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The “Global Settlement”

ONG proposes a “global settlement” under which at least three causes before the Oklahoma Corporation
Commission and/or the Oklahoma Supreme Court would be resolved:

In Cause PUD 980000188 Applicants McAdams and Walker request relief from improper and exces-
sive purchased gas costs, specifically, purchased gas costs incurred under a November 1993 contract
between ONG and Dynamic Energy Resources, Inc. Applicants allege that this contract, which Dynamic
sold (in part, presold) for $18.75 million, was utilized to camouflage costs of a legal settlement (not re-
coverable from ratepayers) as gas costs which could be passed through directly to ratepayers via ONG’s
purchased gas adjustment [PGA] clause. Between November 1993 and January 2002 the applicants al-
lege that this contract resulted in excessive and improper gas charges to ratepayers of $48.4 million, ex-
clusive of the ratepayers’ opportunity cost of funds, and the contract would continue in force for a further
21 months.2 Inclusive of the opportunity cost of capital, applicants allege damages of $107.1 million
through January 2002.

In Cause PUD 200100057 the Commission ordered that $34.6 million in imprudently incurred gas costs
not be passed through to ratepayers via ONG’s PGA.

In Cause EN 200100102 the Commission imposed contempt sanctions on ONG for its failure to comply
with Commission orders that it provide records of “unregulated” subsidiaries of ONG’s parent,
ONEOK, relevant to transactions between these subsidiaries and ONG.3

1 Note: This analysis and critique relies upon the draft Joint Stipulation [JS] filed by ONG with the Oklahoma Corporation
Commission on April 29, 2002 (9:35 a.m.). The settlement is alleged (JS, I. A.) to be “further described” in “summaries
and working papers attached hereto as Exhibit A,” although this exhibit was, in fact, not attached. Therefore, this
analysis draws on an earlier version of the summaries and working papers presented on April 23, 2002, with a previous
(and in ways quite different) draft joint stipulation.

2 While ONG’s attorneys have represented that Duke and Enogex, holders of the two halves of the Dynamic contract,
have agreed to a reduction in the contract price to spot (Oklahoma index) plus $0.15, the Joint Stipulation specifies only
that “each contract will be replaced or amended effective April 1, 2002, and until the expiration of the contracts on April
9, 2004, to provide for a lower pricing term that will substantially benefit Customers.” [Emphasis added.] Thus, the price
to be paid under these contracts is unspecified. It is also notable that the contracts’ terms will be extended by five
months, fromNovember 9, 2003, to April 9, 2004. ONG is to provide copies of the amended/new contracts to the attor-
neys for the parties but has not yet done so. These agreements apparently take the form only of letters of intent, con-
tingent on the Commission’s ratification of the “global settlement.”

Even a price reduction to spot plus $0.15 will result in a continuation of about 13.5 percent of the overcharge ($0.15 ver-
sus an average of $1.11 over the first 99 months of the contract), and the extension of the term of the contract will serve
to perpetuate the excessive purchased-gas costs associated with this or a lesser price reduction.

3 While the rationale for joining the first two causes is unclear, since they involve quite different classes of allegedly ex-
cessive purchased-gas costs (improper vs. imprudent), the grounds on which ONG seeks to consolidate this cause
with the two preceding causes is even more mystifying, since charges to ratepayers are only indirectly involved in this
cause, which challenges the Commission’s authority to order the production of records of unregulated subsidiaries of
ONEOK when these are relevant to their transactions with the regulated subsidiary, ONG. The proposed settlement
leaves this fundamental issue  unaddressed and unresolved.
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From the vantage point of ratepayers the settlement has the following components, the values of which
have been alleged by ONG:

June 2002 billing credit $9.95 million
December 2005 billing credit $2 million - $10 million4

Reduced “reservation fees” to OEMT (“load-following” contract) $13.8 million
Gas cost savings due to OGS gas storage (replacing load-following) $0 million -8 million5

Target “value” of the global settlement $33.75 million6

Analysis

Of these provisions, only the first two unambiguously represent compensation to ratepayers for past im-
prudent, improper or excessive charges for natural gas. And, even these are overvalued by ONG, in that
they are to be paid only in the future. The following contrasts ONG’s claims concerning the value of these
credits to their present values (the amounts which ONG would have to invest today in order to have the
funds required to finance ratepayer credits in the future), computed assuming a conservative current
short-term interest rate of five percent:

Valuation of Billing Credits           ONG Valuation   April 2002 Present Value

June 2002 Credit              $9.95 million    $9.89 million
December 2005 Credit      $2 million - $10 million   $1.76 million - $8.80 million

Total Credits $11.95 million - $19.95 million $11.65 million - $18.69

Thus, entirely apart from the $8 million uncertainty (with a present value of ± $7.04 million), ONG over-
states the value to ratepayers of the billing credits by $0.3 million (2.6 percent). Should the maximum
credits be applied in December 2005, the value of the credits is overstated by $1.26 million (6.7 per-
cent).

The other two components of the proposed global settlement represent changes in load-management
practices which, ONG claims, will result in reductions in PGA charges imposed on ratepayers. There is,
however, no logical relationship between ONG’s load-management practices and the settlement
of litigation. As a public utility ONG is obligated to manage its service provision prudently and
efficiently. If the cost of the provision of natural-gas service can be prudently reduced by
changes in load-management practices, then ONG is obligated to implement those changes.
Any savings resulting from changes in load-management practices must flow through to rate-
payers under any circumstances, whether or not there is a settlement of current litigation.7

4 The following footnote explains the $8 million uncertainty here.

5 If calculated “savings” (defined as the sum of positive savings, ignoring any negative savings, i.e., increases in cost,
which may result from the change in load management) are less than $8 million, then the December 2005 credit will be
increased by the deficiency.

6 In addition, ONG would compensate other parties $0.5 million for attorneys’ fees and expenses, bringing the target
value of the global settlement to $34.25 million.

7 ONGcan be anticipated to object that one of the two components of this change in load-management practice involves
the partial termination of a load-following contract with ONEOK Energy Marketing & Trading [OEMT].      Cont., p. 3
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Because prospective savings attributable to changes in ONG’s load-management practices
cannot be considered a “benefit” to ratepayers of the global settlement, the December 2002
and 2005 billing credits represent the only benefits of the settlement to ratepayers. As compen-
sation for overcharges alleged to total about $65 million exclusive of capital costs, or $125 mil-
lion inclusive of capital costs,8 the settlement would provide to ratepayers credits with a present
value of only $11.65 million to $18.69 million, in any event only 10 to 20 percent of the eco-
nomic damages alleged to have been imposed upon them. An ONG press release (April
29,2002) indicates that individual residential ratepayers will receive credits of $13 in June 2002
and $2.50 in December 2005.

Not only is it inappropriate to attribute to the global settlement any savings which flow from changes in
ONG’s load-management practices; further, ONG substantially overstates those prospective savings.
Disturbingly, the proposed global-settlement agreement deceptively stipulates (in I.C.4.) a very peculiar
computational procedure under which ONG might well be credited with achieving “savings” when, in fact,
gas costs had actually increased.

Load following: A portion of ONG’s “load-following” contract with ONEOK subsidiary ONEOK En-
ergy Marketing & Trading [OEMT] would be terminated, reducing monthly “reservation fees” by $6.074
millionannually. Over the final 31 months of the OEMT contract (April 2003 to October 2005), reserva-
tion fees would be reduced by a total of $13.8 million. As a result of the termination of this portion of the
load-following contract, ONG’s draw of natural gas from OEMT would be reduced by 4,411,765
mmbtu per year. Under the load-following contract, ONG would have paid OEMT current spot (Okla-
homa index) plus $0.05 per mmbtu drawn.9

Gas storage: Commencing in April 2003 ONG would initiate the purchase and storage of natural gas (in
monthly increments between April and October) as replacement for the gas previously drawn from
OEMT under the terminated portion of the load-following contract. ONG would contract for storage
with ONEOK subsidiary ONEOK Gas Storage [OGS], paying $0.65 per mmbtu stored, implying total
gas-storage payments to OGS by ONG of about $2.9 million per year.10 All gas stored between April

