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STATEMENT OF THE CASE

The case involves an examination of the gas purchase practices of CenterPoint Energy Entex
(Entex) during the period from November 1, 1992, through October 31, 2002. The parties to this
proceeding refer to that period asthe Review Period. This caseisfocused on the gas purchase practice
of Entex during the Review Period for service provided within the City of Tyler. The City of Tyler ceded
itsjurisdiction to the Railroad Commisson (Commission) to review Entex’s charges for gas sdes during
the Review Period. Specificdly, the City of Tyler seeksadetermination of whether the gas purchaseswere
lawful, complied with the Gas Utility Regulatory Act, goplicable municipa regulaions and franchises, filed
taiffs and gpplicable Commission regulations.  Further, the City of Tyler seeks a determination by the
Commission regarding the gas management practices of Entex and whether those practices were prudent.

SUMMARY OF MAJOR ISSUES

During the Review Period the City of Tyler dleges that Entex engaged in management practices
that favored one group of customers, referred to as the TGM Exhibit B Customers. That practice was
discriminatory in relaion to the commerciad customers. The pricing structure resulted in discrimination
betweencommercid customersand the TGM Exhibit B Customers. The structure was dso discriminatory
for members within two classes of customers designated by Entex as Class 3 and Class 5. It was not
discriminatory, however, with regards to the resdentiad and commercid customers as acombined group.
The claimed discrimination was not the basisfor any of the dleged refunds calculated by the City of Tyler.

Allegations regarding violations of the varioustariffs were the basisfor two refund amounts. Fird,
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the City of Tyler dleged that Entex violated its tariffs by not commingling gas purchases for cdculation of
the welghted average cost of gas. Entex, on the other hand, argued that thefiled tariffs required assgnment,
or matching, of gascogts. Thus, acombined weighted average cost of gas was not permitted by the filed
tariffs. The City of Tyler estimated that arefund based on acombined weighted average cost of gaswould
be $8,209,909. The Examinersfound that the tariffs, in fact, required the assgnment of gas costsand did
not permit the caculation of a combined weighted average cost of gas. Second, the City of Tyler dso
dleged that Entex improperly passed through capita expenditures as part of the gas costs that it passed
through to customers. Capita improvement costsare not associated with the acquisition of gas costsand
cannot be recovered through the purchase gas adjustment clause. That amount was estimated by the City
of Tyler as $5,200,000. The Examiners concluded that the record did not establish that Entex

inappropriately passed through capital costs.

In addition to the dlams of tariff violations, the City of Tyler dso dlegesthat Entex did not manage
itsgas cogts prudently during the Review Period. Two aspects of Entex’ s management practiceswere the
focus of this case. Firg, the City of Tyler argued that Entex paid an unreasonably high pricefor naturd gas
and estimated that customers were overcharged $35,563,801. Entex established that the price paid was
reasonable, and that service for the entire Tyler IDS could not have been obtained at a lower price.
Second, the City Tyler argued that Entex failed to act prudently by not renegotiating the price of the
contract at thefirst opportunity. The City of Tyler estimated that the delay cost resdential and commercia
customers $2,650,021. The Examiner concludethat the record in this case established that it was prudent
to wait one year before renegotiating the contract price.

Hndly, the City of Tyler dleged that Entex engaged in affiliate transactions thet increased the
differentid between the resdential and commercid customers and the industrid customerswithin the City
of Tyler. Inaddition, the City of Tyler arguesthat Entex violated the affiliate transaction standard by sdlling
naturd gasto Entex a a higher price than the price sold to indudtria customers of the affiliate. The City
of Tyler estimated Entex’s affiliate overcharged the residential and commercid customers gpproximeately
$199,000 during the review period. The Examiners conclude that the affiliate service to the industrid
customer was not comparable to the service provided to Entex. Therefore, the Examinersfind that Entex
has not violated the affiliate transaction standard. In addition, the Examiners find that Entex properly
assigned its gas cods to the industriad customer as set out in Entex’ stariffs.

The City of Tyler hasrequested $1,142,124 in actua expenses. Entex has requested $1,598,366
in rate case expenses. Thus, the total actud rate case expenses at issue are $2,740,490. The Examiners
recommend that the amounts requested for rate case expenses be adjusted. The City of Tyler should
recover no more than $1,070,933.87; Entex should recover no more than $1,079,344.14. Thus, the
Examiners recommend that the total amount of rate case expenses be $2,150,278.01. The Examiners
recommend that, of that amount, Entex be alowed to recover $2,007,787.26 through a surcharge.
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l. Procedural Background
a. Procedural History through the filing of the Joint Petition

The issues in this docket began when the City of Tyler and Entex entered into a new franchise
agreement in 1990 that would govern Entex’ s activities within the City of Tyler until 2000 In part, due
to the expiration of that franchise agreement, the City of Tyler began examining issues related to Entex’s
franchiseagreement in 1997. After the expiration date, the City of Tyler continued itsanadysis of gas costs
and ultimately focused itsreview on Entex’ streatment of gas costsfor the decade from November 1, 1992,
through October 31, 2002 (Review Period). The City of Tyler notified Entex that it would commence a
hearing on September 25, 2002, to consider the propriety of Entex’ s gas purchase practices and consider
aleged overcharges to residents in the amount of $39,228,061.

On September 17, 2003, Entex filed a petition at the Railroad Commission seeking adeclaratory
judgment entitled, Petition of Reliant Energy Entex for Declaratory Order (“Petition for Declaratory
Order”).? The petition initisted GUD No. 9337, wherein Entex contended that the City of Tyler lacked
the authority to require refunds. Entex cited the following language of the Gas Utility Regulatory Act:

After notice and hearing, the Railroad Commission, may in the public interest, order agas
utility to refund with interest compensation received in violaion of this section.®

Entex argued that this language provided that the Railroad Commission has exclusive jurisdiction to
determine the amount, if any, of arefund.* Entex sought a declaratory order from the Commission that
Entex had, in accordance with its filed residentid and commercid tariffs, properly charged and collected
gas costs during the Review Period.® Entex dso argued that a prudence review of its gas costs
management practices during a historic period was not authorized by the Texas Utilities Code.® Although
Entex argued that aprudencereview of its past gas costs management practices was not authorized, Entex
pointed out that the City of Tyler could haveinitiated arate caseto prospectively modify the methodology

! Entex Exhibit 16.

2 Tex. R.R. Comm' n, Petition of Reliant Energy Entex for Declaratory Order, Docket No. 9337 (Gas Utils. Div.
Sept. 17, 2002) (Petition) (“GUD No. 9337").

% Tex. UTILITIES CODE ANN. § 104.005(C) (Vernon 1998 & Supp. 2004).
4 Petition for Declaratory Order, p. 3& 6.
Sldat3.

®1d at 10.
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used by Entex to recover gascostsfromthe Tyler Integrated Distribution System (Tyler IDS).” In addition,
Entex argued that an affected party or the Commisson may initiate acomplaint proceeding a any timeto
determine whether agas utility has charged unreasonable or violative existing rates.® Entex Smultaneoudy
filed sit in district court to enjoin the pending City of Tyler hearing.® The parties entered into discussions
to determine the gppropriate venue for resolution of issues related to the purchase gas adjustment clause
(PGA). Thepartiesultimately agreed to bring the case to the Commission asan origind jurisdiction matter.

Before the Commission was able to take jurisdiction over this matter, however, it was necessary
for the City of Tyler to cedejurisdiction to the Commission. The Gas Utility Regulatory Act, TEX. UTIL.
CODE ANN. 88 101.001-124.002 (Vernon 1998 & Supp. 2004) (“GURA™) establishes the respective
jurisdictionof municipditiesand the Railroad Commission. Pursuant to section 103.001, municipditieshave
exdusve origind jurisdiction over therates, operations, and services of agas utility within the municipdity.
Pursuant to section 104.003, the municipality has the authority to ensure that each rate agas utility makes,
demands, or receivesisjust and reasonable.

On January 8, 2003, the City of Tyler ceded its rate review jurisdiction on the limited issue of
“whether Entex properly and lawfully charged and collected for gas sales to resdential and commercia
customersin the City of Tyler during such period, to consider any appropriate remedies, including but not
limited to, refunds, with interest, and to enter such orders as may be appropriate.”® The City of Tyler
emphasized that this was a limited surrender of its jurisdiction and retained “full and complete origind
jurisdiction over the rates, operations, and services of CenterPoint Energy Entex within the City.”**

This case was subsequently filed with the Commission on January 22, 2003, and designated GUD
No. 9364. Thedistrict court proceeding and GUD No. 9337 weresimultaneously dismissed.? The scope
of this proceeding was set out by agreement of Centerpoint Energy Entex (“Entex”) and the City of Tyler
(“City”) inthe Joint Petition for Review of Charges for Gas Sales (“Joint Petition for Review”):

71d. at 11, citing Tex. UTILITIES CoDE ANN. § 103.001. (Vernon 1998 & Supp. 2004).
8 Id. citing TEX. UTILITIES CODE ANN. 88 104.151 - 152, and 105.051. (Vernon 1998 & Supp. 2004).

® Reliant Energy Entex v. City of Tyler et al., No. GN203392 (2012 Dist. Ct., Travis County), Plaintiff sOriginal
Petition for Declaratory and I njunctive Reli€f.

10 Ordinance No. 0-200-3, An Ordinance of the City of Tyler, Texas Surrendering to the Railroad Commission
of Texas Jurisdiction over Gas Utility Rate, Operations, and Services of Centerpoint Ener gy Entex Attributableto the
Period November 1, 1992 through October 31, 2002, Providing that this Ordinance is Cumulative, and Establishing
an Effective Date (January 8, 2003).

2d.

12 GUD No. 9337, Order of Dismissal, February 14, 2003.
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Entex and the City request that the Commission initiate a proceeding to determine whether
Entex has properly and lawfully charged and collected for gas sdes to residential and
commercid customers served from the Tyler Integrated Digtribution System (“TIDS")
during the period from November 1, 1992 to October 31, 2002, to consider any
gopropriate remedies, including but not limited to, refunds, with interest, and to enter such
orders as may be appropriate.

OnMay 15, 2003, the casewasreferred to the State Office of Administrative Hearings (“ SOAH”).
On June 18, 2003, Governor Perry signed House Bill 2846, 78" Leg. R.S., (2003) which repealed TeEx.
UTIL. CODE § 102.006 and TEX. Gov' T CODE § 2003.0491, effectively returning to the Commissonthe
function of conducting hearingsin gasutility contested cases. See also, HB 2846, 78" Leg. R.S. (2003).
On July 24, 2003, the SOAH Adminidrative Law Judge issued Order No. 3 and returned the docket to
the Railroad Commission of Texas. A dispute between the parties immediately arose regarding the
appropriate scope of this proceeding.

b. Scope of Proceeding

Almogt since itsinception a the Commisson, the parties have disputed the meaning of the agreed
language intheJoint Petition and the appropriate scope of these proceedings. The partiesvastly divergent
views as to the scope of this proceeding became evident as early as February 18, 2003, less than one
month after the case was filed, when Entex filed its response to the City of Tyler's Motion for Entry by
the Commission of an Order of Referral and Preliminary Order. Thecentral issuewaswhether or not
the scope of this proceeding should include consideration of the reasonabl eness and necessity of dl Entex’s
gas costs and gas purchase practices from November 1, 1992, to October 31, 2002. Generdly, the City
of Tyler, on the one hand, argued that proceeding includes a “prudence review” of past purchases.®* On
the other hand, Entex argued that the Commission lacked the authority to conduct aretroactive prudence
review and that this case should be limited to an audit of gas costs flowed through to customers.!

The Examinersconcluded, in Examiners Letter No. 5, that areview of thetariffsand ordinances

18 The City of Tyler repeated its position in several filings. City of Tyler’s Reply to Entex’ s Response to The
City’ sMotion for an Order of Referral and Preliminary Order, February 26, 2003; City of Tyler’s Response to Entex’'s
Request for Prehearing Conference and that Discovery Be Abated, February 27, 2004; City of Tyler’s Interim Appeal
of Examiner’s Ruling Stopping All Discovery and Failing to Rule on Cost Reimbursement, March 12, 2004.

14 Entex repeated its position in several filings. Objections of Center point Energy Entextothe City of Tyler’s
First Request for Production of Documents, and First Set of Written Interrogatories, February 17, 2004; Request of
CenterPoint Energy Entex to Set Pre-Hearing Conference to Establish Briefing Schedule on Legal Scope of
Proceeding, February 17, 2004; Response of CenterPoint Energy Entex to the City of Tyler’s Motion for Rate Case
Expense Reimbur sement, February 27, 2004; Response of Center Point Energy Entex to Examiners’ Letter No. 3, April
23, 3004
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filed by the parties on March 29, 2003, reveded that the tariffs may, or may not, contain defenses to
dams dleged by the City of Tyler.®® The ability to raise a defense, however, did not deprive the
Commission of thejurisdictiona authority to consider a complaint regarding the past purchase practices
of Entex. Inthe past, the Commission has asserted its authority to conduct this type of prudence review.

The Commission has previoudy asserted that authority in GUD No. 8647, Inquiry into the Rates
and Services of Lone Star Gas Company, Lone Star Pipeline Company, and Lone Star Gas
Company-Transmission Division, Divisions of Enserch, Gas Utilities Docket No. 8647 (1998).
Although, that case was ultimately settled, and Entex implied that the Commission did not squarely decide
the jurisdictiond issuein that case, the Commission clearly asserted itsjurisdiction to conduct such areview
in GUD No. 8664. In that case, Statement of Intent of Lone Star Gas Company and Lone Sar
Pipeline Company, Divisions of Enserch Corporation, and Ensat Pipeline Company to Increasethe
Intracompany City Gate Rate, GUD No. 8664 (November 25, 1997), the Commission specificaly
ordered that “congderation of the reasonableness and necessity of al Lone Star’s gas costs and gas
purchase practices and the gpplication of its PGA (GCAC) from the date of the find order in GUD No.
3543" through the date of that order was severed for consderation in GUD No. 8647. In other words,
the Commission ordered a consideration of the reasonableness of the utility’ s gas purchasesfor an historic
period — November 22, 1982 through November 25, 1997.

Inthiscase, the City of Tyler cameto the Commission seeking to present acase regarding the past
gas purchasing practices of Entex.  Accordingly, to the extent it was raised by the City of Tyler, the
Examiners concluded that issues related to a consderation of the reasonableness and necessity of Entex’s
gas costs and gas purchase practices should be considered in this proceeding. Entex gppedled thedecision
of the Examiners. The Commission denied the gppeal and issued itsorder on May 11, 2004. Theresfter,
Entex filed a suit in digtrict court seeking a declaration of the Commission’s authority to conduct a
proceeding that included issues related to a congderation of the reasonableness and necessity of Entex’s
gas costsand gas purchase practices.t” On November 19, 2004, the district court issued an order denying
the requested declaratory relief. Entex appeded the district court’s judgment and the appeal is now
pending. Entex aso filed with the Third Court of Appedls anOriginal Petition for Writ of Prohibition

5 The City of Tyler acknowledged this fact by including in a proposed order listing issues to be considered
in this case: A defense that the Commission has no authority to review whether Entex’ s charges passed through the
purchased gas adjustment clause were proper, just, reasonable, and lawful, so long as Entex complied with theliteral or
express language of itstariffs.

16 November 22, 1982, was the date that the prior order authorizing the utility’s PGA was entered. Statement
of Intent filed by Lone Star Gas Company to Change the Intracompany City Gate Rate, GUD No. 3543.

17 Center Point Energy Entex v. Railroad Commission of Texas, et al, 353 Judicial District Court, Travis County,
Texas, Cause No. GN4-02169.
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or Injunction to Preserve the Court’s Jurisdiction.®

In another order issued by the Commission on July 6, 2004, the Commission granted an apped
of Examiners Letter No. 16, and ruled that the City of Tyler may recover itsrate case expensesin this
proceeding. Further, the City of Tyler's motion for monthly reimbursement of 90% of its expenses was
granted.

On May 6, 2004, the City of Tyler filed itsStatement of Issues in this case. That document, and
the rulings of the Commission on May 11 and July 6, 2004, have largely governed the scope of this
proceeding. TheStatement of | ssuesincorporated al of the prior assertions by the City of Tyler regarding
the scope of this case. Entex filed its response to the Statement of Issues on May 18, 2004. Entex
argued that the Statement of | ssues continued to be vague and did not put Entex on notice regarding some
of theissuesto beraisedinthiscase. Further, Entex pointed out that nowhere did the City of Tyler provide
any legd authority by which the Commission can determineissuesreated to conspiracy, collusion, or order
avil pendties. Neverthdess, Entex’s request to limit issues raised by the City of Tyler was denied in
Examiners Letter No. 25. TheCity of Tyler filed an Amended Statement of | ssues on October 1,
2004, expanding dightly the scope of thisproceeding. Theissuesraised in Entex’ sresponsetotheorigind
Statement of Issues were not addressed in that document. The scope of this proceeding was further
defined by the City of Tyler in the context of adiscovery disputethat arose among the partiesin November,
2004. In resolving the dispute the Examiners ruled that the transactions of Entex’ s effiliates were a part
of this proceeding. Entex gppeded that decison. The Commisson denied the apped, and affirmed the
Examiners decison in favor of the City of Tyler.

