION THAT UNITED CITIES GAS
EQUESTS THAT THE AUTHORITY KEEP CONFIDENTIAL
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1s the mqst competitive A copy of the contract with Woodward 1s attached hereto as Exhibit C.

United i

ties would request that the Authority treat the information contained in Exhibit C as

confidenfial.

9]

complianf

United Cities’ respectfully submits that the information being provided in this

e filing clearly demonstrates that the affiliated transaction with Woodward complies with

the abovelmentioned guidelines and requirements established by the Authonty in this docket and that

the new Woodward contract should be included in the PBR computation for the period.

B. REQUEST FOR PERMISSION TO INCLUDE NEW AGREEMENT COVERING EAST
TENNESSEE/NORA DELIVERY POINT

10,

provision

Order, Re
(Emphasis

1.
anew gas g

language 11

THIS PETITIC
COMPANY RA

The Authority's Order issued on January 14, 1999 1n this matter contains the following

After considering the testimony given duning the Phase One hearing,
the Authonty concludes that (1) NORA contract existed prior to the
PBR mechanism, and (2) 1t required no change in purchasing behavior
by the Company. The NORA contract was not negotiated mn response
to the incentive mechanism, but acted as a catalyst to hasten the
benefits denved therefrom. Including it in the incentive mechanism
would "guarantee” a bonus to the Company Thus, the Authority
concludes that the NORA contract 1s to be excluded from United Cities’
incentive mechanism after the first year of the plan. If, upon the
expiration of the current contract and if the Company continues to
operateunder a PBR plan, the contract is renewed or renegotiated,
it could be considered for inclusion in the mechanism at the time.

Final Order on Phase One, Docket No 97-01364, dated January 14, 1999, page 27.
added)

The current NORA contract expires on October 31, 2000. United Cities has obtained
upply under a new agreement on the NORA/East Tennessee Gas Pipeline Pursuant to the

| the Authonity's Order, which 1s cited above, United Cities requests permission to include

N CONTAINS CONFIDENTIAL AND COMPETITIVELY SENSITIVE INFORMATION THAT UNITED CITIES GAS
LQUESTS THAT THE AUTHORITY KEEP CONFIDENTIAL
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the new contract covering the NORA/East Tennessee Gas Pipeline supplies in its PBR plan
WHEREFORE, for the reasons set forth herein, United Cities Gas Company respectfully

requests that 1ts petition be granted.

Respectfully submitted,

James G. Flaherty, Kansas Suprehe Court No. 11177
ERSON, BYRD, RICHESON, FLAHERTY & HENRICHS

216 S _HigKory, P. 0. Box 17

Ottawa, Kansas 66067

(785) 242-1234

Mr. Mark G. Thessin, Tennessee Bar No. 13662
UNITED CITIES GAS COMPANY

800 Crescent Centre Drive, Suite 600
Franklin, Tennessee 37067
(615) 771-8330

Attorneys for United Cities Gas Company, a division of
Atmos Energy Corporation

CERTIFICATE OF SERVICE

[ hergby certify that a copy of the above and foregoing was mailed, postage prepaid, this 21*
day of Septgmber, 2000, addressed to:

Mr L. Vincgnt Williams Mr Richard Collier

Mzr. Vance Broemel Tennessee Regulatory Authority

Consumer Aldvocate Division Legal Division

426 5" Averue North, 2™ Floor 460 James Robertson Parkway

Nashville, Tennessee 37243 Nashville, Tennessee 37243
Jamles G. Fl

THIS PETITION \CONTAINS CONFIDENTIAL AND COMPETITIVELY SENSITIVE INFORMATION THAT UNITED CITIES GAS
COMPANY REQUESTS THAT THE AUTHORITY KEEP CONFIDENTIAL
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the new contract covering the NORA/East Tennessee Gas Pipeline supplies in 1ts PBR plan.

WHEREFORE, for the reasons set forth herein, United Cities Gas Company respectfully

requests that 1ts petition be granted.

Respectfully submitted,

Lol

Janges G. Flaherty, Kansas Supre}ne Court No. 11177
ERSON,BYRD, RICHESON ,FLAHERTY & HENRICHS

216 S_HicKory, P. O. Box 17

Ottawa, Kansas 66067

(785) 242-1234

Mr Mark G Thessin, Tennessee Bar No 13662
UNITED CITIES GAS CONMPANY

800 Crescent Centre Drive, Suite 600

Franklin, Tennessee 37067

(615) 771-8330

Attorneys for United Cities Gas Company, adivision of
Atmos Energy Corporation

CERTIFICATE OF SERVICE

I hereby certify that a copy of the above and foregoing was mailed, postage prepaid, this 21%

day of September, 2000, addressed to.

Mr L Vincent Williams

Mr. Vance Broemel

Consumer Advocate Division
426 5™ Avenue North, 2™ Floor
Nashwville, Tennessee 37243

Mr. Richard Collter

Tennessee Regulatory Authornty
Legal Division

460 James Robertson Parkway
Nashville, Tennessee 37243

James G Flaherty

G L '

THIS PETITION CONTAINS CONFIDENTIAL AND COMPETITIVELY SENSITIVE INFORMA TION THAT UNITED CITIES GAS
COMPANY REQUESTS THAT THE AUTHORITY KEEP CONFIDENTIAL
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VERIFICATION

STATE OF KANSAS)
)ss.

FRANKLIN COUNTY )

James G Flaherty, of lawful age, being first duly sworn on oath, states

That he 1s an attorney for United Cities Gas Company, a division of Atmos Energy
Corporation; that he has read the above and foregoing UNITED CITIES GAS COMPANY'S PETITION

REGARDING AFFILIATED TRANSACTION AND REQUEST FOR PERMISSION TO INCLUDE NEW AGREEMENT
COVERING EAST TENNESSEE-NORA DELIVERY POINT, knows the contents thereof, and that the

statements contained therein are true.
@ A5

$G Flaherty

SUBSCRIBED AND SWORN to before me this 21* day of September, 2000.

ot SRERL Mda 0L/ AT

Notary Public

My Commussion Expires:

THIS PETITION CONTAINS CONFIDENTIAL AND COMPETITIVELY SENSITIVE INFORMATION THAT UNITED CITIES GAS
COMPANY REQUESTS THAT THE AUTHORITY KEEP CONFIDENTIAL
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ATIRCHMENT 9 e

Pat Murphy - Audit extension

From: I’at Murphy
To: Int patneia childersa unitedettiesgas com
Date: 02/28/2002 12 13 'M

‘Subject:  Audit extension

Pat,

Attached 1s my letter requesting an extension of the audit deadline from March 12 to Apnl 23 Director’s
Conference The onginal 1s being mailed today

To meet the above revised deadline, the report will need to be released by April 8 In order to give you
at least a week to respond to any audit findings, the draft report will need to be completed by March 28
(Friday the 29th is a state holiday) Considering [ will be in Richmond for the NARUC subcommittee
meetings March 18 thru March 21, | need to receive any additional information or calculations you wish
to submit for our consideration as soon as possible 1 am especially interested in seeing the NORA
purchases savings (if any) calculated according the tariff, companng to the average of the three indexes
(adjusted for avoided transportation, if applicable) | would like to receive this additional information
no later than March 8, a week from tomorrow '