While the OEMT contract will not expire until the end of October 2005, OEMT has apparently agreed to the termina-
tion, in April 2003, of a portion of the contract, equivalent, reportedly, to about 17 percent of the entire contract. As a
result of this termination, between April 2003 and October 2005 (the underlying contract’s termination date), $13.8 mil-
lion in “reservation fees” will be avoided. These fees would otherwise had been payable by ONG to OEMT and would
then have been passed through directly from ONGto ratepayers through ONG’s PGA. If OEMT has agreed to this par-
tial cancelation of the load-following contract only because of the benefit of the settlement to its (and ONG’s ) corpo-
rate parent, ONEOK, then, ONGwill argue, the $13.8 million in reservation-fee avoidance should be considered a bene-
fit to ratepayers which is attributable to the settlement.
However, if the load-following contract is of no benefit to ONG, then ONG should not have entered into this contract
with its fellow ONEOK sibling in the first instance, i.e., execution of the OEMT contract was imprudent and/or improper
fromthe outset. As such, it would fall into that class of purchased-gas costs the pass-though of which was blocked by
the Commission order at issue in Cause PUD 200100057. While OEMT may have an enforceable claim against ONGun-
der the load-following contract, the position of the Commission in Cause PUD 200100057 is that ONGdoes not have an
unconditional right to pass the costs of this contract through to ratepayers via the PGA.

8 In its April 29, 2002, press release, ONGimplies that it has already passed through to consumers only about $14.2 mil-
lion is PGA charges which had been allowed by the Commission. Presumably, the remaining $20 million will be waived
as a result of the proposed settlement (III.), although this is not entirely clear.

9 ONG’s load-following contract with OEMT permits ONGto draw gas from OEMT on short notice. The reservation fee
gives ONGthe right to draw gas. When it exercises that right, it compensates OEMT for the gas at a price equal to the
then-current spot price plus $0.05 per mmbtu.

10 ONGhas stated that a storage charge of $0.45 per mmbtu would provide a “regulated” 15 percent rate of return to OCS
but that $0.65 is a “competitively-determined” charge. ONG does not explain the discrepancy between the      Cont., p. 4
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and October, adjusted for two percent shrinkage, would be drawn from storage between November and
March and provided to ratepayers at a price equal to cost plus storage adjusted for shrinkage.11

From the vantage point of ONEOK, of which ONG, OEMT and OGS are subsidiaries, between April
2003 and October 2005 it will give up (a) $13.8 million in OEMT reservation fees, (b) $0.4 million at-
tributable to the $0.05 premium over spot on OEMT’s sale of load-following gas to ONG, and (c) any
appreciation (positive or negative) in the spot price of gas between OEMT’s purchase and its resale to
ONG, but it will secure about $8.6 million in OGS storage fees.12 Ignoring the very speculative (as dis-
cussed below) price-appreciation element, ONG’s change in load management would result in a loss of
revenue to ONEOK of no more than $5.6 million between April 2003 and October 2005.

ONG states that it “anticipates” that the substitution of OGS storage for OEMT load-following will result
in annual savings in gas acquisition costs (exclusive of avoided reservation fees) of $4 million, or, because
savings are realized only in winter months (November through March), $8 million between April 2003
and October 2005. With $8 million is savings, the December 2005 billing credit is held at $2 million.

In fact, historical data for April 1994 through October 2001 (i.e., for six 31-month periods, April of year
t to October of year t+2) can be employed to estimate the savings which would have resulted from the
replacement of OEMT load following by OGS gas storage over these historical periods. As demon-
strated in the attached schedule, ignoring the load-following reservation fees of $6.1 million per year
($13.8 million per 31-month period), replacing OEMT gas obtained between November and March at
spot plus $0.05 with gas purchased at spot between April and October and stored at a cost of $0.65 per
mmbtu and two-percent shrinkage would have resulted in an increase in average gas costs of $1.2 million
per 31-month period, i.e., “savings” of -$1.2 million would have been realized.13

Under the “global settlement,” however, “savings” between April 2003 and October 2005 are
to be computednot as the algebraic sum of savings (positive or negative) in all months. Rather,
savings are recognized only if they are positive, i.e., months in which savings are negative (i.e.,
in which costs increase) are simply ignored. Thus, over the six historical periods, while average net
savings were -$1.2 million, ONG would have been credited with average savings of $2.7 million.