C. Procedural Schedule

The origina procedura schedule established in this case established January, 2005, asthe month
in which this case would be presented at Conference for Commission consideration. At the request of the
parties that date was changed, and the Examiners designated atarget date for presentation of this caseto
the Commission on either April 25, 2005, or May 10, 2005. In Examiners Letter No. 15, the
Examinersissued a procedura schedule in the case and maintained the origind deadline for presentation
to the Commission in January of 2005. On June 3, 2004, the City of Tyler filed aMotion to Suspend the
Procedural Schedule and Abate Proceedings. That motion was granted and on July 7, 2004, and a
revised procedural schedule wasissued inthiscase. Agan, the god of that schedule was to present this
case to the Commission in January of 2005. On July 16, the City of Tyler filed a motion to vacate the
deedline for written discovery. On July 27, 2004, that motion was granted and the City of Tyler's
proposed procedural schedulewas adopted. Thegod of that schedule wasto havethis case prepared for
Commisson congderation in March of 2005.

18 |n Re CenterPoint Energy Entex, Cause No. 03-04-00717-CV.
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At the conclusion of the hearing in December 2004, the parties requested a modification of the
Procedural Schedule set out in Examiners Letter No. 21. The request was granted and a revised
procedura schedule was issued on January 7, 2005. That schedule projected a conference presentation
date of March 22, 2005. The parties, at the request of the City of Tyler, again requested a modification
of the procedura schedule and on January 19, 2005, the schedule was again modified. That schedule
indicated that the proposed conference date would occur on either April 25, 2005, or May 10, 2005. On
March 28, 2005, the Examiners, on their own motion, modified the procedura schedule. The projected
conference presentation date was not atered by that schedule. The Examiners indicated their god of
presenting this case to conference on April 25, 2005. On April 4, 2005, the procedural schedule was
abated, to alow additiona time to review and eva uate the record in this case.

As st out in the Revised Procedural Schedule issued on July 27, 2004, (Revised Procedural
Schedule of July 27™), December 7, 2004 was established as the date on which the hearing on the merits
would commence. The parties, pursuant to the schedule set out in the Revised Procedural Schedule of
July 27, timely filed their direct testimony. On October 11, 2004, the City of Tyler filed its Direct
Testimony in this case. Entex filed its Direct Testimony on July 27, 2004. The Revised Procedural
Schedule of July 27" was modified on September 13, 2004. The Examiners, in Examiners Letter No.
26, clarified that the City of Tyler's rebutta testimony could address dl issues raised in the direct
testimony. Anopportunity for Entex to file rebuttal testimony was granted. Entex’ srebuttal testimony was
limited to issues on which it had the burden of proof, issuesrelated to its historic gas purchase costs, raised
inthe rebutta testimony to befiled by the City of Tyler. The Examinersaso indicated that Entex’ srebuttal
witnesses would be tendered for cross examination on December 13, 2004. The Revised Procedural
Schedule of July 27" set November 22, 2004, as the deadline for the City of Tyler to file its rebuttal
tetimony. A motionwasfiled to extend that deadline, by agreement of the parties, to November 29, 2004,
and that motion was granted by the Examiners.

At a prehearing conference held on November 30, 2004, six days after the City of Tyler filed its
Rebuttal Testimony, an oral motion to file supplementd testimony was made by the City of Tyler. The City
of Tyler sought to file additiona testimony regarding afiliate transactions issues. Entex argued that the
dfiliate issues had not previoudy been raised. The City of Tyler's motion, however, was granted.®® In
order to dlow Entex an opportunity to adequately respond to the supplemental testimony and issuesraised
therein, the Examiners determined that the hearing in this case was to be bifurcated. Phase | was to
address all issues that had been raised by the parties except rate case expenses and dfiliate transaction
issues, addressed in the supplementa testimony that was to be filed by the City of Tyler. On December

191t should be noted that Entex objected to the motion and argued that the City of Tyler had been in possession
of much of Entex’s affiliate information since May 27, 2004, and al of the affiliate information since October 26, 2004.
Objection and Motion to Strike Adver se Testimony of Rollie Bohall and Supplemental Testimony of William Fowler
and Donald Niemiec, p. 1.
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2, 2004, the City of Tyler filed its supplementa testimony regarding affiliate transactionissues. Entex filed
its rebutta testimony on al issues except those issues raised by the City of Tyler's December 2, 2004,
supplementa testimony.

The Revised Procedural Schedule of July 27" and the subsequent modification did not provide
for any additiond testimony to befiledinthiscase. On December 2, 2004, however, the City of Tyler filed
the tesimony of Rollie Bohdl. Mr. Bohal was being called as an adverse witness by the City of Tyler.
The prefiled testimony was a one hundred and fifty-six page deposition. Theissuesraisedin Mr. Bohdl’s
testimony did not primarily address affiliate transaction issues and wasfiled five daysbefore the hearing was
to commenceinthiscase. Entex filed objectionsto the deposition testimony of Mr. Bohall, arguing that the
depaosgition should be stricken because it wasfiled in disregard of the procedura schedule and the City of
Tyler had not designated specific portions of the deposition relevant to this proceeding.?’ The Hearings
Examiner ruled that the testimony should be stricken.?! Nevertheless, the Hearings Examiner dlowed the
City of Tyler torefilethe testimony and designate particular portionsto beincluded intherecord. The City
of Tyler refiled the portions of the testimony that the City of Tyler believed were relevant to these
proceedings. Although no prior motion to modify the procedural schedule had been filed by the City of
Tyler, and dthough the Examiners found that Entex had not hindered the scheduling of the depostion, the
Examinersruled that the portions designated by the City of Tyler would be alowed as prefiled testimony
in support of issuesraised in Phase | and Phase I of the hearing.?

d. Customer Correspondence

At the end of February, after the concluson of the evidentiary portion of this case, and continuing
through most of March, 2005, severd Entex customers, at the request of the City of Tyler, began filing
lettersin this case complaining about rates and services charged by Entex. Over four hundred |etterswere
filed comprising over seven hundred pages. On March 3, 2005, after reviewing severd hundred | etters,
the Examiners issued Examiners Letter No. 48, requesting that Entex, and the City of Tyler work
together to contact each customer. Examiners L etter No. 48, attached as Exhibit 1, summarizesthe
letters filed through that date. Pursuant to Examiners Letter No. 48, Entex contacted each customers
to address concernsraised in that correspondence. The City of Tyler indicated that it was provided acopy

0 See, Objection and Motion to Strike Adverse Testimony of Rollie Bohall and Supplemental Testimony of
William Fowler and Donald Niemiec, and Objection of Center Point Energy Entex to Deposition Testimony of RollieG.
Bohall. filed on December 6, 2004.

2 Tr.Vol.l,p.10,Ins. 22 - 25,

2 Tex. ADMIN. CoDE § 1.121(b)(14): The presiding examiner shall have, but shall not belimitedto, thefollowing
authority . . . to take other permissive action which is necessary for fair, just, and proper hearing.
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of the report filed by Entex, but that it had not contacted any of the customers.®

The City of Tyler made amotion that those letters be dlowed as evidence in this proceeding, or,
dternatively, considered as amicus filed on behdf of the City of Tyler. The City of Tyler did not desgnate
which |etters should be made part of the record. Entex argued that those |etters, were not evidencein this
proceeding, should not be considered as amicus, and maintained that they should not be a part of the
record in this case. The Examiners, having reviewed those letters, do not recommend that the record be
reopened to admit them asevidencein thisproceeding. Ascanbeseenfrom Examiners Letter No. 48,
the mgority of those lettersinvolved mattersthat were not at issuein thiscase. Furthermore, to the extent
that they involved the gas cost adjustment clause, they were addressed to issues relating to the operation
of the current PGA. The Examiners do not agreethat they could be congtrued to gpply to issuesinvolving
the PGA during the Review Period.

. Jurisdiction

The Commission has jurisdiction over Entex, and over the matters at issue in this proceeding
pursuant to TEX. UTIL. CODE ANN. 88 102.001, 103.003, 103.051, 104.001, 121.051, 121.052, ad
121.151 (Vernon 2004). The statutes and rulesinvolved in this proceeding include but are not limited to
TeX.UTIL.CODEANN. §§104.101, 104.102, 104.103, 104.105, 104.106, 104.107, 104.110, 104.301,
and 16 TEX. ADMIN. CoDE Chapters 1 and 7. The Notice of Hearing wasissued on November 18, 2004,
and satisfied therequirementsof 16 TEX. ADMIN. CODE 8 1.45 and of TEX. Gov' T CODE ANN, CHAPTER
2001, and Tex. Gov' T CODE ANN. 8§ 2001.052 (Vernon 2004).

Additiondly, the City of Tyler ceded itsjurisdiction in this case pursuant to the authority of section
103.002 of the Texas Utilities Code, to consider the issues raised in its Ordinance No. 0-2003-3 on
January 8, 2003. A copy of the ordinance is attached as Exhibit 2.2

[1l.  Hearing

The Notice of Hearing was issued in this case on November 18, 2004. The scope of the
proceeding tracked the scope requested by the City of Tyler in its Amended Statement of Issues and is
discussed in detail in Section V, below.

On December 7, 2004, Phase | of the hearing commenced. G. William Fowler testified on behalf
of the City of Tyler onissuesregarding the definition and purpose of a PGA clause; expensesthat may be

2 Post-Hearing Conference, Tr., p. 7 (March 15, 2005).

2 The City of Tyler filed aresolution clarifying the intent of the earlier ordinance ceding jurisdiction. That
resolution, dated June 30, 2004, is also included as part of Exhibit 2.



GUD Docket No. 9364 Page 16
Proposal for Decision

properly dlowed through a PGA dause; an evauation of the gas supply contracts and large volume gas
sdes contracts for the Tyler IDS in light of the PGA clauses and the Franchise Agreement approved by
the City of Tyler; whether Entex flowed through the correct gas costs in accordance with the Tyler PGA
clauses;, and whether the City of Tyler’s franchise agreement was violated. Donadd W. Niemiec tetified
on issues regarding the reasonableness of Entex’ s gas supply contract arrangements and gas supply costs
during the Review Period.  Jacob Pous, a principa of the firm of Diversified Utility Consultants, Inc.
(DUCI), testified regarding capitd investments, the PGA,, and quantified the effect of the recommendations
asserted by thewitnesses of the City of Tyler. Portionsof the deposition of Rollie G. Bohdl were admitted
into the record, on behdf of the City of Tyler, astestimony of an adverse witness.

CharlesJ. Harder, Executive Director of Ratesand Regul atory for CenterPoint Energy Arkla/lEntex
testified regarding thelegal and regulatory basisfor matching gas coststo those customer classesfor whom
the gas was purchased and address filing requirements of Entex. Debra DePefia; the Director of Rates,
testified regarding Entex’ srates schedules and the PGA clauses approved for Entex; information provided
to the City of Tyler and the Railroad Commission; the caculations of the WACOG; and the nature of
service provided by Entex under the interruptible large volume class rates schedules filed with the City of
Tyler. Joe N. McClendon testified regarding the development of the PGA clausesin Texas and regarding
Entex’s PGA during the Review Period. George F. Carl, Tyler Digtrict Manager for CenterPoint Energy
provided an overview of Entex’s operationsin the Tyler IDS; issues of concern to Entex in the years prior
to entering into the TXO and TGM gas supply contracts, and the interactions between Entex and the City
of Tyler with respect to gassupply issues. Bruce Coogler, Director of Gas Supply for CenterPoint Energy
Entex since 1989, testified regarding Entex’s decision-making process in entering into the gas supply
contract with TXO Gas Marketing. He also testified about the price redetermination clause and the
liquidated damages provisonsin the TXO contract. He participated in the negotiations of the TXO and
the TGM contracts. David Johnson, who is Presdent of Tributary Engineering & Management Services
LLC, tedtified regarding the TXO and TGM contract. At the time the contracts were negotiated Mr.
Johnsonwasan officer in Delhi, TXO, and TGM. Miched TheBerge, aconsultant with RateMaster Utility
Services, tedtified regarding issues related to the TXO and the TGM contracts. William R. Pennington, a
partner with Pendulum Energy, testified on issues regarding the TXO and the TGM contract; the pricing
provisionsincluded in the TXO contract; and the differences between the TGM and TXO contract.

Rebuttal testimony in Phase | commenced on December 9, 2004. Testimony on behdf of the City
of Tyler wasfiled by G. William Fowler, Donad W. Niemiec, Jacob Pous, and Gary Landers, the City
Attorney for the City of Tyler. He testified about the communication between the City of Tyler and Entex
on issues related to the price differential between the TGM contract and the TXO contract. Rebuittal
testimony for Entex was filed by Mr. Harder, Ms. DePefia, Mr. McClendon, and Mr. Pennington.

Phase I commenced on December 16, 2004. The City of Tyler presented evidence regarding
afiliaeissues through the testimony of Mr. Fowler, Mr. Niemiec, and Sara Coleman testified on behalf of
the City of Tyler. Entex presented testimony responding to affiliate issues through the testimony of Ms.
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DePefia, WayneD. Stinnet, Mr. Coogler, Mr. Johnson, and Mr. Pennington. Rate case expensetestimony
was considered on December 17, 2004, and additiona rate case expense testimony was considered on
January 6, 2005.
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V.  Background

The underlying history and legd background critica to determining the issues raised in this case
involve four key aspects. Firg, the physicd facilitiesthat make up the Tyler IDS; second, the jurisdictiona
authority over rates charged by Entex within the Tyler IDS; third, the purpose and lega requirements of
purchased gas adjustment clauses; fourth, the gas supply used by Entex to supply the customersof the Tyler
IDS.

a. Physical Facilitiesand Customers Served

Entex hasfour divisonsin Texasthat providedigtribution service: TheHouston Divison, the Texas
Coadt Division, the South Texas Division, and the Entex Beaumont/East Texas Divison.® Entex has
provided gas service to the City of Tyler since at least 1982, and its predecessor operated under a
franchiseagreement issuedin 1968.%° Entex’sTyler IDSispart of the Entex/Beaumont East Texas Division
and provides naturd gas service to approximately 32,000 resdentid, commercid, and large volume
customersin, and adjacent to, the citiesof Tyler and Bullard, Texas. The system isspread over afootprint
of about 15 square miles. Approximately 26,000 customers are within the City of Tyler, goproximately
400 customers arein the City of Bullard, and gpproximately 5,600 customers are in the unincorporated
areas near the City of Tyler. Thefadlities comprisng the Tyler IDS are interconnected and operated as
asngle, integrated syssem. The Tyler IDSis not connected to any other Entex digtribution system. Inthis
interconnected network, there are mains ranging from two inches to twelve inches in diameter and from
operating pressures of four ounces per square inch to lines that are operated at several hundred pounds
per square inch.?’

Since 1992, there have been two mgor pipdine connections that provide the Tyler IDS with the
mgority of itsgassupply. One pipeline providesaconnection on the north side of town, the North Station,
and the other provides a connection to the south side of town, the South Station.?® The connections are
currently owned by Enbridge Pipeline, and were previoudy owned by Koch Midstream and, prior to that,
by TXO/Dehi. Entexdsorecaivesgasfrom severd locd gaswells. The number of gaswellshasranged
fromsx toeght. The current volumetric mix isabout 98% pipeline gasand 2% loca well ddliveries. Entex
provides service to the Tyler IDS pursuant to the authority granted in franchises, tariffs and ordersissued
by the City of Tyler and the Railroad Commission of Texas.

% Entex Exhibit 4, Direct Testimony of George F. Carl Direct, p. 3, Ins. 18 - 21, through p. 4, Ins. 1 - 2.
% Entex Exhibit 3, Direct Testimony of Joe N. Mclendon, Exhibit INM - 1
27 Entex Exhibit 4, Direct Testimony of George F. Carl, p. 3, Ins. 5- 16.

% Entex Exhibit 8, Direct Testimony of William Rodney Pennington, p. 31, In. 13.
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Entex provides serviceto severd classesof cusomers: Residentiad, Small Commercia, and Small
Industrial. Most of the residential growthin Tyler has occurred in the southern part of the city.?® Much of
this case centers around the service provided to severd customerswho have been designated, inthiscase,
asthe TGM Exhibit B Customers. The TGM Exhibit B Customers are located in the northern part of the
aity.*® The principle large volume customer, served by an affiliate of Ente, is the LaGloria Refinery,®
located on the eastern edge of downtown Tyler. Unlike other customers of Entex, the La Gloria Refinery
has had viable dternatives to Entex for its natural gas service:* The north side of the Tyler IDS contains
many of Entex’s larger volume customers, whilethe south sde of the Tyler IDSistheareaof Tyler that has
experienced the most residential and small commercia growth in recent years.®

b. Regulatory Authority to Provide Service within the Tyler IDS

GURA expresdy fixes the respective jurisdictions of municipdities and of the Railroad
Commisson.** The City of Tyler must approve rates charged to the customers within its municipal
boundary before Entex may chargethoseratesto itscustomer.  Entex must either obtain gpprova through
atariff, or order, issued by the City of Tyler for areas within the municipa boundaries of the city. Outsde
of the municipa boundaries, Entex must obtain gpprova from the Railroad Commission for rates charged
to its cusomers. The rate schedules in the tariffs, and orders, set forth the price to be paid for utility
savice, induding the cost of gas® As noted above, the Tyler IDS provides service to customers within
and around the City of Tyler. Throughout the Review Period, rates and service in the Tyler IDS were
alegedly authorized by tariffs gpproved by the City of Tyler, the City of Tyler Franchise Agreements, and
orders of the Railroad Commission of Texas.

Between 1966 and the end of the Review Period, the City of Tyler and the Commission have
issued severd tariffs and orders that set out the rates that Entex was permitted to charge its resdentid,
commercid, andindustria customers. A chronologica listing of thosere evant to this proceeding beginwith

2 Tr.Vol.ll,p.145,In. 25 & p. 146, Ins. 1 - 4.

% Tr.vol.ll,p. 150, Ins. 7 - 15.