Thanks,
Pat

file //C\TEMP\GW 00001 HTM . 02/28/2002




ATTACHMENT 10

BEFORE THE TENNESSEE REGULATORY AUTHORITY

NASHVILLE, TENNESSEE

August 16, 1999

IN RE: . )

APPLICATION OF UNITED CITIES GAS )
COMPANY TO ESTABLISH AN ) DOCKET NO. 95-01134

);

)

EXPERIMENTAL PERFORMANCE-BASED now DOCKET NO. 97-01364
RATEMAKING MECHANISM

FINAL ORDER ON PHASE TWO

MELVIN J. MALONE
CHAIRMAN

H. LYNN GREER, JR.
DIRECTOR

SARA KYLE
DIRECTOR




This matter came before the Tennessee Regulatory Authority (hereafter the “Authority” or
“TRA”) on February 16, 1999, for decision on the Phase Two issues of the petition of United Cities
Gas Company (hereafter the “Company” or “United Cities”)‘. to continue, on a permanent basis, its
experimental performance based ratemaking mechanism. This matter was heard by the Authority
on March 26, 27, and 31, 1998 The Order reflecting the Authority’s decisions on the Phase One

issues was entered on January 14, 1999 The findings of fact and conclusions of law rendered by

the Authority on February 16, 1999, on the Phase Two issues are set forth herein

L. PROCEDURAL BACKGROUND

On January 20, 1995, United Cities filed an application with the Tennessee Public Service
Commission (“TPSC”) requesting that it be authorized to conduct a two-year experiment wherein
the TPSC would use a different method to determine whether the Company was performing
reasonably in managing and acquiring its gas supply Instead of reviewing United Cities’
performance after-the-fact by way of a prudency review,' as had been traditionally done, United
Cities proposed that the TPSC review 1ts performance on an ongoing basis Under the proposal,
United Cities” performance would be measured against pre-defined benchmarks that would act as
surrogates for the market price of gas

The proposal was designed to create an incentive for United Cities to perform better than

(or “out-perform”) the market and to penalize the Company if its acquisition of gas supplies

' Under the Purchased Gas Adjustment (PGA) Rules (TRA Rule Section 1220-4-7- 05) an audat of the prudence of
gas purchases applies to any gas company with operating revenues of $2,500,000 or more The Rule states that a
qualified consultant, hired by the TRA, 15 to evaluate and report annually to the TRA on the prudence of all gas costs
which were incurred by the gas company during the previous year




resulted in a price of gas above the pre-defined benchmarks. United Cities contended that under its
performance-based proposal, the Company would become more accountable to customers for its
management and acquisition of gas supplies If the Company out-performs the market, both the
Company and the customers would benefit by sharing equally in the savings If, on the other hand,
United Cities’ performance resulted in the Company paying a price for gas above the pre-defined
benchmark, the Company would absorb half of the costs in excess of an established deadband.

On May 12, 1995, after conducting a hearing on United Cities’ application and after
considering the evidence presented at the hearing by United Cities and the Consumer Advocate
Division of the Office of the Tennessee Attorney General (hereafter the “Consumer Advocate”), the
TPSC issued an order setting forth its unanimous decision approving the proposal with
modifications The TPSC stated that changes in the natural gas industry prompted it to look “to
incentive programs and more streamlined regulation to improve efficiency and hold down costs to -

consumers '

In approving United Cities’ proposal, the TPSC adopted the following modifications and

incorporated them into the Company’s proposal *

1 United Cities would be limited to a maximum of $25,000 per month on
gains and losses for all of the approved PGA mechanisms.

2 The Gas Procurement Mechanism would be modified to include a 2%
reasonableness zone that applies to both sides of the market The
Company would share equally with its customers all gas costs savings
below 98% of the market and would also bear a share of the costs in
excess of 102% of the market In regard to the other mechanisms,
90% of all gains or losses would go to the consumers and 10% would

go to the Company

? Tennessee Public Service Commussion Order dated May 12, 1995, page 4, paragraph 3
? Tennessee Public Service Commussion Order dated May 12, 1995, pages 4 and 5
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3 The Company would be required to contract with an independent
consulting firm to review this mechanism and report to the TPSC
annually during the two-year experimental period. This review would
not be an audit or a substitute for the current prudence review, which
would not be required during the experimental period, but would be for
the purpose of informing the TPSC if the proper incentives were in
place and what, if any, further modifications should be made to the

program

4 The TPSC would review the initiative in one (1) year and consider any
proposed adjustments filed by the parties

5 Any proposed adjustments requested by the parties would be required
to be filed not less than thirty (30) days nor more than sixty (60) days
before the anniversary date of the program which would be April 1

6 The TPSC would again review this matter in two (2) years to consider
any further adjustments and whether the program should be made

permanent.

There was no appeal of the TPSC’s May 12, 1995, Order establishing the two-year experiment.

At a regularly scheduled conference held on November 7, 1995, the TPSC approved the
selection of the independent consultant This action was memorialized in a TPSC Order dated May
3, 1996 On February 2, 1996, the consultant’s first report, containing a review of the Company’s
performance as it related to the approved mechanism was provided to the TPSC The consultant’s
report recommended certain modifications to the mechanism for the second year After the
consultant’s report was filed, the TPSC received pre-filed testimony from United Cities and the
Consumer Advocate and conducted a hearing on the matter on March 5, 1996 Over the objections

of the Consumer Advocate, the TPSC took administrative notice of the consultant’s report In
addition the TPSC did not permit the Consumer Advocate to cross-examine the consultant, Mr.

Frank Creamer On May 3, 1996, the TPSC issued an order modifying the mechanism/program in




accordance with the consultant’s report and directing the consultant to file a second report

addressing the results from the second year of the experiment

On June 27, 1996, the Consumer Advocate filed a petition for review of the May 3, 1996,
Order in the Tennessee Court of Appeals. In the petition, the Consumer Advocate requested that
the Court also review the TPSC’s May 12, 1995, Order. On October 3, 1996, the Court issued an
Order denying the request for a review of the May 12, 1995, Order on the grounds that such
request was not timely With respect to the May 3, 1996, Order, the Consumer Advocate argued
before the Court that it was denied due process when, during the hearing giving rise to the May 3,
1996, Order, the TPSC took official notice of Frank Creamer’s consulting report without
permitting the Consumer Advocate to effectively challenge the report On March 5, 1997, the
Court issued an Order in which it found that the TPSC had violated the Consumer Advocate’s due
process rights by denying the Consumer Advocate access to all evidence considered by the TPSC

and by failing to afford the Consumer Advocate an opportunity to impeach the same by cross-

examination On June 30, 1996, the TPSC was dissolved by act of the Tennessee General

Assembly
In a March 5, 1997, opinion, the Court of Appeals vacated the May 3, 1996, Order of the

TPSC and remanded the case to the Authority “for such further proceedings and actions as it may

deem appropriate including a reconsideration of the subject of the May 3, 1996, Order of the Public

Service Commission ™*

4 Tennessee Consumer Advocate v Tennessee Regulatory Authority and United Cities Gas Company, Court of
Appeals, Middle District, No 01A01-9606-BC-00286, March 5, 1997, page 7
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On February 28, 1997, the consultant filed his second report, which contained a review of
the Company’s performance during the second year of the mechanism Among other things, the
consultant recommended the implementation of a permanent performance-based ratemaking
mechanism In the consultant’s judgment, the experimental mechanism provided demonstrable
benefits to the Company’s customers