Credited savings of $2.7 million, equal to the average of the six periods, would require an increase of
$5.3 million (to $7.3 million) in the aggregate December 2005 billing credit. However, because gas
costs would actually have increased, the sum of actual net savings (-$1.2 million) and the De-

“regulated” 15 percent rate of return and the 10.32 percent rate of return most recently certified by the Oklahoma Cor-
poration Commission as ONG’s weighted cost of capital (Order No. 388124) .
If, plausibly, the costs of storage represent primarily capital costs (noting that the two-percent shrinkage will cover a
significant portion of noncapital costs, e.g., the costs of compression), if, also plausibly, storage assets depreciate at a
rate of five percent per year, and if, as asserted by ONG, a storage charge of $0.45 per mmbtu implies a 15 percent rate
of return, then storage requires a capital investment of $2.25 per mmbtu. Given that capital investment, a rate of return
of 10.32 percent, equal to ONG’s weighted cost of capital, would require a storage charge of $0.345 per mmbtu, and the
charge of $0.65 per mmbtu, which ONGproposes to pay OGS, implies a rate of return of 24 percent. If ONGitself owned
the storage facility, the maximum regulated storage charge would be about $0.35 per mmbtu.

11 If ONGsubstitutes OGS storage for OEMT load following, physically effectively the same gas will flow into and out of
the same storage facility. The only change will be that OEMT will no longer be the middleman between ONG and OGS.

12 In October 2005 the final $2.9 million of OGS storage fees, for gas placed into storage between April and October 2005,
will appear as an account receivable, to be received when the charge is passed through to ratepayers between Novem-
ber 2005 and March 2006.

13 As demonstrated in the final panel of the attached schedule, at a gas storage charge of $0.35 per mmbtu, consistent
with ONG’s Commission-recognized weighted cost of capital of 10.32 percent, average savings of $1.5 million would
have been realized over the six historical 31-month periods.



- 5 -

cember 2005 credit ($7.3 million) would be only $6.1 million, or $3.9 million less than the
claimed target of $10 million. The target would be realized only if the December 2005 billing
credit were increased by $9.2 million, equal to the excess of the $8 million target over true net
realized purchased-gas savings of -$1.2 million.

Conclusion

The proposed global settlement, as compensation for past excessive and imprudent charges totaling in ex-
cess of $65 millionexclusive of capital costs, or more than $125 million if the cost of capital is taken into
account, provides ratepayers with billing credits having a present value (in April 2002) of between
$11.65 million and $18.69million). ONG proposes changes in load-management practices which it fore-
casts will reduce gas costs by $21.8 million but which historical data indicate would result in savings, on
average, of only $12.6 million, although ONG’s deceptive accounting would inflate historical savings to
$16.5 million (triggering an increase only from $2 million to $7.3 million in the December 2005 billing
credit, when a credit of $11.2 million would be required to reach the purported target settlement value).
However, if a change in load-management practice would reduce charges to ratepayers, then ONG is
obligated to implement that change in any event, and the resultant savings cannot, legitimately, be attrib-
uted to a global settlement of charges that ONG has imposed improper, excessive and imprudent costs
on its ratepayers.

The final “true-up” appears to be the only significant change introduced in the final version of the pro-
posed terms of the “global settlement.” That true-up, however, will not accomplish its proclaimed pur-
pose, i.e., to assure that the total “benefit” of the settlement is, indeed, $34.25 million. It will fail to do so
because of the deceptive accounting employed in the computation of gas-acquisition-cost savings, which
recognize only positive savings and ignore negative savings (cost increases). Only if true net savings, de-
fined as the algebraic sum of savings in all months, is employed in the true up will the avowed purpose be
achieved.

In any event, the issue of the legitimacy of considering even true net savings associated with a change in
ONG’s load-management practices remains.

Expected Value of Settlement (Historical Data), Nominal Dollars & Present Value
Assuming, for sake of argument, the legitimacy of including

reservation fee avoidance and gas cost savings

Nominal Dollars    April 2002 Present Value

June 2000 Billing Credits   $10 million   $ 9.9million

December 2005 Billing Credits   $ 7.3 million   $ 6.4 million

Reservation Fees Avoided   $13.8 million   $12.4 million

Net Gas Cost Savings                                      - $ 1.2 million                           - $1.1 million            

Net “Settlement Value”   $29.9 million   $27.6 million