31 City of Tyler s Written Closing Statement and Initial Brief, p. 2.

2 Tr.Vol.Il,p. 174,1ns. 14 - 25 & p. 175, Ins. 1 - 20.

3 Entex Exhibit 4, Direct Testimony of George F. Carl, p. 4,1Ins. 5- 12,

3 Tex. UTiL. CobE ANN. 88 102.001 & 103.001 (Vernon 1998 & Supp. 2004). See, Arkansas Louisiana Gas
Company v. Railroad Commission of Texas 586 SW.2d 643, 644 (Tex. 1979).

% Entex Exhibit 2, Direct Testimony of Debra DePefia, p. 4, Ins. 4 - 8.
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afranchise agreement gpproved in 1966.% Within the City of Tyler, natural gas service was provided to
customers pursuant to that franchise, which expired on April 5, 1983. In 1982, a rate ordinance was
adopted, followed by separate ordinancesfiled on September 7, 1984, and December 17, 1985. A new
franchise was approved by a City of Tyler rate ordinance dated April 17, 1990.%" In the Environs, two
orders were issued by the Commisson which affected service to customers of the Tyler IDS: On March
14, 1983, the Commission issued an order in Tex. R.R. Comm’n, Statement of Intent Filed by Entex,
Inc. to Change Ratesto an Industrial Customer, Docket No. 3706 (Gas Utils. Div. March 14, 1983)
(findl order granting application) (“GUD No. 3706") and on April 25, 1983, the Commission issued an
order in Tex. R.R. Comm' n, Statement of Intent filed by Entex, Inc. to Change its Purchased Gas
Adjustment Clause Applicable to the Residential and Commercial Customers in the Environs of
Tyler, Texas, and an Inquiry into the Reasonabl eness of the Impact of Rate Schedule No. 1544 Filed
by Entex, Inc. Applicableto Certain Industrial Customersin Smith County, Texas, on the Weighted
Average Cost of Gas Charged its Other Customersin the Company’ s East Texas Division, Docket
No. 3666 (Gas Utils. Div. April 25, 1983) (fina order granting application) (*GUD No. 3666”). A time
line summarizing the gpprova of these tariffs, orders, and franchise ordersis attached as Exhibit 3.

In addition, throughout the Review Period, Entex filed severd tariffs, which it designated as
negotiated rate tariffs. A negotiated rate tariff supports rates charged to an interruptible customer who,
inexchangefor aratethat isdiscounted from theratefor firm service, agreesthat itsnaturd gas service may
be suspended, or interrupted, for some period of time. The authority to contract for those rates is found
in section 104.003 of the Texas Utilities Code. That section providesthat aratefor a* pipeine-to-pipeline
transactionor atransportation, industrid, or smilar large volume contract customer isconsidered to bejust
and reasonable and shal be approved by the regulatory authority if certain conditions are met.”*® The
interruptible tariffs were alegedly filed pursuant to the authority of section 104.003, and include the
following: Rates Schedules No. 1549, 1696, 1817, 1834, 1977, 2007, 2014, 2027, 2058, 2077, 2131,
2141, 2184, 2223, 2228, 2225, 2250, 2254, 2305, 2326, 2332, 2340, 2367, 2402, 2461, 2461, and
2250.%° Copiesof sdected tariffs, specifically addressed at the hearing, are attached collectively asExhibit
4. Those tariffs were intended to govern the rates charged to the TGM Exhibit B Customers. Unlikethe
other tariffs governing resdentid and commercid customers, these tariffs were not approved through a
Statement of Intent, or other order of the City of Tyler. These tariffs were amply filed with the City of
Tyler. (The resdentid and commercid tariffs, as will be seen, were reviewed and gpproved via a city

% Entex Exhibit 1, Direct Testimony of Charles J. Harder, Exhibit CIH - 2 & Entex Exhibit 19.

% Entex Exhibit 16.

% Tex. UTILS. CoDE ANN. § 104.003(b).

% See, Entex Exhibit3, Direct Testimony of Joe N. McClendon, Exhibit, INM -1, pp. 31 - 43; Entex Exhibit 9,

Rebuttal Testimony of CharlesHarder, p. 6, Ins. 8 - 9; Entex Exhibit 10, Rebuttal Testimony of Debra DePefia, Exhibit DD-
R-1; Examiners Exhibit 2; City of Tyler’s Reply to Entex’s*“ Initial Post-Hearing Brief,” Appendix A.
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ordinance.)) Entex aso filed Rate Schedule No. 590 which wasapplicableto certain cusomerswithinthe
Tyler IDS. A copy of thet tariff is attached as Exhibit 5. That tariff, o filed as a negotiated rate tariff,
applied to any consumer for commercial uses, and industrid uses, who consumed over 150,000 cubic feet
of gasin any one month.*

The City of Tyler gpproved an ordinance authorizing a purchased gas adjustment provision for
resdentia customers (Rate Schedule No. R-674-2) and smal commercia customers (Rate Schedule No.
SC-674-2) in 1982. Based upon those rate schedules, whenever the cost of gasincreased or decreased,
the rates to the customer would be adjusted. The City of Tyler aso authorized the adoption of Rate
Schedule No. 1544, attached asExhibit 6, in 1982, for largeindudtria customersusing in excessof 1,000
Mcf per day on an annud daily average basis for interruptible transportation gas.** Copies of the
Resdentid Rate Schedule No. R-674-2 and Small Commercia Rate Schedule No. SC-674-2, are
attached as Exhibit 7 and Exhibit 8, respectively.

IN1982, Entex d soindtituted aproceeding at the Commissionto invokethe Commisson’ senvirons
juridiction. Entex sought to havethe same rates made gpplicableto customersoutsidethe Tyler city limits
that were gpproved within the City of Tyler.*? The Commission Fina Order, GUD No. 3666, approved
the samerates ashad the City of Tyler. GUD No. 3666 statesthat the proposed PGA would “ dlow Entex
to aggregate a package of low cogt, curtailable gas purchased from the interstate market for the exclusve
use of certain of its industrid customers in Smith County, Texas™*® The result was that the cost of
curtailable or interruptible gas purchased for theindustria customer was alowed to be segregated from the
residentid and smal commercia customerswhen calculating their WACOG for PGA purposes.™ A copy
of the find order issued in GUD No. 3666 is attached as Exhibit 9.

In September 1984, the City of Tyler approved another ordinance authorizing a purchased gas
adjustment provision for resdentid customers (Rate Schedule No. R 832-2) and small commercia
customers (Rate Schedule No. SC 832-2) that had a base cost of gas of $4.5705 per Mcf. Thesetariffs
replaced the earlier residentiad and commercid tariffs.  As with the prior rate schedules, the PGA
fluctuated, whenever thecost of gasincreased or decreased.”® The Residential Rate ScheduleNo. R-832-2

40" Entex Exhibit 3, Direct Testimony of Joe N. McClendon, Exhibit JINM - 1.

4 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 12, Ins. 16 - 24. Entex Exhibit No. 2, Direct
Testimony of Debra Depefia, p. 5, Ins5-35& p. 6, Ins. 1 - 24.

2 Entex Exhibit 2, Direct Testimony of Debra Depefia, p. 7, Ins. 1- 9. G.U.D No. 3666.
4 GUD No. 3666. Finding of Fact No. 2.
4 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 32, Ins. 15 - 26.

4 Entex Exhibit No. 2, Direct Testimony of Debra Depefia, p. 7, Ins. 10 - 25.
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and Smal Commercia Rate Schedule No. SC-832-2, are attached as Exhibit 10 and Exhibit 11,
regpectively.  The Commission issued afind order in GUD No. 3706 that implemented the same rates
approved by the City of Tyler. A copy of the order in GUD No. 3706 is attached as Exhibit 12.

Thetariffsapprovedin 1985, followed essentidly the same pattern asthe prior ordinances. Copies
of those tariffs, Rate Schedule R 981 - 2, for resdential customers, and SC 981 - 2, for small commercia
customers are attached as Exhibit 13 and Exhibit 14, respectively. In 1990, the City of Tyler again
approved new rate scheduleswhich, again were essentidly the sameasthe prior tariffs. Those tariffs, Rate
Schedule R 1446-2, for resdentia customers, and SC 1446-2, for commercia customers, are attached
as Exhibit 15 and Exhibit 16, respectively. In 1994, the City of Tyler again approved new rate schedules
which were the same style asthe prior tariffs. Rate Schedule R 1758 - 2, for resdentia customers, and
SC 1758 - 2, for commercia customers, are attached as Exhibit 17 and Exhibit 18, respectively. The
PGA approved by the City of Tyler in each resdentia and commercid tariff Snce 1982, whilenot identica,
isvery smilar.

Findly, Entex's service in the Tyler IDS was subject to the curtaillment priorities for gas utilities
set out in Tex. R.R. Comm' n, Relating to the Approval by the Commission of Curtailment Programs
for Natural Gas Transported and Sold within the Sate of Texas, Docket No. 489 (Gas Utils. Div.
January 5, 1973) (Final Order) “Curtailment Order GUD No. 489.”%¢ That order set out the curtailment
priorities gpplicable to utilities. Specificaly, the following priorities were set out, in descending order:

A. Deliveries for residences, hospitas, schools, churches, and other human needs
customers.

B. Deliveries of gasto smdl industrids and regular commercid loads (defined as
those customers using less than 3,000 Mcf per day) and delivery of gasfor useas
pilot lights or accessory or auxiliary equipment essentid to avoid serious damage
to indudrid plants.

C. Large usersof gasfor fud or asaraw materid where an dternate cannot be used
and operation and plant production would be curtailed or shut down completely
when gasis curtailed.

D. Large users of gasfor boiler fud or other fud users where dternate fuds can be
used. This category is not to be determined by whether or not a user actualy
inddled dternate fud facilities, but whether or not an adternate fue “could” be
used.

4 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 27, Ins. 11 - 14.
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E. Interruptible sales made subject to interruption or curtailment at Seller’s sole
discretionunder contractsor tariffswhich provide an effect for the sdle of such gas
as Sdler may be agreegble to sdlling and Buyer may be agreeable to buying from
timeto time.

Thus, Curtailment Order GUD No. 489, set out different curtailment priorities for different classes of
customers. The firg to be curtalled would be interruptible sales, and the last to be curtailed would be
deliveriesfor residences, hospitals, schoals, churches, and other human needscustomers. A crucia aspect
of each of thetariffsfiled for Entex’ svarious customers, and the centrd issuein this case, are the purchased
gas adjustment clauses.

C. The Purchased Gas Adjustment Clause Generally

Itiswdll settled that regulatory authoritiesin Texas do not havethejurisdiction to set thewell-head
cost of gas. The cost of gas, however, isthe most Sgnificant expensefor agas utility, typicaly responsble
for 70% or more of thefull priceto customers®’  The partiesin thiscase agreethat gas costs arethe most
sgnificant expense for agas utility.*® Gascosts may be recovered through an escal ator clause, commonly
referred to as a purchased gas adjustment clause — the PGA. A purchased gas adjustment clauseisa
portion of a gas utility’s tariff, approved by the gppropriate regulatory authority, that alows proper ges
costs, or changesin gas codts, to be passed on to the customer without the necessity of afull blown utility
rate case. The actual gas expensesflowsthrough to the consumer’ shill asgascostschange®® The PGA
permits recovery of a utility’s single largest expense on atimely basis without regulatory lag.* As noted
by the City of Tyler, both the utility and the consumer are potentia beneficiaries of the PGA. The benefit
of a PGA clauseto the utility and its stockholdersisto prevent an unjustified losswhen gas cogsincrease.
On the other hand, a PGA dause benefits the consumer by keeping the utility from obtaining an unjudtified
windfal when gas costs decrease.™*

A PGA isjud one of severd different escdator clauses that have been devel oped over the years.
Adjustments clauses sometimes include items other than gas costs. There are adjustment clauses
for expenses other than gas codts; agood exampleisthetax adjustment clausewhich dlowsadtility to flow

47 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 4, 13- 14.

8 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 4, Ins 10 - 17.

4 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 4,Ins10-27 & p.5,Ins1-2.
%0 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 6, Ins. 14 - 16.

51 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 5, Ins. 17 - 21.
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through to its customers any new or increased taxes.>® The PGA clause, however, islimited to gas costs.
The Audtin Court of Appedls has explained that a PGA is an automatic escalator mechanism devised by
utility regulators to ded with rapid fluctuations in the cost of naturd gas and it operates to increase or
decreasethe revenue of agas company by the amount of theincreased, or decreased, costs of gascharged
the gas company by its suppliers®

Automatic adjustment clauseshaveevolved over theyearstoincludeexpensesother thantraditiona
gas codts. Automatic adjustment clauses have been used throughout the United States to alow the pass
through of al types of expenses, including interest expenses paid for prepaid gas costs, and deferred gas
costs, lost and unaccounted for gas or linelosses, take-or-pay payments, minimum bill charges, and certain
operation and maintenance expenses. Some gates have developed revenue requirement clauses, plant
based adjustments, and earnings based adjustments to protect a utility’ s rate of return. Asan overview,
Mr. Fowler states that it would be fair to say that automatic adjustment clauses have been used in many
different ways when the regulator saw specific costs that were volatile and justified relief without the
necessity of numerous complete rate case proceedings.>

Entex witnesses explained that the PGA has been expanded to allow recovery of other cogts, such
as trangportation and storage costs. The FERC Uniform System of Accounts requires gas costs to be
recorded in the 800 series of accounts. These accounts capture more than the mere cost of the gas
molecules and include the cost of getting the gas to the city gate. The underlying purpose of the PGA
clause has, however, remained the same, in that it is designed to more timely match revenues with varigble
expenses.>® For over 20 years, dl of the rate schedulesthat Entex has had on file with the Commission for
sarvice within the municipa and environs aress, have included a PGA provision.®®

d. The Gas Supply

Prior to November 1992, Entex’s primary source of gas supply for resde to the Tyler IDS
residential and commercid customer classeswas United Gas Pipeine Company. The Entex system serving

52 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 61ns. 8 - 12.

8 Southern Union Gas Company v. Railroad Commission of Texas, 692 SW.2d 137, 193 (Tex. App. —Ausgtin
1985). Cited by witnessesfor the City of Tyler and Entex: Tyler Exhibit No. 1, Direct Testimony of G. William Fowler,
p. 5, Ins. 5 - 15; Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 6, Ins. 10 - 16.

5 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 7, Ins. 6 - 18.

%5 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 6, Ins. 16 - 20.

% Entex Exhibit 2, Direct Testimony of Debra DePefia, p. 4, Ins. 12 -14.
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Tyler was connected to two magjor pipelines, Lone Star and United Gas Pipe Line>” and Entex aso
acquired gas from Lone Star Pipeline and from United Texas Transmission Company.>® At thetimethe
1982 tariff wasgpproved, Entex acquired gasfrom Natural GasPipeline Co. of Americafor itsinterruptible
gas supply associated with two large-volume customers.> Effective December 31, 1989, Entex eiminated
United Gas Pipdine Company’ s merchant function and obtained gas supply from Arkla Energy Marketing
Company and BayTech Operating, Inc. Entex, however, ill rdied on United Gas Pipeline Company for
trangportation of gas for ddlivery to the Tyler IDS®

Entex entered into two gas supply contracts in 1992, one with TXO and one with TGM. The
TXO contract was used to secure gas supplies purchased for dl resdentid and smdl commercia
customersinthe Tyler IDS. The TGM contract secured a supply of gas that was purchased for specific
customers®  TXO and TGM were marketing affiliates of Delhi. Delhi was an intrastate gas pipdine, and
an established naturd gas merchant, engaged in the purchasing, gathering, processing, trangportation, and
marketing of natura gas® TXO and TGM were engaged in the purchase and sde of naturd gas®® The
gas purchased from TXO was ddlivered through Delhi Gas Pipdine.®*

The TXO contract was executed on May 12, 1992.%° That document wassigned by R.G. Bohdll,
on behalf of Entex and Dave Johnson, on behaf of TXO Gas Marketing Corporation (“TXO Corp.”).
The second contract was between Entex and Texas GasMark, Inc. (“TGM ”). The TGM contract was

5" Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 5, Ins. 19 - 20.

% Entex Exhibit 5, Direct Testimony of Bruce Coogler, 6 Ins. 12 - 14. See also, City of Tyler’s Written Closing
Statement and Initial Brief, p. 3.

% Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 14, Ins. 21 - 23.

8 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 7, Ins. 3 - 16.

&1 Entex Exhibit 1, Direct Testimony of Charles Harder, p. 5, Ins. 17 - 19. Entex Exhibit 8, Direct Testimony of
Rodney Pennington, p. 4, Ins. 12 - 3. Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 7,1ns. 25- 26 & p. §,
Ins. 1- 10.

62 Entex Exhibit 6, Direct Testimony of David Johnson, p. 4, Ins. 7 - 8.

8 Entex Exhibit 6, Direct Testimony of David Johnson, p. 2, Ins. 20 - 23.

6 Entex Exhibit 8, Direct Testimony of William Rodney Pennington, p. 4 Ins. 14 - 15.

8 Tyler Exhibit 1, Direct Testimony of G. William Fowler, Exhibit GWF - 9, p. 18; Entex Exhibit 5, Direct
Testimony of Bruce Coogler, Exhibit BC - 6, p. 18.
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executed on May 12, 1992.%¢ That document was also signed by R.G. Bohall, on behdf of Entex, and
Dave Johnson, on behaf of Texas Gas Marketing Incorporated (“ Texas GasMark Inc.”).%” R.G. Bohdl
was Vice-Presdent at Entex and Dave Johnson was Vice-President at Texas GasMark, Inc. and TXO
Corp. Thesefactsare summarized in atable attached asExhibit 19, which aso compares key provisons
of the two contracts. A key difference wasthe price of gas. Natura gas purchased pursuant to the TGM
contract was, on the face of the contract, around $1.20 per Mcf less than the gas acquired through the
TXO contract. The City of Tyler was not provided a copy of those contracts during the Review Period.