Following the entry of the Court of Appeals’ March 5, 1997, Order, United Cities filed a
petition on March 31, 1997, requesting the Authority to adopt the 1996 and 1997 reports of Frank
Creamer and to permanently approve the mechanism The Consumer Advocate opposed United
Cities’ petition and on May 20, 1997, the Authority convened a contested case in this matter and
appointed a Pre-Hearing Officer to assist the parties in formulating the issues to be considered by
the Authority Thereafter, the parties engaged in extensive discovery which resulted in several pre-
hearing conferences addressing discovery issues

Prior to the beginning of the hearing, the Authority bifurcated this case to consider the
1ssues arising from the remand by the Court of Appeals (Phase One) separate from the issues
arising from United Cities’ petition seeking approval of a permanent performance based ratemaking
mechanism (Phase Two) In accordance with the Court of Appeals’ decision, the Consumer
Advocate was permitted ample time to take the deposition of Frank Creamer in advance of the

hearings  Further during the hearings, the Consumer Advocate conducted cross-examination of

Mr Creamer and of other witnesses concerning Mr Creamer’s reports The Phase One and Phase

Two hearings took place on March 26, 27, and 31, 1998 The Consumer Advocate cross-examined




Frank Creamer on the Phase One issues on March 26, 1998.° and on the Phase Two issues on

March 27, 1998 ¢

II. SUMMARY OF THRESHOLD AND PHASE ONE ISSUES

In bifurcating this proceeding, the TRA addressed certain threshold issues in Phase One.
The Authority also considered, in Phase One, the issues associated with the remand of the 1996
proceeding, including the 1996 Creamer Report and whether to continue the mechanism for the
second year. In Phase Two, the Authority addressed the issues raised in the 1997 petition filed by
United Cities, including a review of the 1997 Creamer Report and a decision as to whether the
mechanism should continue beyond its second year on a permanent basis In order to adequately
and properly address these issues, the Authority conducted separate hearings for each phase. The
hearing on Phase One was held on March 26 and 27, 1998, and the hearing on Phase Two was held
on March 27 and 31, 1998 At a regularly scheduled Authonty Conference held on August 18,
1998, the Authonty rendered its decision on the threshold and Phase One issues as follows.’
1 The Tennessee Regulatory Authority has the statutory power to approve a

performance-based incentive mechanism which automatically penalizes or
rewards the public utility for its performance in procuring the natural gas

that it sells to customers,

2 The parties to this proceeding are not entitled to have access to staff
information formulated for the Directors in preparation and final deliberation

of this case,

> TRA Hearing, Unuted Cities Gas, Volume 1, March 26, 1998, page 69 through page 98, page 101 through 161,

and page 177 through 180
¢ TRA Hearing, Unuted Cities Gas, Votume II, March 27, 1998, pages 467 through page 503
7 A final Order reflecting the Authonty’s decisions was 1ssued on January 14, 1999 A Petition for Reconstderation

filed by Unuted Cities was considered by the Authonty at its February 16, 1999, Conference and dered at that time
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United Cities’ performance-based ratemaking mechanism does not violate
the PGA rules governing natural gas public utility companies;

The May 12, 1995, Order issued by the Tennessee Public Service
Commission was not invalidated by the fact that the Court of Appeals
vacated the Order issued by the Tennessee Public Service Commission on
May 6, 1996 The May 12, 1995, Order of the Tennessee Public Service
Commission is active subject to further consideration and modification as is
deemed appropriate by the Authority in this docket;

United Cities has the burden to prove that any and all changes in rates are
just and reasonable under T C A §65-5-203(a),

The May 12, 1995, Order issued by the Tennessee Public Service
Commission instituted a just and reasonable rate;

The May 12, 1995, Order issued by the Tennessee Public Service
Commission did not constitlte retroactive ratemaking;

The Authority declined to adopt the four recommendations made by Mr
Creamer in his report dated February 2, 1996, for the second year of the
PBR experiment (April 1, 1996 — March 31, 1997),

The NYMEX index, which is one of the three basket of indices used to
determine the benchmark price of natural gas in United Citiess PBR
ratemaking mechanism shall not be excluded from the basket of indices,

Sufficient evidence existed in the record to show that United Cities’ PBR
ratemaking mechanism has improved United Cities’ performance in
purchasing natural gas and has benefited United Cities’ customers,

The NORA contract is excluded from the United Cities’ PBR plan because it
predated the existence of said plan,

Gains and losses under the plan will be calculated on a monthly basis rather
than on a transaction basis,

The lower end of the existing deadband around the benchmark price is set
for the second year at 97 7% which is 1% below the level that existed prior
to the initiation of Umited Cities’ PBR plan The high end of the deadband

remains at 102%,




14. Affiliate party transactions were not present during the first year of the plan
and will be considered during Phase Two; and

15. The Authority did not find with the Consumer Advocate that United Cities’
PBR plan is too complex

The above decisions by the Directors concluded Phase One of this docket Subsequent to
the Directors’ decisions on Phase One, the Company submitted, on October 28, 1998, a revised
compliance filing for the second year of the performance-based ratemaking mechanism

incorporating the above applicable modifications to the calculation of incentive savings for the

second year of the experimental period *

HOI. PHASE TWO ISSUES

Phase Two of this proceeding encompasses a review of the second year results of the
Company’s incentive plan and a determination of whether the plan should continue on a permanent

basis Pursuant to the stipulation of the parties and the recommendation of the Pre-Hearing

Officer, the following three issues were approved by the Authority for consideration during Phase

Two of this proceeding

1. Whether the TRA should adopt, in whole or in part, the
recommendations made by the consultant in his report dated February

28, 1997, including

a Whether the TRA should establish a fixed limit of five
years for the plan,

® Whereas the Company's ongmnal filing, which was filed on September 9, 1997, indicated 1t had reached the cap of
$300,000 duning the second year of the plan, the revised filing indicated the Company’s revised share of savings

during the second year of the mechamsm should have been $296,570

8




b Whether the TRA should establish an interim review
period at the midpoint of the recommended five-year

fixed term period,

¢ Whether the TRA should establish automatic special
trigger events, such as dramatic increase/decrease in gas
prices, no activity in the gas purchasing mechanism for an
extended period, or a fundamental change in the utility’s
marketplace including the potential of unbundling;

d. Whether the TRA should modify the basket of indices
used to determine benchmark pricing, such as deleting the
NYMEX index when it deviates more than $0 151
MMBtu from the average of the other two indices,

e If the TRA decides to completely delete the NYMEX
from the performance plan, should the historical band of
98-102% be recalculated,

f  Whether the TRA should increase the 1996 earnings cap
from $600,000 per year to $1.25 million per year, or by
some other amount,

g Whether the TRA should establish an earnings cap on the
NORA contract,

h  Whether the TRA should simplify the plan by collapsing
the five incentive mechamsms (gas procurement, seasonal
price differential, storage gas commodity, transportation
capacity cost, and storage capacity cost) into two
mechanisms (gas commodity and capacity release sales),

i Whether the TRA should establish a procedure to verify
the utility’s reserve margin to ensure the utility’s level of
contract demand is prudent, and