At the time the contracts were entered into, twelve customers were excluded from the TXO
contract. Nine of these customers were included in the TGM Contract and were described as generd
sarvice customers.®® These nine customerswill be described asthe TGM Exhibit B Customers. The exact
nature of these customers gas use is a subject of digpute in this case and the controversy regarding their
status will be discussed below. Table 1 provides aligt of the TGM Exhibit B Customers, as that list was
composed in 1992.

Tablel
Exhibit B List

Brookshire Grocery

Carrier Air Conditioning

Flowers Baking

Jewell Concrete Products

Medical Center Hospital

Mother Frances Hospital — Laundry

Mother Frances Hospital

RexHide

Vesuvius USA

The nine sdect customers did not have back-up fuel capability.®®  Throughout the Review Period the

%  Tyler Exhibit 1, Direct Testimony of G. William Fowler, Exhibit GWF - 8, p. 14; Entex Exhibit 5, Direct
Testimony of Bruce Coogler, Exhibit BC - 8, p. 17.

5 Tr.Val.lll, p.55,Ins. 7 - 13.
8 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 22, In. 6.

% Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 27, In. 21 - 22,
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customers whose natura gas service was provided through gas acquired by Entex pursuant to the TGM
contract changed. Some customers were removed and others were added.”

I naddition, throughout the Review Period, service was available from Entex to every TGM Exhibit
B Customer pursuant to two different contracts; thus, Entex had two contracts gpplicableto TGM Exhibit
B Customers. Entex also filed tariffs for rates applicable to those contracts.”*  First, the TGM Exhibit B
Customers would negotiate with Entex a“Complementary Contract” for interruptible sarvice.”? Thiswas
the primary contract between Entex and that customer. Entex acquired the gas supply for that contract
customersthrough the TGM contract. Entex filed tariffswith the City of Tyler theat reflected the ratesinthe
Complementary Contracts. The tariffs that governed the rates under that contract were considered by
Entex to be interruptible tariffs™  Second, the TGM Exhibit B Customers were also offered a different
contract (Backup Contract) and were able to acquire service under an entirdly different tariff. Thet tariff
was Taiff 590. All TGM Exhibit B Customers entered into a Backup Contract with Entex. The Backup
Contract was intended to provide firm service in the event service pursuant to the customer’s
Complementary Contract was interrupted.”™ The fact that the TGM Exhibit B Customer, subject to a
Complementary Contract, dso had a Backup Contract, was not disclosed on ether tariff.

In the event of a curtailment, those customers classfied by Entex as “interruptible’ contract
customers would be the firgt to be curtailed pursuant Curtailment Order GUD No. 489. By entering into
afirm service contract, the Backup Contract, governed by Tariff 590, the customer would moveto aclass
lesslikely to becurtailed.”® Natura gas for service under Tariff 590 would be acquired by Entex through
the TXO contract.  The customers holding a Tariff 590 contract with Entex would not pay under that
contract until service was rendered pursuant to that contract, and they did not pay areservation fee, or a
standby feg, for that backup service.”®

As an example, Mother Frances Hospital, Mother Frances Hospital - Laundry, and the Medical
Center Hospitd were TGM Exhibit B Customers. Mother Frances Hospital, Mother Frances Hospitd -

™ Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 27, In. 20.
T Tr.vol.ll,p.131Ins. 1- 21.

2 Entex Exhibit 4, Direct Testimony of JoeN. McClendon, Exhibit INM - 1, 51 - 55 (Example of aComplementary
Contract).

3 Entex Exhibit 10, Rebuttal Testimony of DePefia p. 10, Ins. 8 - 33, p. 11, Ins. 1 -18.
" Tr.Vol.ll,p. 117, Ins. 8 - 19; Entex Exhibit 10, Rebuttal Testimony of DePefig, p. 11, 14 - 18.
s See, Entex Exhibit 2, Direct Testimony of DePefia, pp. 17 - 20.

® Tr.Val.lll, p.39,1ns.9- 16.
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Laundry, and the Medica Center Hospita had negotiated Complementary Contracts, which were the
primary interruptible service contract for those customer.”” Entex acquired gas supplies for the medical
centers pursuant to its contract with TGM. The TGM gas costs were passed through to Mother Frances
Hospitd, Mother Frances Hospital - Laundry, and the Medical Center Hospital. The hospitals dso
negotiated aBackup Contract, governed by Tariff 590. Intheevent that service under the Complementary
Contract was interrupted, the hospitals would be able to acquire natura gas service pursuant to the firm
Backup Contract, asreflected in Tariff 590, which guaranteesfirm natural gasservice.” If required, Entex
would acquire backup gas pursuant to its contract with TXO, and only at that point would those costs be

passed through to the hospital.

Entex matched the costs of gas supply with the customers for whom the gas was purchased.”
Instead of summing the cogts of al of the gas supplies, and caculating a pooled weighted average cost of
gas (WACOG,,,q) Entex engaged in a process it referred to dternatively as “streaming,” matching, or
dlocation of gas cods. Thus, two different weighted average costs of gas were calculated for the Tyler
IDS. Entex cdculated aweighted average cost of gas for dl customers whose natura gaswas acquired
by Entex through the TXO contract (WACOG;). Entex caculated a different weighted average cost
of gasfor those customers for whom Entex acquired gas pursuant to the TGM contract (WA COG;gy)-
Entex maintained a the hearing that streaming, or matching, of gas costs is a widespread practice within
its various service areas. The WACOG;y, Which was the cost of gas paid by the residentid and
commercid customers of the Tyler IDS was higher than the WACOG; ), pad by the TGM Exhibit B
Customers.

V. The Allegations of the City of Tyler and the Burden of Proof

Agang this factual background the City of Tyler has raised severd dlegations. The principd
dlegations center around aleged price manipulation.® Although a PGA is useful, the City of Tyler points
out that the PGA may be manipulated. The utility may smply fail to act as a prudent, responsble
purchaser. Without conscientious management direction and attention, it is al to easy for a utility that
expects to amply flow-through 100% of its gas cost expenses not to act asagood purchaser. The utility
may fail to prudently administer a gas purchase contract, such as by failing to timely exercise a price
redetermination option. The utility may include non-gas cost expense items in gas costs and may pass
through costs that are nat, infact, gascosts. A utility may enter into supplemental arrangementswherethe
purchasing utility obtains additiond benefits from the supplier, benefits that may not necessarily be flowed

" Entex Exhibit 2, Direct Testimony of DePefia, p. 18, Ins. 14 - 15.
8 Entex Exhibit 2, Direct Testimony of DePefia, p. 19, Ins. 10 - 22.
™ Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 6, In. 3 - 4.

8 City of Tyler's Written Closing Statement, p. 1.
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through to the customers paying the higher gas costs. These can include agreementsfor lower-priced gas
in some packagesin exchange for higher-priced gasin other packages. Finaly, autility may provide more
favorable terms to purchases from affiliates than required by the market.8* The City of Tyler has raised
clamsthat range from blatant violaions of thefiled tariffs, filing fa se and mideading tariffs, toissuesrdlated
to the prudence of Entex’ s gas management decisons.

The City of Tyler dlegesthat Entex discriminated between classes of customersand among classes
of customers. A key component of this clam isthat there was no distinction between the service and gas
suppliesthat supported serviceto “interruptible customers’ and the service and gas suppliesthat supported
sarvice to firm customers. Both groups of customers, firm and “interruptible,” had available the same
supply of gas. The“interruptible’” customers were smply furnished a huge discount.

The City of Tyler dlegesthat Entex violated its tariffs by not including al gas supplies, acquired to
serve its customers, to caculate the weighted average cost of gasfor the Tyler IDS. Specificdly, the City
of Tyler dleged that there is nothing in the Entex tariffs that alows for the segregation of gas coss. The
weighted average cost of gascaculation for dl Tyler IDS should be based upon apooling of gascosts —
WACOGpe- Ancther violation of thetariff dleged by the City of Tyler isthat Entex improperly passed
through non-gas costs through the PGA.  Specificdly, the City of Tyler dlegesthat Entex passed through
over five million dollars in cgpita improvements made by Delhi. Related to that clam, Entex improperly
acquired a capital asset that was funded by revenues recovered through the PGA.

The City of Tyler also raised severd issues rdated to the prudence of Entex’s gas management
practicesduring thereview period. The City of Tyler argued that Entex paid apricefor natura gassupplies
under the TXO contract that were smply too high. The City of Tyler maintains that Entex acted
imprudently by acquiring high priced gas supplies for residential and commercia customers. There was,
the City of Tyler aleges, no reason for Entex to pay TXO arate of ETI + $1.29, and then pass that cost
throughtoitsresdentid and commercid customersthrough the PGA. The City of Tyler arguesthat passng
through that price was not just, reasonable, or necessary. The City of Tyler aleges that by purchasing
higher priced gas for resdentid and commercia customers, those customers where overcharged
approximately $39,000,000. The City of Tyler also arguesthat a prudent manager would have pooled the
cost of gas— WA COGegyo)eg-

The City of Tyler dleges that Entex filed fdse, mideading or improper tariffs to hide the
discriminatory nature Entex’s pricing structure from the City of Tyler. Furthermore, the City of Tyler
dlegestha Entex violated its tariffs by filing reports that were fase, or mideading. The TGM Exhibit B
Customers, were not “interruptible’ customers. The tariffs filed for these customers were smply fase
because they were not interruptible customers, nor did they receive an interruptible supply.  The City of

8 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 9, Ins. 19- 28, p. 10, Ins. 1- 7.
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Tyler rasesissuesin this context of fraud and conspiracy.

Additiondly, the City of Tyler arguesthat affiliate transactions afforded Entex another opportunity
to segregatelow cost TGM gas suppliesfrom the sysem WACOG. Furthermore, the City of Tyler dleges
that Entex violated the affiliate transactions gandard in its transactions with its affiliate.

The clams raised by the City of Tyler raise an issue regarding the gppropriate burden of proof.
The City of Tyler acknowledges that it must bear the burden of proof on its alegations of fraud and
conspiracy.®? Itisaso wel setled that the burden of proving unlawful discrimination rests upon the party
assarting the daim.® The City of Tyler argued that the burden of proof regarding the reasonableness and
necessity of Entex’ s gas purchases — the prudence dlams — restswith the utility. Entex, on the other
hand, argued that the burden of proof lies with the City of Tyler.

The City of Tyler argued that it iswell established thet the utility has the burden of proof when it
comes to rate setting and that burdenisset out inthe Texas Utilities Code®* Entex argued that neither of
the circumstances sat out in rlevant provisions of the Texas Utilities Code apply inthiscase. Fird, Entex
was not proposing arate change and, second, thereis no proposal that Entex’ s current rates be changed.

The Examinersruledin Examiners' L etter No. 14, that Entex had the burden of proof on issues
related to the prudence of its gas purchase practices. In the context of arate proceeding or reconciliation
proceeding, such as Tex. R.R. Comm'n, TXU GasDistribution — Transmission Gas Cost Review,
Docket No. 9233 (Gas Utils. Div. April 23, 2004) (Fina Order) “GUD No. 9233,” the utility bearsthe
burden of proof. GUD No. 9233 emanated from a rate making proceeding in which the reconciliation
proceeding was intended, in part, to meet the requirements of the Commission’ sgas cost recovery rules®
The fact thet this case originates as a complaint, or other regulatory inquiry into the practices of Entex,
should not result in a shift of the burdenof proof. Nevertheless, becausethis case more closely resembles
acomplaint case instead of arate proceeding, the Examiners concluded that the City of Tyler carried the
burden of coming forward with its case. Once the City of Tyler has made its case for rdief, the burden
shifted to Entex to make an affirmative defense.®

8 City of Tyler’ s Brief on the Burden of Proof, May, 6, 2004, , p. 2.

8 Fordv. Rio Grande Valle Gas Co., 174 SW.2d 479, 480 (Tex. 1943); Amtel Communications v. Pub. Util.
Comm'n, 687 S.W.2d 95 (Tex. App. — Austin, 1985).

8 Tex. UTIL. CoDE ANN. § 104.008.
8 16 Tex. ADMIN. CoDE § 7.5519.

8 See Tex. R. Civ. Pro. 94; see also, Re Public Service Company of New Hampshire, 29 PUR 4™ 242 (1979).
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VI.  Wasthe GasCost Pricing Scheme Discriminatory?
a. The Statutory Standard

The City of Tyler argues that the rates charged were discriminatory pursuant to two Statutory
provisons of the Texas Utilities Code. Section 104.003 provides that a rate may not be “unreasonably
preferentid, prgudicid, or discriminatory but must be sufficient, equitable, and consistent in gpplication to
each class of customer.”®’ In addition, section 104.004 precludes a utility from granting anunreasonable
preference or advantage concerning rates or servicesto apersoninaclassfication.® Further, autility may
not subject aperson in a classfication to an unreasonable prejudice or disadvantage concerning rates or
sarvices® Findly, a utility may not establish or maintain an unreasonable difference concerning rates of
services between localities or between classes of customers.®

The burden of proving unlawful discrimination rests upon the party assarting the daim.®* Mere
inequdlity is not unlawful discriminaion.®? The prohibition againgt unlawful discrimination dlows a range
of unequa treatment based upon a rule of reasonableness. The different treatment, however, must be
founded upon a substantia and reasonable ground of distinction between favored and disfavored classes
of people®® Thus, inthis case, the City of Tyler must establish that the same level of sarvice was provided
to certain members of the same class of customer at a preferentid price.

b. TheLevel of Service Provided.
I The Arguments of the parties.
The City of Tyler argues that in order to ascertain the level of service provided, one must look to

the underlying contractsthat supplied the natura gas ultimately consumed by the customer. In other words,
the level of service is defined by the contract between Entex and the supplier of gas. The City of Tyler

8 TEx. UTIL. CoDE ANN. § 104.003(a).
8 Tex. UTIL. CoDE ANN. § 104.004(1).
8 Tex. UTIL. CoDE ANN. § 104.004(2).
% Tex. UTIL. CoDE ANN. § 104.004(3).

%1 See, Ford v. Rio Grande Valley Gas Co., 174 SW.2d 479, 480 (Tex. 1943); Amtel Communicationsv. Pub.
Util. Comm’'n, 687 SW.2d 95 (Tex. App. — Austin, 1985).

% 1d.

% United Gas Corp. v. Shepard Laundries Co., 189 S\W.2d 485 (1945).
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argues that there was no meaningful distinction between the gas procured pursuant to the TGM contract
and the TXO contract. The City of Tyler argues that both the TXO and TGM contract were firm supply
contracts™ and that there was no meaningful distinction between the gas supplied under the TXO contract
and the gas supplied under the TGM contract.® Asaresult, Mr. Fowler argues that the TGM Exhibit B
Customers did not receive interruptible service.%®

Together, the TGM and the TXO contracts supplied firm gas service to Entex’s Tyler IDS. Gas
supplied under the contracts was commingled and ddlivered to dl customers — high priority resdentia
and commercid customers, and the TGM Exhibit B Customers. The dleged interruptible cusomers are
downstream of the city gates and on the same digtribution system as the residential customers.  The City
of Tyler pointsout that Entex has admitted those customershave not been curtailed. Anindicationthat both
contracts were for firm supplies was the fact gas nominations and gas purchase confirmations clearly
establish that the type of gas services was firm.%’

The testimony of Mr. Fowler indicates that, a some point throughout the litigation in this
proceeding, Entex argued that the service under the TGM contract was not firm. 8 Although Entex appears
to have abandoned that postion, Entex argues that the two agreements provide “vadtly different levels of
firm sarvice”® Entex argues that the two contracts reflected two totdly different levels of service. The
TXO contract was intended to serve the combined residentia and commercia load. The TGM contract
was intended to serve the large volume industria load.!® Mr. Coogler, who assisted in the negotiations
of the TX O contract, %! tetified that the TX O contract required TX O to supply firm gasto Entex for resale
to Tyler IDSresidentia and commercia customers under their respective rate schedules gpproved by the
City. The TXO contract guaranteed afirm supply of the full requirements of the Tyler IDS resdentia and
gmdl commercia customers classes.

% Tyler Exhibit 1, Direct Testimony of William G. Fowler, p. 18, Ins. 12 - 19.

% Tyler Exhibit 1, Direct Testimony of William G. Fowler, p. 26 p. 1 - 4.

% Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 26, In. 7.

7 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 26, Ins. 26 - 27 & Ins. 1 - 4.

% Tyler Exhibit 8, Rebuttal Testimony of G. William Fowler, p. 4, Ins. 16 - 19; Tyler Exhibit 18, p. 140.

% Entex Exhibit 8, Direct Testimony of William Rodney Pennington, p. 50. Initial Post-Hearing Brief of
CenterPoint Energy Entex, p. 30.

100 Entex Exhibit 6, Direct Testimony of David Johnson, p. 5, Ins. 1 - 9.

101 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 12, In. 18.
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The TXO contract was intended to meet both the peak and base |oad requirements of residential
and commercid Tyler IDS. Entex caculated its peak demand based upon the peak gas flow supplied to
resdential and commercia customer classes on December 23, 1989, which was the coldest day with the
highest demand for those customer classesin Tyler’ srecent history. Based upon these cal culations, Entex
estimated a peak day demand of 61,830 MMBtu/d and apeak hour demand equal to 75,190 MM Btu/d.
The TXO contract guaranteed Entex the level of firm gas supply required to meet this pesk demand.
Specificdly, the TXO contract required TXO to provide Entex’ stota gas requirements up to adaily rate
of 50,000 MMBtwd and an instantaneous maximum flow rate of 65,000 MM Btw/d and granted Entex the
option to purchase additiona quantities if necessary. This contractual guarantee is set forth in Section 3
of the TXO contract.1%2

Additiondly, the TXO agreement was backed by a guaranty agreement with Delhi. According to
David Johnson, the purpose of the guaranty agreement wasto provide specific assurancethat, should TXO
fall to perform for any reason, the performance would be backed and unconditionaly guaranteed by Delhi
Gas Pipdine, which had substantidl assets'®  The Guaranty Agreement with Delhi, TXO's regulated
affiliate, was ameans of obtaining a quick remedy a the Commission in the event that any dispute arose
regarding the gasto be supplied under the TXO contract.’®* Thisagreement issignificant inthat it provided
an added measure of supply rdiability that is not normally present when contracting for gas supply withan
unregulated gas marketer.1%

Other important aspects of the TXO contract were the provisions regarding the quality of gasto
be provided, Entex had the right to refuse delivery of sub-standard gas,'® and an agreement between
Entex and TXO that provided supply and reliability assurances through TXO's agreement to provide
facilities sufficient to deliver gasto multiple points of ddivery. These multiple points of delivery enhanced
the rdiability of supply inthe event of alinerupture or other event.X®” Findly, the TXO contract provided
a price cap that limited the annua price paid for gas supplied under the contract to 95% of Entex’s
weighted average cost of gas (“WACOG”) in the surrounding East Texas region and guaranteed that the
gas purchased under the TXO contract is priced lower than that in the surrounding East Texas regions

102 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 13, Ins. 1 - 12.

103 Entex Exhibit 6, Direct Testimony of David Johnson, p. 5, Ins. 14 - 16.

104 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 14, Ins. 11 - 22,

105 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 13, Ins. 20- 24 and p. 14.1n. 1 - 2.
106 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 13, Ins. 13 - 15.

07 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 13, Ins. 16 - 19.
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sarved by Entex. 1%

In contrast, Entex entered into the TGM contract to serve the larger volume customers listed in
Exhibit B to the TGM contract, the TGM Exhibit B Customers.’® The demand requirements of the
customers served by the TGM contract correspond to the larger volume customer demand requirements
st forth in, what Entex aleges, are the city-gpproved rate schedulesfiled with the city pursuant to GURA
and the city’ s franchise agreement.1°

The cusomers digible for service from Entex with naturd gas supplied by TGM was not static. In
other words, athough TGM Exhibit B was not actudly changed, customersin the Tyler IDS who could
be served by TGM gas changed.  Entex witnesses testified that the TGM contract supplied gas to
customersmeeting certain demand characterigtics. During the Review Period, asadditiond entitiesqudified
for complementary gas sales contract service, Entex would provide those customers with the TGM gas
supply. Those customers could have been existing sdes customers whose volumes increased over time
or could have been businesses that were new to the Tyler area. Likewise, if a cusomer either went out
of business or its annua volumes declined far below the Rate Schedul€'s stated applicable volume, a
customer could be removed from the TGM supply. By the end of the Review Period, there were Six
customers recaiving the TGM gas supply that were not on the origind Exhibit B to the TGM contract.
Additiondly, one customer that was listed on the origind Exhibit B was not on the list & the end of the
Review Period.*** Findly, there was no guaranty agreement by Delhi under the TGM contract.!*2

Mr. Coogler testified that the gas supply for large volumeindustria customerswould cost lessthan
gas supply for resdentia and commercid customers. The cost of supply islargdy driven by load factor.
Because of the extreme swingsin resdential and commercid gas, such gas hasavery low load factor. In
essence, a pipeline mugt build its facilities and reserve quantities of gas to meet peak demand, but will
generdly sdl lessthan 10 - 12% of that peak leve for resdentia and commercia purposes on an average-
day-basisfor the year. By contragt, large volume indugtrid load remainsfarly congant. Thus, thereisfar
lessrisk and far lessincrementa cost associated with supplying industrid load. Consequently, pricing for
gas used to supply large volume indudtrid demand is Significantly less than that for resdentia and smdl
commercid customers. Comparing theaverage pricefor natura gas supplied to thelarge volumeindugtria
class and the resdential and commercia classes demongtrates that industrid gas supply was sgnificantly

108 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 14, Ins. 3- 9.
109 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 17, Ins. 6 - 10.
10 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 17, Ins. 12 - 17.
11 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 18, Ins. 9 - 21.

12 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 19, Ins. 5- 8.
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less than ether resdentid or commercid gas supply in Texas during the time period 1998 - 2002.

Entex established that it could interrupt the flow of gas taken under the TGM contract if it fdlt it
necessary.!® Entex maintained that the customers that received TGM gas were interruptible customers,
despite the fact that they were never interrupted. The fact that these customers took service under an
interruptible tariff did not mean that Entex was obligated to interrupt them. It just meansthat, in the event
of ashortage, these customersrecognized that their supply was subject to interruption. Gas supplied under
aninterruptibletariff carriesalower priority than“firm” gasinthe event that curtallment becomes necessary.
This remains true whether the actud supply arrangement is for “firm” or “interruptible’ gas. The tariff
describes the relationship between Entex and its customers, not the agreement between the supplier and
Entex’s customers.*

13 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 21, Ins. 11 - 14.

114 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 21, Ins. 16 - 24.
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ii. Examiners Conclusion and Recommendation.

The Examiners agree that the supply under the TGM contract wasfirm. Thisfact does not appear
to be in dispute. The Examiners agree with Entex that the service provided by the TGM contract is
different from service provided under the TXO contract. The key difference is the leve of risk that the
underlying supply may be interrupted. In theory, gas supplied under the TGM contract could be
interrupted, whereas gas supplied under the TXO contract was not interruptible. Simply stated, the TGM
Bxhibit B Customers had ahigher risk of interruption. This position was repeated by Entex’ switnesseson
severa occasons. That differencein the underlying risk accounted for the differencein price between the
two contracts.

The Examiners do not agree that, because both underlying gas supply contracts provided firm
sarvice, the TGM Exhibit B Customers were not interruptible cussomers.  The service provided to the
ultimate consumer is not exclusvely defined by the nature of the underlying gas supply contract between
Entex and its supplier. The nature of the service provided, whether it is interruptible or firm, isdefined by
contract between Entex and itscustomer, and thetariff that isfiled reflecting the contracted rate. Of course,
if the underlying contract between Entex and its supplier isinterruptible, that could enlighten the evaluation
of the contract between Entex and its customers. Nevertheless, the fundamenta nature of the customer,
as ether interruptible or firm, is defined by Entex’ s relationship to that customer by the tariff, the Satute,
and Commission rules.

Usng that standard, dl of the service provided to the customers must be evauated, before a
decision can be made as to whether a particular customer is an interruptible cusomer. The TGM Exhibit
B Customersall had an additiona contract with Entex. That contract entitled the customer to takefirm gas
if gas service under the interruptible Complementary Contract was not provided. The rates under that
contract are reflected in Tariff 590. The combined package, offered to TGM Exhibit B Customers
removed any risk differential that existed between the TGM Exhibit B customers and all other Entex
customers. Furthermore, the risk shield was provided for free — until the TGM Exhibit B Customer
decided to exercise the option to take gas under the provisons of Tariff 590 and accompanying contract.
The net effect is that those customers were not interruptible customers. They received the same leve
service as the other customersin the Tyler IDS. Thus, from the perspective of risk, the TGM Exhibit B
Customers received the same level of firm service. Load requirements may be distinguishable and will be
discussed in the context of class of customer.

C. Class of Customers.
i Arguments of the Parties.

A price differentid between customer classes might be judtified if the classes of customer are
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different. The City of Tyler points out that severd of the TGM Exhibit B Customers were human needs
customers and, in fact, high priority customers!™ Indeed, the City of Tyler argues, that there was no
judtification or underlying reason for segregation of gas costs to be charged the different classes of
cusomers.  Entex, in an gpparently random fashion, entered into so-caled interruptible Complementary
Contracts, with customers not listed on the origind TGM Exhibit B.  Those customers include Moore
Asphdlt, Inc., Kiepersol, Ranch, Inc., Bonar Packaging, Inc., and Aratex Services, Inc. The result was
that any presumed distinction between customers origindly on TGM Exhibit B was further blurred. It
conclusvely establishes that Entex did not perceive any meaningful differences among them. In addition,
Mr. Fowler notes that as a group, those customers did not have back-up fuel capability. 6

Entex appears to draw a distinction between “system supply customers’ and other customers
served on the Tyler IDS, who were either industria customers, or a TGM Exhibit B Customer. System
supply customers are residentid and commercia customers whaose gas supply, like the character of the
sarvicetoresidential and commercid customers, isfirm.*t” Mr. Harder stated that for al customer classes
sarved from system supply, the cost of gas purchased for resale would have been the same.**® The other
distinction made by Entex is the customer load requirement. A consderable amount of testimony was
presented by Entex to establish that the customer load requirement of the TGM Exhibit B Customerswas
subgtantidly different thanthe other residentid and commerciad customers. The essence of that testimony
is best summarized by Exhibit BC-1 attached to Mr. Coogler’ s testimony, and attached as Exhibit 20.
As is evident from that exhibit, and the testimony presented by Entex’s witnesses, the base load
requirementsof those customers, identified asinterruptible, remainsreatively constant bel ow 100,000 Mcf
throughout theentirereview period. Ontheother hand, theresidentia customer |oad requirement issubject
to wide swings, from less that 100,000 Mcf at times to peaks as high as 700,000 Mcf.

ii. Examiners Conclusions and Recommendation

The discriminatory dams made by the City of Tyler raise three distinct areas of concern. Firdt, is
the question of discrimination between the genera class of residentid and commercia customers, and the
TGM Exhibit B Customers.  Second, there is the question of discrimination between the commercid
customers generdly, and the TGM Exhibit B Customers. Third, thereisthe question of the discrimination
within two classfications used by Entex: Class3 and Class 5.

15 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 26, Ins. 17 - 18 & p. 27,Ins. 7 - 14.
16 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 27, Ins. 21 - 22.
17 Entex Exhibit 1, Direct Testimony of Charles J. Harder, p. 9.

18 Entex Exhibit 1, Direct Testimony of Charles J. Harder, p. 12, Ins. 18 - 19.
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These issues are summarized as follows:

. Resdentid and Commercia compared to TGM Exhibit B Customers
. Commercia compared to TGM Exhibit B Customers
. Class 3 and Class 5 compared to TGM Exhibit B Customers

Firg, asagroup, the TGM Exhibit B Customers load characteristics appears to provide some
distinction between thecombined |oad characterigtics of residentia and commercia customers. Exhibit BC
- 1, attached to the testimony of Bruce Coogler, and attached hereto as Exhibit 20, clearly revedstha
diginction. Neverthdess, the Examiners note that pesks within the TGM Exhibit B Customersfollow the
peaks of the combined resdentid and commercid class.

Second, the record in this case does not reved that there was any meaningful distinction between
the generd commercid customers and the TGM Exhibit B Customers. Those commerciad customers had
rates that were governed by the following tariffs during the review period: SC-1446-2, SC-981-2, SC-
1758-2, SC-982-2. There appears to be a degree of consumption, under the 100,000 Mcf monthly
amount, that is not purchased by the TGM Exhibit B Customers. Thisis expressed in Exhibit 21 as the
area shaded in green.!'® Thereisno reason to treat customers in that consumption area differently from
cusomers within the TGM Exhibit B Customer group.

Findly, Entex' s dassfication, or distinction, appearsto beinconsstent. Ms. DePefiatestified that
al TGM Exhibit B Customers were digible for service under Tariff 590, if they chose to contract for that
savice. Infact, dl TGM Exhibit B Customers had Backup Contracts. Mr. Harder tetified that the TXO
contract contemplated the purchase of gas suppliesfor resdeto Entex’ sresidentid, commercia, and smal
industrial customers in and near the City of Tyler.'?® The rate schedules that corresponded to those
customer classeswereidentified by Mr. Harder asfollows: “ R-1758-2, SC-1758-2, R-981-E, SC-981-E,
588 and 590."*2 In other words, as defined by Entex, the class of customers identified as “residential,
commercid, and smdl indudtrid customers’ were governed by agroup of tariffs, that included Tariff 590.
By Entex’s own definition, therefore, the interruptible customers — who al had a Backup Contract that
made them digible for service under Tariff 590 — were part of that class of customers, identified by Entex
as“resdentia, commercid, and smdl indugtrid.”

119 Exhibit 21, isacopy of Mr. Coogler’ s Exhibit BC-1, attached as Exhibit 20, modified by the Examiners.
120 Entex Exhibit 9, Rebuttal Testimony of Charles J. Harder, p. 5, Ins. 19 - 21.

121 Entex Exhibit 9, Rebuttal Testimony of Charles J. Harder, p. 6, Ins. 1 - 4. (Emphasis added).
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Third, the record reveds that there is no distinction between customers within two narrow
classficaion. Class 3 and Class 5 customers consumed the same volume of gas. These classifications
were based solely on volume. For example, a Class 3 customer is defined by Entex asacommercid end
use customer using between 1800 Mcf and 200,000 Mcf in ayear.'? Entex admits that within these two
classfications, not dl entities were offered the opportunity to purchase gas pursuant to a Complementary
Contract. Significantly, not dl Class3 customerswere offered the combined package of aComplementary
Contract and a Backup Contract. Thus, dl Class 3 and Class 5 customers, however, were not treated
equaly. Only some of the Class 3 customers were offered service under a Complementary Contract and
the same was true of customers that were Class 5.1

Entex’s determination for digibility for a Complementary Contract appears to be arbitrary. Ms.
DePefia, testifying on behdf of Entex, indicated that eigibility was based on volume or economic need.
When queried about how a customer became dligible for service under a Complementary Contract, she
responded that if acustomer isconsuming alot of gas, Entex might approach that customer. In other cases,
acustomer might gpproach Entex if it is having economic difficulty and ask “is there away that they [the
customer] can get amore economic supply of gas for their usein their fadilities.”**

VIl. TheTariffsand the Franchise Agreement: Ismatching of gas costs authorized?

Entex maintains that the filed tariffs clearly demondrated that gas costs were being matched or
alocated, and that the City of Tyler gpproved the cost assgnment methodology. A PGA clauseis part of
the utility’ s filed rate and requires regulatory approva prior to implementation.'®® Entex witnesses sated
that for at least twenty years Entex’ stariffshaveincluded aPGA clause. Additiondly, withessesfor Entex
pointed out that it has historicaly, both for the Tyler IDS and in other markets within Texas, matched
particular customer classes having particular load profiles to specific sources of supply. According to
Entex, this practice has been gpproved by both the City and the Commisson. Prior to entering into the
TGM contract, the TGM Exhibit B Customers had been served through supply contracts primarily with
Surtex Gas Company and other companies. Entex witnesses tetified that providing a separate source of
supply for large volumeindustrid customerswhose demand matched acertainload profiledid not originate
with the TGM contract. The TGM contract represented only a change in the source of supply, not a
change in Entex’ s policy of matching customer load to supply.%

12Ty Val. VI, p. 84, Ins. 21 - 22,

128 Entex Exhibit 33, p. 2.

124 Tr.Vol. VI, pp. 86 - 87.

125 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 7,Ins. 16 - 22, p. 8In. 1.

126 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 18, Ins. 1- 7.



GUD Docket No. 9364 Page 40
Proposal for Decision

The City of Tyler dleges two violations of the tariff’s PGA provisons. Firg, the City of Tyler
dlegesthat Entex incorrectly calculated its gas costs. The WACOG cdculation should have included dl
of the gas supplies that Entex acquired for the Tyler IDS. As discussed above, Entex matched, or
“streamed,” gas cogtsto particular customers, or customer classes. The City of Tyler argues that thisis
aviolation of the various tariffs filed with the regulatory authorities. Second, the City of Tyler dso dleges
that Entex violated the PGA tariff by including in the PGA the costs of capitd improvements. At this
juncture, consideration of compliance with the gpplicable tariff and franchise agreement is not an issue of
the prudence of Entex’s gas purchase practices. The issue is whether Entex charged the rate authorized
by the tariff. If Entex did not comply with the tariff, the rates charged were not authorized.

Entex did not combine the cost of gas supplied to al customers when it caculated the PGA paid
by resdential and commercid customers. Instead, as aready noted, Entex matched the cost of lower-
priced gas purchased under a contract with TGM in 1992, to the TGM Exhibit B Customers?’ Itisthe
City of Tyler’ sposition that the gas cost attributabl e to those customers should have beenincluded asapart
of the gas supply for residentid and small commercid customers!® The City of Tyler argues that this
practice violated the gpplicable franchise agreement and tariff. In support of its pogtion, the City of Tyler
raises two related arguments.  Firdt, there is a fundamenta presumption that a PGA does not alow
segregation of costs. Second, the City of Tyler maintains that there was no gpedific language in Entex's
taiffs that alowed the segregation, or alocation of gas costs. A third point, raised by the City of Tyler,
isthat Entex faled toinform the regulatory authoritiesthat it interpreted its tariff to dlow Entex to match,
or stream costs.

a. Thefundamental presumption of the PGA

The City of Tyler arguesthat, contrary to Entex’ s assertions, the tariffs and franchise agreements
that werein effect during the review period did not allow alocation, or matching of gascosts. Mr. Fowler,
tedtified that a fundamenta presumption underlying a PGA is that gas costs are not segregated; the
presumption isthat al purchases of gas are to be included in the WACOG cdculationfor theentire Tyler
IDS. In support of hisposition, Mr. Fowler traced the history of PGA cdlausesin generd, and in Texasin
particular. Mr. Fowler concluded that it would be contrary to the fundamental basis of a PGA clause to
dlow autility to manipulate gas costs by sdectively including or excdluding individua gas purchases!?