] Whether the utility should establish internal feedback and
reward systems which link mdividual or department
performance to achievement of performance goals

2 Whether the TRA should modify the Capacity Release Incentive
Mechanism to provide an additional incentive for the utility




3 Whether United Cities’ PBR plan has resulted in substantial benefits to
its customers

~ Issues 1(d), 1(e), 1(g), and 3 above were resolved by the Authority as a part of the Phase
One deliberations The remaining Phase Two issues and the question of whether the plan should be
made permanent were deliberated by the Directors during a regularly scheduled Authority
Conference on February 16, 1999 In addition, the Directors deliberated on affiliate transactions,

an issue that materialized during discovery into Phase Two issues

A. Affiliate Transactions:

In its Post-Heaning Brief the Consumer Advocate pinpointed the issue of affiliate

transactions as significant to Phase Two of this proceeding
In general, most of the issues in the 1996/Phase One portion of the hearing
are also issues in the 1997/Phase Two portion of the hearing . In the
1997/Phase Two portion of the hearing, however, the problems related to
affiliate transactions became even clearer °
Company representative, William Senter, stated “[d]Juring the second year of the experiment
United Cities beat the benchmark and saved $2 4 million in gas costs ™' According to the
Company’s Post-Hearing Brief, these savings were derived from entering into and administering
various gas purchase contracts including the gas purchase contract which United Cities entered into
with its marketing affiliate, Woodward Marketing LLC (hereafter “WMLLC”), on April 1, 1996 !!
WMLLC is a limited liability corporation of which Woodward Marketing, Inc, (hereafter

“WMI”) owns 55% and UCG Energy Corporation (hereafter “UCG Energy”) owns 45% WMI 1s

® Consumer Advocate Division’s Post-Heanng Bnef. page 25 through page 26

"> TRA Heanng - United Cittes Gas Transcript, Volume I1I, March 31, 1998, page 573, lines 3 and 4
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a nonregulated gas marketing company which was formed in 1986."> It has bought and sold gas in
Tennessee since 1987 and has, on occasion, sold spot market gas to United Cities Gas Company
During this time, United Cities owned a nonregulated gas marketing company, UCG Energy
Corporation In the latter half of 1993, WMI contacted UCG Energy regarding the possibility of
mergingthe two companies Negotiations lasted nearly twelve months and, on October 19, 1994,
the two [companies entered into a letter of intent to form Woodward Marketing LLC ** The
purchaseprice paid by United Cities’ for its 45% interest was $5 75 million in cash and stock with
WMI having the right to earn an additional $1 million over a five-year period '* The $1 million
“earnout schedule” was based upon projections of annual income derived from the Willamette
Study " Following regulatory approval, the LLC became effective May 1, 1995 6
The Consumer Advocate alleged that the gas sales contract between United Cities and
WMLLC was not a direct response to the experimental PBR mechanism approved by the TPSC in
1995 but, was, in fact, anticipated when WMLLC was formed. Dr Stephen Brown, the Consumer
Advocate’s economust, concluded that based upon the information provided by the Company, the
Woodward|contract predated the PBR and that the PBR appeared to be a response to the contract

and to the formation of the merged company rather than the other way around 7 Witnesses for the

" United Cm«i:s Gas Company’s Post-Heaning Brief, page 43

12 TRA Heam'lg - United Cities Gas Transcript, Volume III, March 31, 1998, page 678, lines 8 and 9

* Prepared Rebuttal Testimony of J.D Woodward, March 16, 1998, page 2, line 8, through page 3, line 21

* TRA Heanng - United Cities Gas Transcript, Volume 11, March 31, 1998, page 696, line 21, through page 697,
line 11
> The Willamette Study 1s an appraisal report dated July 28, 1994, prepared by Willamette Management Associates

for United Clu'es Gas Energy Corporation the utle of which 1s “Fair Market Value of the Common Stock of
Woodward Marketing, Inc on a Controlling Intercst Basis ™ See also Exhubit JDW-1 to the Prepared rebuttal

Testunony of J D Woodward.
18 See Order o:[ the Tennessee Public Service Comnussion dated December 16, 1994 See also TRA Hearning -
Hmled Cities Gzlzs Transcnipt, Volume I11, March 31, 1998, page 679, Iines 3 through 5

TRA Heanng - United Cities Gas Transcnipt, Volume 1II, March 31, 1998, page 788, lines 6 through 11
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Company denied that there was any connection between the formation of the LLC in 1994 and the

gas sales contract entered into in 1996 Ron McDowell testified that it was not until February of
1996 that he initiated negotiations with Mr Woodward for a gas purchasing contract ® Mr.
Woodward corroborated that account in his testimony and stated that the contract was negotiated
to be effective April 1, 1996, with the price of gas tied to a basket of indices ° In his rebuttal
testimony, Mr Woodward also addressed this issue several times and stated that there were no
discussions between Ur;ited Cities and Woodward Marketing in 1993 or 1994 regarding WMLLC
selling gas to United Cities * James Harrington, United Cities’ consultant, testified
Their [the Consumer Advocate’s] conspiracy theory is groundless on a
number of bases, including the Woodward contract was not in effect

during the first year. I participated in the design and implementation of the
PBR and never met or knew of Mr Woodward during that period '

The Consumer Advocate based its assertions concerning the affiliate transactions in part on
the Willamette earnout schedule ® Dan McCormac, however, admitted during his testimony for
the Consumer Advocate that he had no firm evidence to dispute United Cities’ statement that the

first time the Company approached WMLLC about being its sole supplier of gas in Tennessee was

in 1996 2

'* TRA Heaning - Umited Cities Gas Transcript, Volume 111, March 3 1, 1998, page 638, lines 20 through 25
1 TRA Heanlng - United Cities Gas Transcript, Volume III, March 31, 1998, page 679, hnes 11 through 25 and
page 680, lines 1 through 9

* Prepared Rebuttal Testumony of J D Woodward dated March 16, 1998, page 4, hines 1 through 9, page 5, lines 7
through 22, page 6, hines 1 through 9 and page 9, lines 1 through 10
*' TRA Heannyg - United Cities Gas Transcript, Volume I1, March 27, 1998, page 513, lines 16 through 21.

* TRA Heannjg - Unuted Cities Gas Transcript, Volume 111, March 31, 1998, page 697 line 2 through page 698 line
6

? TRA Hearing - United Cities Gas Transcript, Volume 111, March 31, 1998, page 737, line 17,

through page 739,
Iine 5




The Authority received notice on September 6, 1996, of the execution of the gas sales

agreement between WMLLC and United Cities This notice, however, did not result from the

Company’s initiative but was received in response to a written inquiry by the Authority dated
August 8, 1996 In the Company’s response, Mark Thessin stated the Authority was not advised of
this agreement because the Authority does not have any rules requiring approval of affiliate
transactions.” The apparent discrepancy between Mr. Thessin’s statement and the testimony of

-

Company witness, Ron McDowell, that he knew if the Company used an affiliate that it would be

examined,” was not reconciled at the hearing nor did the Company offer an adequate explanation

as to why, relevant information was not forthcoming from the Company
While there were no separate rules in place governing affiliate transactions, TRA Rule