Entex argues that the fundamenta presumption dleged by the City of Tyler isincorrect. Entex

127 Entex Exhibit 1, Direct Testimony of Charles J. Harder, p. 4,In.22& p.5,Ins. 1- 3.
128 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 28, Ins. 3- 11.

12 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 6, Ins. 8 - 20.



GUD Docket No. 9364 Page 41
Proposal for Decision

argues that nothing in GURA, or any other source supports this presumption. Insteed, the alocation of a
utility’ s gas costs under a PGA clause is determined by the express language of the PGA dause®® PGA
language may differ from utility to utility. If the regulatory authority intended for dl gas coststo beincluded
in the WACOG cadculation, the regulatory authority could require the utility to include language in the
utility’s PGA clause to Sate that the cost of al gas purchased for resde to al customer classesisto be
included in the PGA cdculation for the customer class.®*! On the other hand, if the regulatory authority
intended for gas cost purchased for asingle class of customersto be included in the PGA for that class of
customers, the regulatory authority would have used the language found in Entex’s PGA dauses™® The
PGA language is clear and specific as to the implementation of the matching of gas costs with those
customers for whom the gas supply is purchased, which is consistent with proper cost dlocation.*** Thus,
any atempt to generdize the types of gas purchases that should be included in a utility’s WACOG is
meaningless**

Inaddition, Entex maintainsthat sound policy underliesthe concept of matching or “ streaming” gas
costs. Specificaly, Entex arguesthat the premise of Mr. Fowler’ s assumption is inconsistent with proper
cost alocation, or assgnment, methodology. Proper methodology requires cost assgnment and alocation
based on cost causation. Stated differently, costs areto be assigned to the class of servicethat generated
the expense. Thus, when aparticular cost is caused by one class of service as opposed to adifferent class,
or severa classes, that cost should be assigned directly to the class that caused the expense.®

Despite its disagreement regarding the fundamenta presumption, the City of Tyler agrees that
specific and unequivoca language in the PGA could require the segregation, or assgnment, of gas costs.
The PGA dause may specificaly provide for assgnment, or matching of gas costs. Unless clearly stated
otherwise, however, dl gas supplies for an integrated system should be included in the caculations of the
utility’s WACOG. %

10 Entex Exhibit 2, Direct Testimony of Debra DePefia, p. 16, Ins. 10 - 17.

181 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 13, Ins. 16 - 22.
182 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 14, Ins. 4 - 14.
188 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 15, Ins. 1 - 4.
18 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 13, Ins. 1 - 14.

1% Entex Exhibit 1, Direct Testimony of Charles J. Harder; Entex Exhibit No. 3, Direct Testimony of Joe N.
McClendon, Direct p. 13, Ins. 3 - 14.

1% Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 6, Ins. 8 - 20.
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b. Specific language

The City of Tyler does not believe that specific language in the Entex’ stariffs dlowed matching of
gas cods.  On the other hand, Entex argued that specific language, clearly stated in the tariff, required
matching. The resdentia and commercid tariff that delineated the PGA provided asfollows “Theabove
net monthly rate per unit sold is predicated upon a price of gas purchased for resale hereunder .. ..”

Entex contends that the language “ gas purchased for resdle hereunder” was unequivoca language that
required that Entex match its gas cods.

Entex asserted that, sSince at least 1982, the PGA clauses contained in the rate schedules required
that Entex match the cost of gas supplies with the customers for whom the gas is purchased. The
“greaming” or matching of gas costs, Entex maintains, was expresdy discussed and gpproved in two
contested cases by the Commission. Thus, the PGA clauses require that the cost of gas be matched with
the customers for whom the gasiis purchased.’*” The rate schedules established the approved regul atory
mechanism for passing gas costs through to customers under the PGA clause for that particular class.
According to Entex, the provison directly limits the pass through of gas costs. Only gas costs purchased
for resdeto the class of customer described in each tariff may be passed through to that class of customer.
Thus, Entex must match, or assign, gas coststo the class of customer whose demand required the particular
purchase of gas. Entex concludes that thisis consistent with proper cost assignment or alocation.**®

Further, Entex maintains that the PGA clause contained in each of the tariffs requires that Entex
indude only gas purchased for resdefor that classof customer and under that specific rate schedule. Entex
mantains that the requirement is evidenced by the language contained in each rate schedule and that the
PGA refersto only “Entex’ s price of gas purchased for resale hereunder.” Entex concludesthat unlikethe
gas cost recovery mechanisms of other utilities, Entex’s PGA explicitly directs the matching of gas
purchases and sales by customer class.™*®

The City of Tyler did not agree and its witnesses testified that the language did not judtify the
assignment or segregation of gas costs.*® Mr. Fowler testified that only one provisionin thetariff alowed
any kind of segregation of costs based upon logica geographical area — a provision that was not
goplicable here. Nothing in the TGM contract permits Entex to exclude gas purchased pursuant to that

187 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 10, Ins. 15 - 17.
18 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 12, Ins. 1 - 7.
1% Entex Exhibit 2, Direct Testimony of Debra DePefia, p. 4, Ins. 10 - 19.

140 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 18, Ins. 5- 22.
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contract based upon geographic area** Mr. Fowler contendsthat the language was mere surplusage and
that the utility never notified the City of Tyler that it interpreted the language to require or dlow Entex to
stream the gas codts.

C. Notification of Interpretation of Tariff

The City of Tyler dso points out that it was never notified that gas costs were being assgned.
Although Entex’s monthly PGA filings indicated that Entex acquired a different supplier, Entex never
revealed in its monthly PGA filings that the TGM contract existed.X*? Entex responds that it was not
required to inform the regul atory authorities about the TGM contract. Entex dso maintainsthat it informed
the City of Tyler, and the Commission, that the effect of the PGA language was to ensure that the gas cost
charged to customers was priced on the basis of the supply of gas purchased for that customer.’* As
evidencein support of this proposition Entex pointsto thehistorica treatment and explanations of the PGA
clause and the_interaction between Entex and the City of Tyler.

In 1982, the PGA included a natice and filing requirement. That requirement was eiminated in
subsequent city ordinances. Mr. McClendon argues that the City of Tyler knew, or should have known,
that it would receive no natice of changes in the amount of gas cost charged and collected through the
PGAs.* Furthermore, Entex has matched its gas costs since a least 1982, and the practice of matching
gas purchase and sales to the responsible customer class has not changed since the PGA language was
approved in 1982.1%

In addition, Entex argues that the City of Tyler was aware that it assgned gas costs. Entex sent
a letter to Gary C. Landers, dated June 23, 1989, in which Entex explained that the gas supplies for
resdential and commercia customers are “necessarily and substantidly higher than gas supplies for an
industrial customer . .. ."*4 |n 1984, the City of Tyler adopted aPGA clausefor Entex that wasidentical
to that discussed in GUD No. 3666. In GUD No. 3706, decided the sameyear as GUD No. 3666, Entex
stated that “[t]he text of Entex’ s purchased gas adjustment provision applicableto firm customers does not
provide that dl gas purchased should be averaged into the PGA. Rather, thetext of each of Entex’sfirm

141 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 17,Ins. 24-25& p. 18, Ins. 1- 4.
142 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 28, Ins. 12 - 16.

143 Entex Exhibit 2, Direct Testimony of Debra DePefia, 10, Ins. 8 - 12.

144 Entex Exhibit 3, Direct Testimony of Joe N. McClendon, p. 15, Ins. 6 - 11.

145 Entex Exhibit 2, Direct Testimony of Debra DePefia, p. 14, Ins. 20 - 24.

146 Direct Testimony of Bruce Coogler, Exhibit BC-4, 2.
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rate schedul€'s limits the componentsto only “ . . . Entex’s price of gas.. . . purchased . . . for resde
hereunder.’ "4/

Inthat case, Entex went onto explain that “[i]nterruptible gas purchased for aspecific interruptible
customer is not gas purchased for sale under any of Entex’ s firm rate schedules and, therefore, could not
properly beincluded in the PGA applicableto such schedules.”** |ndocumentsfiled with the Commission,
Entex offered the following explanation:

We take the gas purchased for the large volume customers and compute the cost of gas
for those customers for those rate schedules. Y ou see, we pay one price for the gas for
the domedtic customers, and we pay a different price for gas for the large volume
customers. We have a two-tier pricing system from our primary supplier. So we
segregate the cost of gas that is resold under the specific schedules and flow that cost
through to those customers.#°

Ms. DePefia testified that the Commission, in GUD No. 3706, concluded that Entex’s caculation of its
WACOG wasin the public interest and that the gas cost purchased for specific large volume customers
should not be included in the PGA caculation for resdentiad and commercia customers. In that same
proceeding, Entex explained further that “gas supplies for resdentiad end use are necessarily and
substantidly higher than gas suppliesfor anindustria customer who uses the same amount of gas each and
every day during the year and iswilling to have service interrupted afew days of the year.”

The City of Tyler agreesthat the 1982 proceedings, at the municipa level and a the Commission,
resulted in rates that allowed the segregation of gas costs.!® That segregation, however, was for one
customer — and the potentidly discriminatory rates were openly evauated. Mr. Fowler concludes that
GUD No. 3706 confirmsthat Entex was aware of how to properly obtain regulatory approval of, what the
City of Tyler consders, apotentidly discriminatory cost shifting practice. Firet, Entex filed an informétive
gpplicationwith theregulatory authority with origind jurisdiction. Second, Entex fully explained itsproposal
and provided ajudtification. Third, Entex obtained explicit approva from the regulator who could have
rejected, modified, or fully accepted the proposal. These steps, Mr. Fowler maintains, were not takenwith

147 Direct Testimony of DebraDePefiap. 10, Ins. 14 - 24. Entex’s Closing Statement and Reply Brief in G.U.D.
No. 3706 at 8.

148 Entex Exhibit 1, Direct Testimony of Charles J. Harder, p. 22, Ins. 13 - 15.
149 Entex Exhibit 2, Direct Testimony of Debra DePefia, p. 15, Ins. 22- 26 & p. 16, Ins. 1 8.

10 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 12, Ins. 16 - 24, 13 - 14, & 15, Ins. 1 - 17.
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the City of Tyler, inthe current context.™®* In 1992, when Entex commenced the practice of expanding its
program of segregating gas codts, it did not return to the regulatory authorities.™>

In addition, the City of Tyler argued that in the presentation made to the City of Tyler in 1992,
Entex represented that the WA COG was derived by averaging dl of the costs of Entex’ spipeline suppliers
and producers.*®® Thus, as argued by the City of Tyler, before 1982, there was only one WACOG cost
pool that applied to dl customersregardlessof Sze. Between 1982 and 2002, the City of Tyler approved
only one additiona WACOG cost pool — for large volume interruptible customers, and Entex
represented to the City of Tyler that it used a unified WACOG for itssdesto Tyler IDS customers.

d. Examiners Analysis and Recommendation

Although there is no statutory or regulaory definition of the term WACOG in Texas'™ the
Examiners agreethat thereisafundamenta presumption that aWACOG cdculation includesdl of the gas
supplies acquired to serve the customers of the gas utility. Mr. Fowler correctly, and methodicaly, traced
the higtory of PGA clausesin generd, and in Texas, in particular, and established this presumption.

Nevertheless, Entex is correct that specific language in the PGA would defegt that presumption.
Further, the Examiners agree that there is specific language in the tariffs on file for Entex customers that
specificdly authorizes cost assgnment, or segregation, of gas costs. Rate Schedule No. R - 1446 - 2, for
resdentia customers contains aspecific PGA provision gpplicabletothat tariff. Rate Schedule SC - 1446
- 2, for smal commercid customers contains a specific PGA provision gpplicable to that tariff. Rate
Schedule 590, for smal indugtrid customers contains a PGA provision gpplicable to that tariff. Each
provision refersto “ gas to be purchased for resde hereunder.”

Every taiff filed by Entex containsthe same, or asimilar, provison. For example, Rate Schedule
1969, gpplicable to medicd facilities, provides, in pertinent part, as follows: “The Net Monthly Rate per
unit sold provided for in this Rate Scheduleis predicated upon aprice of gas paid by Company on October
15, 1987, for gas purchased by Company for resde and ddlivery to Consumer under this Rate Schedule.”
Thisisvery smilar to the language contained in the resdential and commercid tariffs. Some of the other
tariffs gpplicabletothe TGM Exhibit B Customersprovide greater specificity. For example, Rate Schedule
1817, applicable to bakeries, providesin pertinent part, asfollows. “The Net Monthly Rate per unit sold
provided for in this Rate Schedule is predicated upon the price of gas paid by Company on May 15,

151 Tyler Exhibit 8, Rebuttal Testimony of G. William Fowler, p. 12, Ins. 3 - 12.
152 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 15, Ins. 3 - 12.
158 Tyler Exhibit 6 & Tr. Val. 11, p. 161.

1% Tr.Vol. 1,p. 41, Ins. 6 -14.
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1989, to Company’s supplier or suppliers of naturd gas for large volume interruptible natural gas
service totheCity of Tyler...."™ Thesetariffsunequivocaly reved that Entex segregated its gas costs.

Furthermore, while GUD Nos. 3666 and 3706, apply to aspecific circumstance, thefact that Entex
sought gpprova in subsequent tariff filings, using the same or smilar language, would suggest that Entex
intended to segregate, or assign its gas codsts in those cases. The City of Tyler's assertion that Entex
correctly and openly gpplied for that treatment prior to 1992, isbelied by the legidative history of GURA.
Those cases occurred prior to 1985, and Entex was required to seek regulatory approva through a
Statement of Intent - proceeding. Prior to 1985, GURA traced the language that was originally adopted
inthe Public UtilitiesRegulatory Act: “No utility maymakechangesinitsrates except by filing astatement
of intent with the regulatory authority having originad jurisdictionat least 35 days prior to the effective date
of the proposed change.”**® Thus, any change in rates required the filing of a Statement of Intent. That
requirement was subsequently narrowed. Effective June 11, 1985, that requirement was changed: “No
utility may incr ease its rates except by filing a satement of intent with the regulatory authority having
origina jurisdiction at least 35 days prior to the effective date of the proposed increase.”™’

Furthermore, the Examiners agree that the language inthe PGA requires matching or “sreaming”
inthiscase. Thus, calculating apooled WACOG — WACOG,,, . —for theentire Tyler IDSwould have
violated Entex’ sfiled tariffs. Thefiled rate doctrine prohibitsregulated utilitiesfrom charging ratesfor their
services other than those properly filed with the appropriate regulatory authority. Asnoted by the Austin
Court of Appeds, the Texas Legidature codified the filed rate doctrine in the Texas Utilities Code.*®
Section 104.005(a) states: “A gas utility may not directly or indirectly charge . . . a person a grester or
lesser compensation for a service provided . . . by the utility than the compensation prescribed by the
applicable schedule of rates filed under Section 102.151."%%°

VIIl. Tariff and Franchise Agreement: Did Entex inappropriately passthrough $5.2 millionin
capital costs?

1% Entex Exhibit 3, Direct Testimony of Joe N. McClendon, Exhibit INM-1, p. 38 (Emphasis added).

1% Gas Utility Regulatory Act, 68" Leg., R.S, ch. 263, § 20, 1983, Tex. Gen. Laws 1161, 1207 (Emphasis added).
157 Gas Utility Regulatory Act, 69" Leg., R.S, ch. 459, § 2, 1985 Tex. Gen. Laws 1617, 1618 (Emphasis added).
1% Montana - Dakota Utilities Co. v. Northwestern Public Service Co., 71 S.Ct. 692, 695 (1951); Entex v.

Railroad Comm' n of Texas 18 S.W.3rd 858, 862 (Tex. App. — Austin, 2000, pet. denied).

159 Tex. UTiL. CoDE ANN. § 104.055.
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a. Arguments of the parties

Witnesses for the City of Tyler explained that a PGA clause is a mechanism for a utility to pass
through only intended cost items. The PGA does not provide the utility ablank check to passthrough any
cods. The utility is<till subject to dl of its utility obligations, and the rates charged till need to bejust and
reasonable.®® Mr. Fowler explained that PGA clauses at first were limited to what could be termed
“traditiond gas costs,” in other words, the cost of purchased gas from suppliers and not any other
expenses. Items that would be included in traditiond gas costs would be defined by the regulatory
authority. For example, in 1969 when the Federal Power Commission (FPC) first dllowed PGA clauses,
purchased gas costs included gas from wellheads, field lines, plant outlets, transmisson lines, and costs of
underground storage. Gas costsnot allowed without FPC approval were new pipeline production supplies,
renegotiated gas contracts with affiliates, LNG, SNG, and gas from gasified cod. Other utility expenses,
such as operating expenses, return on investment, or authorization of capita investments are not included
in PGA clauses. Later, as gas marketing conditions changed with the advent of deregulation and the
unbundling of gas streams, gas costs would include trangportation, storage costs, aswell asthe commodity
cost of gas.t®

The City of Tyler argues that Entex inappropriately included up to $5.2 million in capita costs as
part of the PGA. The TXO contract included a $5.2 million liquidated damages provision, apparently to
compensate Ddhi, the ffiliate of Entex’ snew gassuppliers, for capita cogtsthat might beincurred by Delhi
purportedly in connection with bringing a new lower priced gas supply to Entex’'s Tyler IDS. The TXO
contract provided liquidated damages to Delhi should Entex terminate the agreement early asthe result of
govenment regulaory interference®  The liquidated damages amount would be reduced by
$1.30/MMBtu for each of the first 4,000,000 MMBtuU's purchased under the contract.