1220-4-7-103~(5)(iii) of the Purchased Gas Adjustment (“PGA™) Rules anticipates the possibility of

affiliate transactions

If the Company proposes to recover any Gas Costs relating to (1) any
payments to an affiliate or (2) any payments to a nonaffiliate for
emergency gas, over-run charges, or (3) the payment of any demand or fixed
charges in connection with an increase in contract demand, the Company
must file with the Commission a statement setting forth the reasons
why such charges were incurred and sufficient information to permit
the Commission to determine if such payments were prudently made
under the conditions which existed at the time the purchase decisions
were made. [Emphasis added]

The |[Company failed to comply with the above rule when it did not notify the Authority of

its contract and subsequent purchases with WMLLC since the Company retains a 45% interest in

L

* TRA Heanng - United Cities Gas Transcnpt. Volume III, March 31, 1998, page 633, line 22, through page 634,

line 2
% TRA Hearing - United Cities Gas Transcript, Volume 111, March 31, 1998, page 630, lines 15 through 19
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this limited liability corporation. The Woodward contract® is a three-year contract, with the initial

date ofjexpiration of March 31, 1999 The Woodward contract is automatically extended for three

(3) year periods in the absence of a ninety (90) day notice of termination by either party Under the

terms of the contract, United Cities purchases all of its daily purchase volumes from Woodward for

a price equal to $ 08 below the basket of indices used in the “United Cities’ gas purchase incentive

mechanism currently in effect in the state of Tennegsee "2’ The gas is to be transported according

to United Cities’ Summer and Winter operational plans The contract is considered an “all

requirements” contract since Woodward 1s responsible for making all nominations, scheduling
volumes, 'and releasing capacity %

Pursuant to PGA rule 1220-4-7- 03-(5)(iii), the TRA has the authority to review the
Companyis purchases from an affiliate and to determine the prudency of such purchases In this
instance, the TRA was prevented from doing so due to the Company’s failure to notify the TRA of
its contract with WMLLC Although Dan McCormac of the Consumer Advocate’s office
acknowledéed that, all other things being equal, the eight cents below the basket of indices is a
good deal,’} the Consumer Advocate contended that it was not provided the necessary information

to properly analyze the contract Mr McCormac testified

And I think they did what they felt was best for their stockholders. I have no
doubt about that And it may be that they did what was best for the

| Tatepayers  But I do have some doubts about that because of the

*A copy of the Woodward contract was provided by Company witness, J D Woodward, as Exhibit JDW-2 to s
Prepared Rebuttal Testimony dated March 16, 1998

¥ Exhibit JDW-2 of J D Woodward's Prepared Rebuttal Testumony dated March 16, 1998, page 7

* TRA Heanng - United Cities Gas Transcript, Volume III, March 31, 1998, page 679, lines 16 through 24

* The Authonty recogmuzes that absent more specific affihate rules or gumdelines for Tennessee, 1t would have been
Imore complicated and time consuming, even with notification of the contract from the Company, o determine

whether prefererzmal treatment had been afforded the affihate
¥ TRA Heanng - United Cities Gas Transcnipt, Volume III, March 31, 1998, page 761 lines 10 through 13
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unanswered questions. We simply do not know what the total costs to
consumers are after the Woodward contract started We don’t have the full

picture. *!

Tfhe Consumer Advocate further explained that “the TRA does not have the full picture
because United Cities’ affiliate, Woodward Marketing L.L.C , does not bill United Cities according
to the cost and source of Woodward’s supply of gas.”** The Consumer Advocate contends that
WMLLC;switched pipelines in the winter months of 1996-1997 from a lower cost (Tennessee Gas
Pipeline) |to a higher cost (Columbia Gulf) pipeline This shift, according to the Consumer
Advocate! permitted WMLLC to earn substantial profits at the expense of the Tennessee
consumers > Dan McCormac testified that United Cities’ consumers were charged rates based on
a benchmark price of gas on a pipeline other than that on which the gas was actually purchased **
In its Post-Hearing Brief, the Consumer Advocate asserted
- - » United Cities, and its consumers, are forced to purchase gas from
wherever Woodward chooses to buy it Woodward pretends to buy it from
the source specified by United Cities, but United Cities and the consumers

are billed for the transportation costs associated with the purchase point
. determuned by Woodward *°

The Consumer Advocate, however, never produced any evidence to support its theory that

3

pipelines were switched.
The United Cities’ contract with WMLLC contains a Purchase Agreement (Exhibit A to the

contract) detailing the purchase price and the manner in which WMLLC invoices United Cities for

* TRA Hearing - United Cities Gas Transcript, Volume I11, March 31, 1998, page 726 line24 through page 727 line

7

2 Consumer Advocate's Post Hearing Brief, page 27

3 TRA Hearmg“ - United Cities Gas Transcnipt. Volume III. March 31, 1998, page 708, lines 12 through 21
¥ TRA Heanng|- United Cities Gas Transcnpt, Volume I1I, March 3 1, 1998. page 710, hines 7 through 10
% Consumer Advocate Division’s Post-Heanng Brief, page 28
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its gas purchases Within the Agreement, the parties agreed to a definition of “purchase price” as
set forthiat Section #2 (Purchase Price/MMBtu) of the Purchase Agreement:
The basket of indices used to determine benchmark pricing for monthly
baseload spot purchases described in Umited Cities’ gas purchase incentive
mechanism currently in effect in the state of Tennessee minus 8 cents plus
other pass-through charges described below under ‘Service Provisions’
The Agreement further states in Section #3 (Daily Purchase Volume) that WMLLC will provide
“full United Cities Gas Company requirements in the states of Tennessee and Virgiriia pursuant to
Summer @perational and Winter Operational Plans” Each of these operational plans is detailed
under the Service Provisions section (Section #6) on page 2 of the Purchase Agreement WMLLC
rmust invoice United Cities based on the Summer and Winter Plans WMLLC is allowed to deviate
(

from the plan only if “such deviation will not cause any operational or economic degradation to its
services ” iThe Purchase Agreement also specifies, under paragraph H of Section #6, that WMLLC
is the Agent for managing United Cities’ contracts And as such
Buyer and Seller recognize that as consideration for selling gas at the
purchase price agreed upon in this agreement, Seller has the right to manage
and to use for its own purposes, subject to certain conditions which protect
Buyer, all components of Buyer’s upstream pipeline(s) supplier’s services
Absent this consideration to Seller, the parties recognize that the purchase
price would be at a rate different than that set forth in paragraph 2 of this
purchase agreement

Based on the terms of the gas purchase agreement and the testimony as presented, the \
Authority concludes that Woodward has been billing United Cities appropriately pursuant to the

contract agreement United Cities’ witnesses testified repeatedly that United Cities did not care

how Woodward sourced its gas as long as it met the requirements of United Cities’ customers as

* The Consumer Advocate referred 1o page 847 of the transcript to support this statement. Thus citauon does not

16




outlined in the Summer and Winter operational plans * During the hearing, Consumer Advocate
witness Dr. Brown acknowledged that as a result of FERC Order 636, United Cities is assigned
capacity on specific pipelines which require United Cities to pay reservation and demand charges
Dr Brown testified that he did not review those assignment contracts® Dr Brown further
acknowledged that United Cities developed their Summer and Winter operatioﬁal plans within the
constraints of transportation capacity contracts and the Company’s storage capacity. Dr. Brown
did not}study, however, how the plans were developed or form any opir;ion as to the

reasonableness of the plans *

|

Dlr. Stephen Brown’s testimony indicates that, even though the contract is quite specific, the
Consumer Advocate may not have understood the operation of this gas sales contract going into
this Hearing.* The Consumer Advocate alleged that WMLLC switched pipelines in order to
maximize jts profits at the expense of Tennessee consumers,** implying that consumers were forced
to pay more under the contract than they would have without the contract when the “full costs” of

. . 3 . . . .
delivery were considered  Transportation costs were cited as a major issue,* even though Dr

refer to any discussion on the testimony of this subject.

¥ Prepared Rebuttal Testimony of Ron W McDowell, page 5, lines 9 through 23 and Prepared Rebuttal Testimony
of ] D Woodward, page 11, hines 3 through 12 and lines 18 through 22

® Followmgﬂlhe deregulation of sales at the wellhead by Congress, Order 636 of the Federal Energy Regulatory
Commussion (FERC) unbundled the sale of gas from the transportation services which had been previously provided
by interstate pipelines.

* TRA Heanilg - Unuted Cities Gas Transcnpt, Volume III, March 31, 1998, page 791, lines 5 through 19

“ TRA Hcan‘ng - United Ciues Gas Transcnpt, Volume II1, March 31, 1998, page 802 hine 19 through page 803
line 12, and pa'ge 805, lines 1 through 18

‘' TRA Heanrt;g - Unuted Cities Gas Transcnpt, Volume 111, March 31, 1998, at page 810, lines 15 through 22 and
page 815 hine 5 through page 817 line 15

2 TRA Heann“g - Unuted Cities Gas Transcript, Volume 111, March 31, 1998, at page 708. lines 11 through 21

“ TRA Heannbg - United Cities Gas Transcnipt, Volume 11, March 31, 1998, at page 714. lines 16 through 20 and
page 819. lines|10 through 21

* Consumer Advocate’s Post-Heaning Brief dated May 4. 1998, page 30
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Brown testified that transportation costs were a small part of the overall costs * United Cities
presented testimony that if transportation costs are included, higher cost gas could actually result in

a net lower cost of gas* at the city gate.*’ The Consumer Advocate witness, Dan McCormac,

conceded this point in his testimony:

To put things in perspective a minute, the NORA gas is probably the most
expensive gas there is That may surprise somebody, but the reason for that,
it’s here closer to Tennessee So if you just look at the price of gas, it’s
almost meaningless You have to consider where it is Since it’s here
close to Tennessee, even though you’re paying more for it, it’s still cheaper
than paying less for it and getting it in Texas and having to pay to move it to
Tennessee **

Further, Company witness, Ron McDowell, testified that the operational plans called for delivery at
the least cost feasible, taking into consideration United Cities’ transportation and storage contracts
and otherifactors *

Th‘e Consumer Advocate argued that, as an affiliate, WMLLC should only bill its costs to
United Cities > The Company countered that WMLLC was a supplier like any other and as such

was entitled to make a profit *' The independent consultant, Frank Creamer,* and the Company’s

“ TRA Hearing - Unuted Cities Gas Transcript, Volume III, March 31, 1998, page 799, lines 23 through 25
“ The total cost of the gas ncludes the commodity cost and the transportation cost to move the gas from its source
to the city gale In general, the closer the gas source 1s to the city gate, the higher the commodity cost, but, since the
distance to be moved 1s less, the transportation cost 1s less [n contrast, the farther the gas is from the city gate, the
cheaper the commodlty cost, but the transportation cost to move 1t a greater distance 1s more It 1s, therefore,
possible that the total of commodity and transportation costs for the higher cost gas could be lower than the total
costs (commoctixty plus transportation) for the cheaper gas

Prepared beultal Testumony of J D Woodward, page 9. lines 11 through 21

“ TRA Heanng - United Ctties Gas Transcript, Volume I1I, March 31, 1998, page 713, line 22, through page 714,
linc 6
* Prepared Rebuttal Testimony of Ron W McDowell, page 1, lines 21 through 40, page 2, lines 1 through 19
% Prepared Rébuttal Testimony of James R. Harnington, page 13, lines 9 through 14
' TRA Heang g - Umited Cities Gas Transcript, Volume II1, March 31, 1998, page 656, hne 16, through page 657,
line 12
** TRA Heanng - United Cities Gas Transcript, Volume II, March 28, 1998. page 456, lines 22 through 25
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consultant, Mr. Harrington,* both testified that WMLLC, even though a sole supplier, should be |

treated as

any other gas supplier Mr. Woodward testified that WMLLC could not afford to offer

such a guaranteed low price to United Cities if it could not use United Cities’ capacity to generate a

profit **| Ron McDowell, who negotiated the Woodward contract for the Company, testified that _

the contract took the risk out of the Company’s gas supply since WMLLC assumed all the penalties

regarding

scheduling > Mr McDowell also testified that as a gas aggregator, WMLLC was in a

position to acquire gas from sources unavailable to United Cities which enabled WMLLC to

acquire ga
testimony
offered to

Co

paying mo

s for less than United Cities could and thus make a profit * Mr Woodward’s unrefuted
was that the pn'cg offered to United Cities was at least five cents (30 05) below the price
any of WMLLC’s other customers *’

nsumer Advocate witness, Mr McCormac, while suggesting that consumers might be

re under the contract, conceded that the agreement with WMLLC was a good contract.*®

He also ac icnowledged that, all things being equal, United Cities should contract for a guaranteed

delivery at
scheduling

regarding

a good price, considering that WMLLC was assuming the nisk for price volatility and
penalties > There was no evidence of collusion between WMLLC and United Cities

the gas sales contract®® Both consultants testified that the contract price was

53 Prepared Rebuttal Testumony of James R. Harrington, page 13, lines 9 through 14

5 Prepared Ré:buual Testunony of J D Woodward, page 15, Lines 1 through 13

% TRA Heam{g - United Cities Gas Transcript, Volume 11, March 31, 1998, page 630, lines 6 through 19

* TRA Heanr'xg - United Cities Gas Transcript, Volume I, March 31, 1998, page 649 hine 11 through page 650

Iine 2

%7 Prepared Rebuttal Tesumony of ] W Woodward. page 8, lines 12 through 17
* TRA Heanng - United Cities Gas Transcnpt, Volume [I1, March 31, 1998, page 760, line 3 through 18
¥ TRA Heaning - Unuted Cittes Gas Transcript, Volume 111, March 31, 1998, page 730 hine 22 through page 731

linc 4

* TRA Heanng - United Cities Gas Transcnipt, Volume 11, March 31, 1998, page 721, line 20 through 25
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|

exceptional.®’ Based upon the record, the Authority concludes that the contract price is good, if

not exceptional, and that the contract benefits Tennessee consumers, as well as United Cities.

1 .

Woodward contract to Woodward’s sources and Woodward’s cost of the gas sold to United Cities,
i

so that the profits earned by Woodward are shared with the ratepayers of Tennessee Although the

Authority does not believe that the profits of an affiliated supplier should be passed on to the

s of the local distribution company, the Authority does conclude that Authority rules

d

cannot go unenforced nor can affiliate party transactions go unmonitored if performance-based

ratepayer

ratemaking mechanisms are to be considered on a basis which is honest, meaningful, fair, and

beneficial to the Company and its ratepayers Still, however, United Cities should have notified the

TRA of the Company’s intention to enter into an “all requirements” contract with an affiliate To
act in accordance with the PGA rule, the Company should have voluntarily submitted the

Woodward|contract to the Authority prior to the effective date of the contract as the Company had
[

in Georgia §

The Eevidennary record of the Phase Two proceeding demonstrates that the gas sales
contract thh WMLLC was not anticipated at the time WMLLC was formed and was initiated by
United Citie:[. after the experimental PBR plan had been approved in Tennessee The record further
demonstrates that WMLLC has invoiced United Cities according to the provisions of the contract.