Mr. Pous, testifying on behdf of the City of Tyler, dlegesthat thisamount wasfor non-gas reated
costs that Entex flowed through the PGA dause!®® Mr. Niemiec tedtified that typicaly if agassupplier is
required to upgrade his pipeline and infrastructure to serve a new customer, then if when that contract is
cancelled early the gas supplier would want to recoup theinvestmentsin theinfrastructure that went unused
due to the early cancdllation. Based upon thisexperience he concludesthat thisamount, $5.2 million, could

180 Tyler Exhibit 1, Direct Testimony of G. Willim Fowler, p. 7,Ins. 19- 26 & p. 8,Ins. 1 - 2.
181 Tyler Exhibit 1, Direct Testimony of G. William Fowler, , p.5Ins. 25-29,p.61Ins. 1- 7.

1682 TX O Contract, Page 17, paragraph 18(b) at City of Tyler Exhibit 1, Direct Testimony of G. William Fowler,
Exhibit GFW-9.

183 Tyler Exhibit 2, Direct Testimony of Jacob Pous, p. 5, Ins. 15 - 18.
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only befor capital costs.!®* Mr. Pous pointsout that the customersthat received the greatest benefitsfrom
accessto chegper gas supplier through the Delhi sysem were TGM Exhibit B Customerswho did not bear
any cogts of Entex’s Genera Service PGA clause under the TXO supply. Additiondly, two of Entex’s
afiliateswho a so gppear to betransportation customers, Unit Gas Transmission and Entex GasMarketing,
received smilar benefits from the capital additions but bore none of the costs.*®®

As evidence of the improper pass through, the City of Tyler offersthe statement of Mr. Pousthat
the amount was not necessary for the purchase of gas but “probably was for capitd costs.” The City of
Tyler points out that the $5.2 million amount approximated the amount of dl new capitd facilities that
Dehi’s former officer, David Johnson, testified were added to serve the City of Tyler.2% In addition, the
City of Tyler gates that Entex eected not to explain the purpose for the amount, other than to say that it
was the “product of negotiation between the parties.”**” Findly, the City of Tyler dlegesthat part of the
$5.2 million in capitd improvementsincduded facilitiestransferred to Entex. The facilities deeded to Entex
wereingdethecity limitsof Tyler and were used to move gasto the north sde of the Tyler IDS. Evidence
was presented at the hearing that the facilities were valued a $460,000. Entex would not have acquired
the fadilities but for the contract with Delhi. %3

Asaninitid matter, Entex claims that only gas costs have been passed throughits PGA dlause.*
Mr. Johnson, who negotiated the TXO and TGM contracts on behdf of Delhi, TXO, and TGM, testified
that there was no separate charge for facilities, gas storage, compression, or any other related cost. He
testified that Entex washilled only for thecost of gas!™® Hetedtified that thefacilitieswere deeded to Entex
because neither TXO nor TGM wanted to become subject to the City of Tyler's regulatory authority.™
Furthermore, hetestified that theamount of theliquidated damages provis on wasestablished independently

184 Tyler Exhibit 3, Direct Testimony of Donald Niemiec, p. 13, Ins. 16 - 22.

165 Tyler Exhibit 2, Direct Testimony of Jacob Pous, p. 6, Ins 12 - 25,

166 City of Tyler’ Written Closing Statement and Initial Brief, p. 24, citing testimony at Entex Exhibit No. 6, Direct
Testimony of David Johnson, p. 8, Ins. 11 - 15. “The approximate value of the physical facilities supporting this sale
excluding any leased storage is $74.4 million . . . . This amount includes an estimated $4.95 million in new assets
constructed to service the TXO contract and approximately $69.4 million in existing assets committed to service.”
(Emphasis added.)

187 Tyler Exhibit 3, Direct Testimony of Jacob Pous, p. 6, Ins. 1 - 15.

188 Tr.voal.lll, p.35,Ins.6- 8.

16 Entex Exhibit 2, Direct Testimony of Debra DePefia, p. 16, Ins. 19 - 24.

170 Entex Exhibit 6, Direct Testimony of David Johnson, p. 12, Ins. 2 - 8.

11 Entex Exhibit 6, Direct Testimony of David Johnson,, p. 12, Ins. 22 - 23.
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of thevaue of the pipelineimprovements, undertaken to provide service to Entex, and was not tied to any
soecific financid outlay in congtructing the new fadilities'> Mr. Coogler, who was involved in the
negotiation of the contracts on behaf of Entex, echoed Mr. Johnson’s testimony and stated that the $5.2
million was the product of negotiaion and not tied to any particular investment by TXO.1”® Ultimately,
Entex did never pad TXO any amount of liquidated damages under the contract.

b. Examiners Conclusions and Recommendations

The Examiners agree that the PGA should be used to pass through only the cost of gas. The
Examiners agree, however, that the $5.2 million was not passed by Entex to its customers as part of the
gascods. The Examinersdo not find that thereis sufficient evidencein the record to suggest that the costs
of those improvements were a separate part of the cost of gas. Mr. Pous’ tentative suggestion, and Mr.
Niemiec's supposition, is insufficient evidence on which to find that capitd expenditures were included in
the PGA. Entex established, through the testimony of witnessesinvolved in the negotiations on both sides,
that the $5.2 million was a negotiated amount to provide TXO a guarantee by Entex of its intent to take
volumes under the terms of the contract. It was not intended to pay Delhi for its capita expenditures.

[X. Prudence of Entex’s Gas Purchase Practices
a. The Standard

The City of Tyler has raised severa questions regarding the gas acquisition practices of Entex.
Firg, the City of Tyler dlegesthat Entex did not consder various dternatives and ultimately did not choose
areasonable supply option — Delhi’s afiliates, TXO and TGM. Second, the City of Tyler argues that
Entex falled to consder severd viable supply options and, as a corollary Entex should have considered
acquiring unbundled gas supplies. Third, and, acentrd issuein this case, the City of Tyler arguesthat the
amount paidto TXO, ETI + $1.29 wassmply excessive; the City of Tyler arguesthat the TGM gas supply
option should have been negotiated for dl customers. Fourth, and related to the discussion in Section VI
above, the City of Tyler argues that the decison to offer a specid rate, for essentidly the same level of
sarvice, to the TGM Exhibit B Customers was unreasonable.

Inits Initial Post-Hearing Brief and Reply Brief, Entex reasserts its postion tha neither the
Commission, nor the City of Tyler, have the authority to conduct a prudence review. Entex reservesits
right to assert in pending or future appeds or pleadings that there is no jurisdiction to conduct this type of
review. Entex arguesthat if the Commission decides to exercise this jurisdiction, however, the standard
that should be applied here should be the same standard that other commissions have implemented for

172 Entex Exhibit 6, Direct Testimony of David Johnson, p 14 - 16.

178 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 27, Ins. 3- 23; Tr. Vol. I1l, 34 - 37.



GUD Docket No. 9364 Page 50
Proposal for Decision

prudence and for retroactive reconciliation of fud costs. Specificaly, Entex argues that the standard
gpplied by the Public Utility Commission of Texas and upheld by Texas gppellate courts should be applied
here. Namédly, prudence should be defined as follows:
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The exercise of that judgment and the choosing of one of that select range of optionswhich
areasonable utility manager would exercise or choosein the same or smilar circumstances
giventheinformation or dternaivesavailableat the point in time such judgment isexercised
or option is chosen. "

Both parties agree on this standard and the Examiners agree that thisis the appropriate sandard
to apply.1™ The Examiners agree with Entex’s analysis that prudence cannot be based on hindsight, that
is, by usng information that was not available to the utility and more than one prudent option may be
avalable withinrange of options. Findly, the Examiners agreethat the prudence standard does not require
perfection. The Examiners agree with the City of Tyler that the filed rate doctrine does not preclude an
examination of the prudence of Entex’s gas management practices. “A rate cannot be deemed just and
reasonable unless the utility was prudent in incurring the operating expense it seeks to pass through to
consumers.”’®

Despite basic agreement of the parties regarding the gpplicable sandard, the parties disagree on
the application of that standard to the evidence in the case. Asexplained by both parties, two methods of
proof are available: (1) Contemporaneous documentation; and, (2) after-the-fact anadyss. The City of
Tyler notes that efforts to demonstrate prudent decision-making by retrospective analyses has been
considered by the courts asdefensiveand moresuspect.r’” The City of Tyler arguesthat thereislittle or
no contemporaneous evidence and a heavier burden applies. Entex counters that ample contemporaneous
evidence and after-the-fact evidence exists and both burdens have been met. In eachinstance, the nature
of the evidence must be evauated.

b. The Reasonablenessof TXO, TGM, and alter natives consider ed.

The City of Tyler arguesthat in 1992 there were severa supply options not considered by Entex.

174 Inquiry of the Public Utility Commission of Texas into the Prudence and Efficiency of the Planning and
Management of the Construction of the South Texas Nuclear Project, Docket No. 6668, seeaso 16 P.U.C. Bull. 183, 483
(June 20, 1990); Application of Gulf States Utilities Company to Reconcile its Fuel Costs, for Permission to Delay
Requesting a Surcharge, or inthe Alter native, for a Surchargeto Recover Under-Recovered Fuel Expense, Docket No.
15102, Order on Rehearing at 2 (June 24, 1997); Gulf States Utilities v. Public Utility Comm’ n of Texas, 841 S.W.2d 459,
475 (Tex. App. — Austin 1992, writ denied).

175 CenterPoint Energy Entex Initial Brief on Prudence Standard, p. 2; City of Tyler's Written Closing
Statement and Initial Brief, p. 7.

176 See, Gulf States Utilitiesv. Public Utility Comm' n of Texas, 841 S.W.2d 459, 464 - 465 (Tex. App.— Austin
1992, writ denied) (“ Gulf States”) (Issues regarding prudence of purchaser’s decision to obtain power and price paidis
not precluded by the filed rate doctrine.).

U Gulf Sates, at 476 (Tex. App. — Austin 1992, writ denied).
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Entex arguesthat it considered severd options, based upon itsreview of those options, and its experience
prior to 1992, Delhi, and its affiliate, TXO, was a prudent choice for the Tyler IDS.
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i. Arguments of the parties

During the hearing, Entex described a length its experience with Lone Star, United Gas Pipeline,
andlocd production.*”®  Problems experienced with digtillates, moisture, hydrates and significant variances
iNnBTU vaueswereidentified by Entex. Inaddition, Entex established that Lone Star had curtailed service
to Entex in1989.1"° Entex adso concluded that, given the market conditions and growth within the Tyler
I DS, anorth and south interconnect would not only enhancerdiability, it wasrequired.®° Entex was aware
of the deliverability offered by the two available supply options. Lone Star, for example was connected
only on the south sde of the City of Tyler and United Gas Pipdinedid not offer multiple pointsof entry into
the Tyler IDS.8 Findly, Entex pointed out that in 1992, United Gas Pipeline appeared to be on the edge
of bankruptcy.

Entex argues that the most reasonable gas supply optionin 1992, wasthe TXO offer for ddivery
of gasthrough the Delhi system. Delhi operated an extensive network of gathering pipeinesin theareaand
meet the requirements necessary to provide service to the Tyler IDS. TXO, an affiliate of Delhi, served
as the marketing arm of Delhi. TXO guaranteed afirm gas supply sufficient to meet the peak demand of
the resdentid and commercid customer classes. By reconfiguring Delhi’ sgathering system, TXO, together
with Delhi could guarantee the quantity of gas sufficient to ensuretheintegrity of Entex’ sdistribution system
through multiple interconnections north and south of the Tyler IDS. TXO'sfinandd sgze and willingness
to dedicate facilities to meet the peak demand of the residential and commercia customer classes ensured
a reliable source of gas supply during al westher conditions. Findly, Entex argues that severd of the
options suggested by the City of Tyler were ether not avalable in 1992, or did not meet the quantity,
qudity and rdiability requirements of the Tyler IDS.

The City of Tyler arguesthat in the 1990'sthere was awide range of supply optionsand points out
that the Tyler IDS was connected to two mgor pipeline systems, Lone Star and United Gas Pipeline.
Entex failed to consder that the PG& E/Vdero pipdinewas a so close enough to bea viabletransportation
option.*®?  In addition, Entex failed to consider numerous dternative supply arrangements for unbundled
sarvice and potentid suppliers of substance: El Paso Pipdline, Louisana Land and Exploration, Union

178 See, Entex Exhibit 4, Direct Testimony of George F. Carl and Entex Exhibit 5, Direct Testimony of Bruce
Coogler.

17 Entex Exhibit 8, Direct Testimony of William Rodney Pennington, p. 30.

180 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 16, Ins. 1 - 10. Entex Exhibit 12, Rebuttal Testimony
of William Rodney Pennington, p. 21, Ins. 4 -7.

181 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 5.

182 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 5, Ins. 6 - 24.
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Pecific Fuels, Shell, Tennessee Gas Pipdine, Texaco, Texas Gas Transmission, Conoco, Mobil, Coastd,
and Williams. Ingteed, the City of Tyler dlegesthat Entex focused on asingle option— Delhi Gas Pipdine
Company.'®  Mr. Niemiec, former President of Union Pacific Fuds, Inc. (UPFI) provided testimony
regarding UPFI. He stated that UPFI would had the capacity to meet the requirements of the Tyler IDS
and would have been interested in supplying naturd gasto the Tyler IDS.18

ii. Examiners Conclusion and Recommendation.

Entex’ sdecison to sdect TXO and TGM as the primary supplier was prudent. Thereis, in fact,
contemporaneous documentation that supportsEntex’ scontentionsregarding reliability problemsof existing
supply sources. TXO and TGM provided gas supplies that meet the rdiability and quaity requirements
of the Tyler IDS. Inaddition, Entex provided extensive after-the-fact analyseswhich supportsitsdecision
to seek sarvice from Delhi in 1992.

Although Entex chalenges UPFI’ s ability to meet the naturd gas requirements of the Tyler IDS,
it gppears that through its affiliate, Union Pacific Resources, UPFI might have been able to meet the
quantity requirement. Mr. Pennington, however, testifying on behaf of Entex, established that in 1992,
no pipeline offered transportation of no-notice, swing gas®® Thus, UPFI, nor any of the other marketer,
could overcomethis limitation. FERC Order No. 636, which would makethat type of serviceavailaole,
was not fully implemented in 1992. Thus, UPFI and the other marketers were not available in 1992.
Entex established that the option to connect the Tyler IDSto the Vaero pipdine was not prudent because
additional congtruction of that pipeline would have resulted in only one interconnect and, relatedly,
subgtantia congtruction would have been required through the City of Tyler to reach the north Sde of the
Tyler IDS.2% Additiond aternativesavailablefrom Carthage a so required substantial construction of over
fifty miles just to achieve one interconnection.'®’

Fndly, Mr. Niemiec explained that if UPFI had entered into agas supply arrangement with Entex,
it would have purchased gas from, or trangported gas on, United Pipeline, Lone Star, Delhi, or Vadero.
Except for Vaero, Entex consdered the same entities. United Pipeline and Lone Star were regjected due

18 City of Tyler’'s Written Closing Statement and Initial Brief, p. 3.

18 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 6,1ns. 19-27 & p.71Ins.1- 8.
18 Entex Exhibit 8, Direct Testimony of William Rodney Pennington, p. 7 - 11.

18 Tr.Vol. IV, pp. 205 - 206.

187 Entex Exhibit 8, Direct Testimony of William Rodney Pennignton, p. 33 & Exhibit WRP - 15.
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to quality and reliability concerns'® Despite dl of the available optionsidentified, Mr. Niemiec' sandysis
focused on four entities— three of which Entex considered in1992.

18 Tr.vol.l,p. 114,Ins24- 25& p. 115, Ins. 1 - 4; Tr. Vol. IV, p. 120, Ins. 14 - 25.
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C. ThePrice Paid under TXO Contract was Reasonable
I Arguments of the parties

The City of Tyler arguesthat the price under the TX O contract was unreasonably high. Asaninitid
matter, Donald W. Niemiec arguesthat gas suppliesin East Texas were abundant in the 1990s. 1n 1991,
the price averaged $1.43 per MMBtu for the entire year and, during the contract negotiation period, the
pricefell to $1.01 per MMBtu.*® In addition, Mr. Niemiec points out that an extensive pipeline network
existed in east Texas that was integrated into the overal United States pipeline grid.**

The City of Tyler argues that the TGM price would have been areasonable pricing option for the
entire Tyler IDS. Mr. Niemiec satesthat the TGM contract price was|lower than UPFI would have been
comfortable with, but, he argues that this particular pricing arrangement was freely agreed to by two
unaffiliated parties— Entex and TGM. Additiondly, the price was high enough for TGM to continudly
ddiver qudity, uninterrupted gas service throughout the entire Review Period. He States that there were
critical supply periods during that time that would have resulted in interrupted deliveries, yet that never
happened. Thus, he concludes that the TGM contract price is a reasonable market based price for firm
gas supply. Further, the fact that Entex was able to obtain firm gas at that low price for hospital-like load
requirements cresates questions as to why Entex smultaneoudy agreed to pay a Sgnificantly higher price
under the TXO contract.®* Mr. Niemiec testified that while a premium was paid for thevariability of the
load requirement of Tyler human needs customers, which was warranted, the amount of that premium in
the TXO contract was excessive.’®

The purchases from TXO were priced at apremium of $1.29 per MM Btu added to abase. That
base was the East Texas Index (ET1). Mr. Niemiec agrees that the ETI index was a reasonable price
component. Hetestified, however, that the $1.29 per MMBtu premium was excessive.!®® That premium
was gpproximately 100% of thefull East TexasIndex.!** Mr. Niemiec arguesthat apremium of $0.25 per
MM Btuwould have been reasonable because, he bdieves, that UPH would have provided the sametype

18 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 3,Ins. 11- 22 & p. 4,Ins. 1- 18.
1% Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 4, Ins. 19 - 23.