In considering the record 1n this proceeding, the Authority concludes that, as a condition for

3
|
1

' TRA Heanng - United Cities Gas Transcript, Volume II. March 27, 1998, page 446, lines 2 through 6. page 456,

lines 19 lhrough'LlZl, page 516, lines 8 and 9
52 TRA Hearning - Unuted Cities Gas Transcnpt, Volume III, March 31, 1998, page 673, hine 23, through page 674,

line 2 ’!
i
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including affiliate transactions in any PBR mechanism, affiliate transactions must be subject to
certain guidelines

United Cities presented evidence that in a similar proceeding in Georgia, United Cities
|
agreed to0 abide by certain affiliate guidelines, as a condition to implementing a PBR mechanism in

Georgia 3 n its Post-Hearing Brief, United Cities agreed to be bound in Tennessee by these same

i
guidelines % As a result of this proceeding, the Authority deems it necessary to expand these

i

guidelines and concludes that before any affiliate transactions can be included in the computation of

savings or losses from the Company’s PBR mechamsm in Tennessee, those specific transactions

must first) comply with the Tennessee Guidelines for United Cities Gas Company’s Affiliate

i

Transactions, a copy of which is attached as Exhubit 1 hereto Documentation of the Company’s

compliance“ with these guidelines is to be presented to the Authority during its annual audit of the
Incentive P"lan Account A determination of compliance with all of the affiliate guidelines will be

made at the conclusion of each annual audit

B. | Whether the PBR mechanism should be made permanent:
|
As t0 the issue of whether the PBR mechanism should be made permanent, the Authority

-
e

considered tf:xe following sub-issues

'

T; (a) Whether a fixed limit of five years should be set for the plan,

i (b) Whether an interim review penod at the midpoint of the fixed term
i should be established, and,

* TRA Hearing - United Cittes Gas Transcript. Volume 111, March 31, 1998, page 600 line 19 through page 601
line 1t '

® United Cities Gas Company Post-Hearning Brief dated May 1, 1998, page 54
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()  Whether there should be established automatic special trigger
: events such as a dramatic increase/decrease in gas prices, no activity in the

gas purchasing mechanism for an extended period, or a fundamental change

in the utility’s marketplace including the potential of unbundling

Based on the evidentiary record, the Authority unanimously approved United Cities’ PBR plan as a
permanc:nt plan to commence April 1, 1999 Rather than set a fixed term limit of five years, an
interim review period, or automatic speciai trigger events, the Authority determined that the plan
could continue on an annual basis under the same terms and conditions as specified in this Order
until the Authonty is otherwise notified by the Company not less than ninety (90) days prior to the

l
end of an’y plan year that the Company wishes to terminate the plan or the plan is either modified,

amended, |or terminated by the Authority *

C Adjustments to the deadband:

Dui{’ing the Phase One deliberations, the Authority decided that any savings or losses from
the gas prc;curement mechanism of the Company’s PBR would be subjected to a “deadband” of
97 7% to 162% % The Authority decided to allow this deadband to remain fixed for the first three
years of th< permanent PBR ¢’ Should the PBR continue beyond the first three (3) years of the
permanent p'lan, the Authonity decided that the deadband would be adjusted at the conclusion of the
initial three (3) period, and every three (3) years thereafter, to one percent (1%) below the most

recent annual audited results of the incentive plan Adjusting the deadband every three (3) years

l

65 By Order 1ssued on March 11. 1999, the Tennessee Regulatory Authonity approved a performance incentive plan
for Nashwille Gas Company whuch contains the same terms and conditions for conttnuance on an annual basis

% Final Order on Phase One, Docket No 97-01364 dated January 14, 1999, page 24.

¢’ Chairman Malone dissented finding fault with the majonity’s reasoning in applying year-end 1994 data, when
year-end 1997 1§ available, to a plan that commences 1n 1999 He opined that use of such data is mappropnate and
poor policy |
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assures

|

the consumers that the Company must continue to use its best efforts to outpace the

arithmetic mean of its historical performance while allowing the Company to participate in the
|

savings generated by any long term contracts which it has negotiated

. Whether the TRA should increase the earnings cap to $1.25 million per vear,
| or by some other amount:

Dijring the two-year experimental phase of the PBR, the Company’s earnings were limited

to $300,000 per year on overall gains and losses *® Issue 1(f) addresses whether the TRA should

increase this earnings cap to $1 25 million per year The Authority found that the cap should be

increased

$1 25 million annually beginning April 1, 1999.°° This increase in the earnings cap

effective April 1, 1999, should provide the Company with the necessary incentives to continue to

|

become more aggressive by assuming additional risk in the purchasing of natural gas and in

managing

E.

its firm transportation capacity on the upstream pipelines
i

' Whether the TRA should simplify the plan by collapsing the five incentive
| mechanisms into two mechanisms:

Under Issue 1(h) the Authority considered whether the original five incentive mechanisms

(gas procurément, seasonal pricing differential, storage gas commodity, transportation capacity

cost, and storage capacity cost) should be collapsed into two mechanisms (gas commodity and

capacity release sales) The record clearly demonstrates that during the two-year experimental

[

period of the PBR, all of the savings were attributable exclusively to the gas commodity and

g
i

63

During the ‘,Phasc One deliberations, the Authonty deternuned an increase in the cap to $600,000 was not

warranted for the second year of the expenimental plan and. therefore, decided not to accept the consultant’s

recommendat

101 to increase the cap

1
4
[\
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|

|
capacity%release mechanisms Based upon this finding, the Authority concludes that collapsing the

five mechanisms into two would simplify the plan without having any adverse consequences to the

ratepayers

F! Whether the TRA should establish a procedure to verify the utility’s reserve
‘ margin to ensure the utility’s level of contract demand is prudent:

Issue 1(i) deals with whether a procedure should be established to enable the TRA to verify
|

the Company’s reserve margin requirements on an annual basis This issue was addressed in Mr.

|

Creamer’s recommendation #10 in hus second year review The Authority has determined that such

a procedure is necessary in order to ensure that the Company is properly managing its firm

transportatjon capacity Therefore, the Company will be required to submit to the Authority, on an

annual basis, documentation to substantiate its reserve margin and the procedure the Company

utilized in arriving at the same This requirement will allow the Authority to ascertain that the

Company’s llevel of contract demand is prudent

G. | Whether the Company should establish internal feedback and reward systems
which link individual or department performance to achievement of
performance goals.

t

Issue: 1(j) questions whether an internal feedback and reward system should be established
by the Company to reward its employees for achievement of performance goals The Authority
finds support ‘Iin the record for Frank Creamer’s recommendation that a departmental and individual

feedback and rewards system should be implemented to reinforce desired behaviors that support the

* Second-Year Review of Experimental Performance-Based Ratemaking Mechasusm as prepared by Frank Creamer
of Andersen Consulung Apnil 1, 1995 - November 30, 1996, page 25
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d

i
business objective " Contrary to the Company’s statement in its Post-Hearing Brief that “UCG has

sufficient feedback and reward systems in place to accomplish department performance goals and

disagrees with the reward system that focuses merely on each individual employee,” Mr. Creamer
h

found, during his review of the second year of the experimental plan, “no evidence of a feedback

and rew?rd system that directly shares company rewards and penalties with the staff responsible

\

through |some type of pay-for-performance, gain-sharing, or salary-at-risk program.”” Mr.
Creamer | further found that UCG’s existing incentive practices may not be sustainable in the

absence of a feedback and reward system that prompts individuals to adopt desired behaviors that

|
support business goals and objectives.”” The Authority concludes that a feedback and reward

|
system for‘; those employees involved in the activities detailed in the plan must be in place as long as

the Company is operating under a PBR mechanism

H.; Whether the NYMEX index should remain in the basket of indices:

Duning Phase One the Authority considered the issue of whether to include or exclude

NYMEX ﬁom the basket of indices and decided during those deliberations that the NYMEX

should remain in the basket of indices to which the Company’s gas purchases are to be compared

During the Phase Two deliberations, that issue was again considered by the Directors with the

0

Second-Yearl Review of Expenmental Performance-Based Ratemaking Mechanism as prepared by Frank Creamer
of Andersen Consuiting Apnl 1, 1995 - November 30, 1996, page 26

" Second-Year{Review of Experimental Performance-Based Ratemaking Mechamism as prepared by Frank Creamer
of Andersen Consulung Apnl 1, 1995 - November 30, 1996, page 22.

2 Second-YcarlRenew of Experimental Performance-Based Ratemaking Mechamsm as prepared by Frank Creamer
of Andersen Consulung Apnl 1, 1995 - November 30, 1996. at page 22
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majoritjg voting to continue to retain NYMEX as one of the three indices utilized in computing the

benchm";lrk 3

L Whether the TRA should modify the Capacity Release Incentive Mechanism
to provide an additional incentive for the Company:

)

ssue 2 of the Pre-Hearing Officer’s report was whether the TRA should modify the

Capacity|Release Incentive Mechanism to provide an additional incentive for the Company During

the first year of the experimental plan, the capacity release incentive mechanism accounted for only
:

35% of the gains realized During the first eight months of the second year of the experimental

plan, only;30% of the gains were attributable to capacity release.” Therefore, the Authority does

not find it necessary to modify the Capacity Release Incentive Mechanism to provide additional

incentive f{)r the Company
IT IS THEREFORE ORDERED THAT:

1 United Cities Gas Company is authorized to operate under the Performance-Based
Ratemaking Mechanism, as modified herein, beginning April 1, 1999, and continuing each year
thereafter until the mechanism is either (a) terminated at the end of a Plan Year by not less than
ninety (90) Qays notice by United Cities to the Authority, or (b) the PBR mechanism is modified,

amended, or terminated by the Authority,

™ Charrman Malone disagreed with the majonity on tlus 1ssue It 1s tus optnion that United Cities failed to carry the
burden 1n demonstrating that NYMEX 1s representative of the other indices used 1n the mechamism For any
mechamusm of {thus type to be truly effective and not result it unwarranted and unintended pricing behavior,
aberrations must be normahized According to the Chairman, 1t matters little whether the component to be
normalized 1s a| well-known national indicator. or an obscure formula misapplied What 1s important 1s that any
force or computational dynamucs be normalized or removed to neutralize the nunous effects of a skewed component

4
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2 For each plan year in which this Performance-Based Ratemaking Mechanism is in

effect, the requirements of Section 1220-4-7- 05 of the Purchased Gas Adjustment Rules of the

Tennessee Regulatory Authority entitled “Audit of Prudence of Gas Purchases” are hereby waived,

3 The Tennessee Guidelines for United Cities Gas Company’s Affiliate Transactions, a

copy of which is attached to this Order as Exhibit 1 are hereby adopted and are in effect as to

United Cities’ performance-based ratemaking mechanism,
|

4| Prior to any affiliate transactions being included in the computation of savings or

!

losses from this performance-based ratemaking mechanism, said affiliate transactions must first

comply with the Tennessee Guidelines for United Cities Gas Company’s Affiliate Transactions

3

Documentgtion of compliance is to be presented by the Company to the Authority during the
TRA’s annlual audit of the Incentive Plan Account The Authority, at the conclusion of each annual
audit, will é"nake a determination of the Company’s compliance with all of the affiliate guidelines,

5 The NYMEX index shall continue to be included as one of the three indices in the
basket used to determine the benchmark price of natural gas in Unites Cities’ PBR mechanism,

6 The lower end of the deadband around the benchmark price of 97 7%, which was
set under Phase One, shall remain in effect for the first three (3) years of the PBR mechanism.
Thereafter, as long as the PBR mechanism remains in effect, the deadband will be adjusted every

three (3) years to one percent (1%) below the most recent annual audited results of the PBR

mechanism, |

|

3

A

" Second-Year|Review of Expenmental Performance-Based Ratemaking Mechanism as prepared by Frank Creamer
of Andersen Consulting  Apnl 1. 1995 - November 30, 1996, at pages 12 and 13

q
|
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7 During a plan year, United Cities will be limited to an earnings cap for incentive

|

gains and losses of $1 25 million,

|

8 The five incentive mechanisms of gas procurement, seasonal price differential,

|
!
I
storage gas commodity, transportation capacity cost, and storage capacity cost are collapsed into
|

two mechanisms - Gas Commodity and Capacity Release Sales,

9 ‘t United Cities will submit on an annual basis to the Authority, for the Authority’s
|

approval, a procedure to verify the Company’s reserve margin to ensure that the Company’s level
|

of contract; demand is prudent,

10 ‘ While the PBR mechanism is in effect, the Company will have in place a gas supply

)

incentive and rewards program for its non-executive employeesl involved in the implementation of
the PBR rréechanism, the details of which will be provided to the Authority on an annual basis
within sixty (60) days of the beginning for each plan year Unless the Company is notified

otherwise Wtithin sixty (60) days of the filing, said plan will become effective,

12 United Cities will file a separate tanff to be effective April 1, 1999, which clearly

identifies the specific procedures of the performance-based ratemaking mechanism The tariff

e Sk

should incorporate all the changes as ordered by the Tennessee Regulatory Authority, in addition to
i

specifying th’lat the gains and losses derived from the mechanism are to be accounted for in an
s

incentive plarll account with similar language, true-up attributes, audit, and filing requirements as the
{

1
Actual Cost Adjustment clause of the existing Purchased Gas Adjustment rules,”

|
|
b
1,

5 Tennessee Regulatory Authonty Rule 1220~4-7- 03(c)
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13 Any party aggrieved with the Authority’s decision in this matter may file a Petition

!

for Recoinsideration with the Authority within ten (10) days from and after the date of this Order;

|
1? Any party aggrieved with the Authority’s decision in this matter has the right of
1

judicial re:view by filing a Petition for Review in the Tennessee Court of Appeals, Middle Section,

and

within sixty (60) days from and after the date of this Order

|
|

ATTEST

ey

K David Waddell, Executive Secretary
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