191 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 9, Ins. 1 - 14.

192 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 9, Ins. 21 - 25.

198 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 11, Ins. 1 - 2.

194 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 11, Ins. 2 - 3.
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of service at that price!®

The City of Tyler compares the TXO price to the price charged under the TGM contract. The
TGM contract gas was priced at the Houston Ship Channel (HSC) index with no premium. Mr. Niemiec
points out that the parties to that contract considered that price equivalent to the ETI plus $0.09 per
MMBtu. In 1998, the TXO contract price was renegotiated and shifted over to an HSC based pricing
formula. The agreed price was the HSC index plus a premium of $0.41. Since the pricing mechanism of
the TGM contract did not change, Mr. Niemiec performed acal culation to convert that pricing mechanism
to an ETI based price. This facilitates comparison of the two contracts after 1998. The 1998 TXO price
change of HSC plus $0.41 is, in the opinion of Mr. Niemiec, equivaent to ETI plus a$0.50 premium. %

Table2
Mr. Niemiec's Comparison of Pricing Termsin TXO and TGM

TXO Contract TGM Contract
1992 ETI plus $1.29 per MMBtu ETI plus $0.09 per MMBtu
1998 ETI plus $0.50 per MMBtu ETI plus $0.09 per MMBtu

FHndly, the City of Tyler notesthat if the supply cost and other terms and conditions are reasonable, along-
term, bundled services contract for system supply isreasonable. Mr. Niemiec believes, however, that the
premium of the TXO contract was excessive and, as a result, the long-term supply contract was
unreasonable.!®’

Entex maintains that the price under the TXO contract was reasonable. As discussed throughout
Entex’ stestimony, Entex argued that it had limited supply options. TXO wasthe least expensve and most
rliable option. ¥ Entex criticizes, Mr. Niemiec, for his failure to consider the price cap in the TXO
contract. The TXO cap limited the price Entex ultimately paid for gasto 95% of Entex' SWACOG inthe
East Texasregion. The contract required TXO to credit againgt the following year’ s gas prices amounts
paid in excessof the price cap. Thus, the price cap determinesthe ultimate price, not the ca culated amount
based on the ETI used by Mr. Niemiec. The 95% cap meant that Tyler’s resdentid customers paid at

1% Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 11, Ins. 8 - 16.
1% Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 11,1Ins. 17-27 & p. 12,Ins. 1- 5.
197 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 13, Ins. 1 - 10.

1% Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 15, Ins. 5- 7.
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least 5% less than Entex’s customers in the East Texas region, which includes Jacksonville, Henderson,
Marshall, Nacogdoches, Lufkin, and others. The cap alowed the Tyler IDS to benefit from every
reduction in cost anywhere in the East Texas region.'® Entex presented testimony that dthough the
contract price was $1.29, the price cap resulted in aprice of $1.02 to 1.11.*° Findly, Mr. Coogler
testified that the price paid under the TX O contract in 1997 represented the best option for firm gas supply
available to Entex to meet the specific reguirement of Tyler' sresidential and commercia load.®*

Additiondly, under the TXO contract, TXO assumed the obligation to provide service to two
points of delivery into the Tyler IDS. The North City Gate and the South City Gate. This obligation
required that TXO ggnificantly reconfigure its system and dedicate substantia facilities to meet its supply
obligations to the Tyler IDS. In addition, TXO provided an aternate delivery point as a backup to the
direct ddivery point into the Tyler IDS. These points of ddlivery in the Tyler IDS enhanced the rdiability
of the gas supply.?®? Entex points out that to achieve the sameleve of sarvice by ingtalling additional pipe
from Carthage and VVaero would have resulted in subgtantialy higher gas cogts. Carthage was fifty-five
milesaway and Vaero required five miles of new pipe to reach the southern interconnect, and substantia
construction within the City of Tyler to reach the northern interconnect.?%

ii. Examiners' Conclusion and Recommendations

The Examiners conclude that Entex negotiated a prudent pricefor natural gas suppliesin 1992 and
1997. Asdiscussed above, Entex experienced rdigbility problemswith existing suppliersand it isimportant
to note, in addition, that the City of Tyler had requested that Entex discontinue service with the existing
supplier.2* The Examiners note that Mr. Niemiec provided little support for $0.25 + ETI as a price
avalableto Entex.?® Further, Mr. Niemiec' stestimony regarding the abundance of supply is contradicted

1% Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 15, Ins. 9 - 20.

20 Tr, Vol. lll, p. 37, Ins. 1 - 3 (Mr. Coogler estimated that price cap had the effect of lowering the margin to
$1.02 - $1.04 per MMBtu.); Entex Exhibit 8, Direct Testimony of William Rodney Pennington, p. 6Ins. 8- 9 (Price cap had
the effect of lowering the margin to $1.11 per MMBtu).

21 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 24, Ins. 9 - 14.

22 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 16, Ins. 1 - 10.

23 Entex Exhibit 8, Direct Testimony of William Rodney Pennington, p. 45 (Carthage option); Entex Exhibit 12,
Rebuttal Testimony of William Rodney Pennington, p. 9 - 15 (Valero option)

204 Entex Ex. 5, Direct Testimony of Bruce Coogler, p. 7, Ins. 7 - 9.

25 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec (No supporting documents provided); Tr. Vol. |,
pp. 109 - 111; Tr. Val. IV, p. 102.
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by his statement that there were critical supply periods during the Review Period.?® Neverthdess, the
burden in this phase is not on the City of Tyler to establish the reasonableness of $0.25 + ETI, rather the
burden is on the utility to establish the reasonableness of the price it paid.

The Examiners are of the opinion that Entex has met this burden. By its definition the price cap
resulted in a price that was lower than the prevailing market pricein theregion. Entex established that the
effective price was lower than $1.29 + ETI, and closer to $1.11 + ETI. The Examiners agree that the
supply options noted by the City of Tyler’s witness required consderable congtruction costs. The end
result, as conclusvely established by Entex during the hearing, was that rates for gas supplieswould have
been higher than $1.29 + ETI. Entex etablished that there were no supply optionsfor the Tyler IDS that
would have meet the qudity and reliability supplies of the Tyler IDS at the price proposed by the City of
Tyler. Further, as dready noted, the supply option emphasized by Mr. Niemiec, UPFI, would have
acquired its suppliesfrom many of the same entitiesthat Entex considered — including Delhi.?®” Intheend,
Mr. Niemiec impliesthat UPFI, asamiddieman in the process, would have been ableto negotiate alower
rate from the same, or amilar, supplier. Once its fees and expenses were added into the mix, the rate
charged to Entex would have been lower than what Entex was ableto negotiate. The Examinersconclude
that UPFI could not have provided the gas supply requirements of the Tyler IDS at the $0.25 + ETI rate.
Further, Entex established that suppliesfor the entire Tyler IDS could not have been acquired at the TGM
price and the City of Tyler concedes that the TGM price was lower than it would have been comfortable
withto supply theentire Tyler IDS. Significantly, the Examiners note that the City Attorney acknowledged
that Entex succeeded in reducing the price of gasin 1992.2%

d. Price Redeter mination.
I Arguments of the Parties

Entex had the option under the TXO contract to seek a redetermination of the contract price in
October of 1997. Entex did not seek a redetermination of the TXO contract price until November of
1998.2° Except for adight increase in the price of natura gas supplies, the City of Tyler arguesthat the
condiitions of the East Texas Gas market had not changed much from 1992.21° Hearguesthat if Entex had
requested a price renegotiation on November 1, 1997, instead of waiting a year, alesser premium could

26 Tyler Exhibit 9, Direct Testimony of Donald W. Niemiec, p. 9, Ins. 6 - 8; Tr. Vol. |, pp. 97 - 100.
27 Tr.Vol. |, p. 114 - 115.

28 Tr,Vol. Ill, p. 195,1Ins. 23 - 24 & p. 196, Ins. 9 - 11.

29 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 22, Ins. 17 - 23.

20 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 14, Ins. 1 - 11.
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have been obtained a year earlier.?!* The City of Tyler does not believe that the renegotiated price was
reasonable and maintains that the renegotiated TXO price was $0.25 per MMBtu too high compared to
reedily available market priced firm gas supplies.

Entex offered several reasons to explain why it delayed a price redetermination. First, Entex
sought to preserve the benefit of the credit it had amassed under the price cap. The TXO contact
guaranteed that the price paid under the contract would not exceed 95% of Entex’ sEast Texas WACOG.
The 95% limitation acted as a cap on the price paid. If at the end of the contract year Entex determined
that its customers had paid more than this cap, then TXO must issue creditsequal to the overagein the next
year. Inessence, gas pricesthe following contract year were reduced by the amount the prices exceeded
the 95% cap in the previous contract year. Because the benefit of the price cap under the TXO contract
isredized the following year, redetermination of the contract price in 1997, could have resulted in Entex
losing the benefit of the price cap for contract year 1998. Entex caculated this credit from contract year
1997, to be $0.27 per MMBtu for the contract year 1998. Second, Entex in 1997, il faced the same
limited and unsatisfactory option for supply of itsresdentia and commercid customers and Entex argued
that it hed little leverage with which to negotiate a more favorable price. Third, in 1997, Koch Industries
(Koch) was about to acquire Delhi (Koch). Theacquisition closed on November 1, 1997. Entex believe
it would not have been productive to renegotiate the TXO contract amidst the turmoil created by the
pending acquigtion. Fourth, Entex was aware that the likely successor in interest to the TXO contract
would be Koch after the acquisition. Entex is the single largest customer of Koch for firm gas service.
Therefore, Entex believed its bargaining position would be more favorable after Koch acquired Delhi.?2
By the time the price was redetermined, conditions changed. Koch acquired Dehi, and Entex had along
history with Koch. Entex enjoyed afavorable bargaining position by virtue of its satus as Koch'slargest
customer of firm gas service. Entex was able to redetermine the price under the TXO contract under
favorable terms

ii. Examiners Conclusion and Recommendation

The Examiners agree that it was prudent for Entex to delay its price redetermination under the
contract. The evidence establishes a reasonable basis for Entex’s decision to wait. While renegotiation
may have been a prudent option, the Examiners agree that it was equdly prudent to wait one year based
upon the circumstances explained by Entex. As noted above, the prudence standard does not require

perfection.

21 Tyler Exhibit 2, Direct Testimony of Donald W. Niemiec, p. 14, Ins. 14 - 21.
22 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 22 & 24, Ins. 1- 7.

23 Entex Exhibit 5, Direct Testimony of Bruce Coogler, p. 24, Ins. 16- 24 & 25,Ins. 1- 2.
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X. Affiliate I ssues
a. Arguments of the parties

Unit Gas Tranamisson is an affiliate of Entex. Unit was involved in two sales transactions during
the Review Period. One customer was Entex. The other customer wasLaGloriaOil & Gas Refinery, an
indudtrid plant. Unit built agathering system in the Tyler areain 1973 to acquire loca production from
three producers.?* In 1973, Unit entered into a contract with Entex for the sale of gas obtained by Unit
fromlocal producing wellsto Entex for resale under Entex’ sfirm sarvicetariffs?*® The Unit/Entex contract
has been on file with the Commission since a least 1976.2° Unit sold the gathered gas to Entex at its
WACOG plus 7¢ per Mcf.

Unit purchased gasfor LaGloriafrom TGM, pursuant to aseparate contract.?t” The City of Tyler
dlegesthat this dlowed Entex another opportunity to segregate the low cost TGM gas supplies from the
sysdemWACOG. Asaseparate issue, the City of Tyler alegesthat the per unit cost of gas charged to
LaGloriawas lower than the per unit cost of gas sold to Entex, for resale to residentia and commercia
cusomers. Thisresulted in aviolation of the affiliate transaction standard.

Ms. DePefia testified that Unit's price to Entex was not higher than the prices charged by Unit to
its other affiliate of divisons or to anon-affiliated person. She argued that there are no identical or smilar
sdesby Unit to its other affiliates or divison or non-effiliated persons. The gas sales by Unit to LaGloria
are to a large commercid and industrial cusomer. The sdle by Unit to Entex is a sale for resale?!8
Additiondly, LaGloriaisahigh-load factor industria end-user with dternate fud capability. That wasnot
the case, for Entex.

b. Examiners Conclusonsand Recommendations
Section 104.055(b) requires that each item or dlass of items charged to agas utility by an affiliate

be found reasonable and necessary and not higher than the chargesto athird party or other affiliatefor the
sameitemor classof items.  That standard applies to the operation of the PGA, as well as other cost

214 Tyler Exhibit 19, Supplemental Testimony of G. William Fowler, p. 2,Ins. 5 - 16.

25 Entex Exhibit 25, Supplemental Rebuttal Testimony of Debra DePefia, pp. 1 - 2., Entex Exhibit 26,
Supplemental Rebuttal Testimony of Wayne D. Stinnett, Jr.

26 Entex Exhibit 26, Supplemental Rebuttal Testimony of Wayne D. Stinnett, Jr., p. 4,Ins. 1- 4.
27 Tyler Exhibit 19, Supplementa Testimony of G. William Fowler, p. 3, Ins. 7 - 13. Tyler Exhibit 18, pp. 6- 10.

28 Entex Exhibit 25, Supplemental Rebuttal Testimony of Debra DePefia.
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components of a utility. The Examiners agree with Entex that the Unit sdesto LaGloriaare not amilar to
itssdeto Entex. Theindustria customer isahigh-load factor end use customer, whereasthe sale to Entex
isasdefor resde. Thus, theissuesraised by the City of Tyler, rdated to Mr. Bohall, are not relevant.?*°

Unlike the other TGM Exhibit B Customers, the record in this case clearly establishes that La
Gloriawas an industria customer with aternative, less expenses sources of supply.?® The Examiners do
not believe that the serviceto La Gloria, pursuant to a contract with TGM was discriminatory because La
Gloria cannot be construed to be within the same class as other residentia and commercid customers, La
Gloria cannot be consdered within the same dlassas smdl commercid customers, and, findly, even within
the narrower Class6 classfication, al Class6 cusomersapparently were provided the opportunity to enter
into a Complementary Contract.

Finaly, there is no evidence in the record that the status of La Gloria asan interruptible customer
could be changed. Pursuant to Curtailment Order GUD No. 489, LaGloria, asan interruptibleindustria
customer would be the lowest priority in a curtailment event.  In other words, the totality of Entex’s
contractual relationship with La Gloria, as governed by the contracts between Entex and La Gloria, the
tariffs, and the contract between Unit and the gas supplier, isinterruptible.

XI.  Additional Claimsby the City of Tyler

The City of Tyler hasasoraised severd clamsin thiscasewhich Entex daimsareancillary issues.
These center around Entex’s communications with the City of Tyler. Much of the direct and rebutta
testimony of Mr. Fowler, and therebuttal testimony filed by Gary Landers, the City of Tyler City Attorney,
is primarily directed at the issue of communications between Entex and the City of Tyler. Firg, the City
of Tyler dlegesthat Entex should have clearly natified the regulatory authority about the existence of the
TGM contract. Second, the City of Tyler arguesthat Entex was required to make monthly PGA filingsfor
the TGM Exhibit B Customers. Third, the City of Tyler suggest that the TGM Exhibit B Customerswere
not digible for service pursuant to atariff filed under section 104.003 of the Gas Utilities Regulatory Act.

a. Notification of the TGM Contract and practices of Entex

The City of Tyler points out that it was not informed about the TGM Contract until September 28,

29 Tyler Exhibit 19, Supplemental Testimony of G. William Fowler, pp. 3- 5,

20 Entex Exhibit 25, Supplemental Rebuttal Testimony of Debra DePefig, p. 5, Ins. 10 - 13.
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2001.221 Mr. Fowler argues that Entex had an obligation to inform the City of Tyler about that contract
pursuant to the requirements of the franchise agreement in effect during the Review Period.??? Specificaly,
section 15-161(B) requires that Entex “promptly file with the City Clerk . . . rules, regulations, practices,
terms, conditions, or standards governing the conduct” of Entex’s business?? Entex argues that no
obligation existed. In fact, the 1968 Franchise Agreement had a specific provison that required thefiling
of gas contracts. “The franchise holder shall never enter into any contract for the purchase of gasto be
used in furnishing gas service under this franchise (except in emergency cases and then not to exceed a
gxty-day period) without first submitting the same to and getting gpprova of the city governing bodly . . .
224 The City Attorney confirmed that the provision was omitted in subsequent franchise agreements?®

The Examiners agree that there was no obligation to file the TGM contract or notify the City of
Tyler of itsexistence. Mr. Landers, however, was unequivocd in his assertion that when the City of Tyler
offidds requested the information they were met with resistence®® This assarttion is troubling, and
combined with Entex’ s assertions regarding the PGA filing requirement, raises concerns about the lack of
communication. The Examiners agree that Entex is required, under this franchise, to report practices of
Entex that govern the conduct of its business. Entex’s practice of offering the speciad package of
Complementary Contract and Backup Contract to selected customers should have been disclosed.
Furthermore, the tariffs on file were incomplete. No reference is made in the tariff governing the
Complementary Contract, that those entities are digible for Backup Contracts governed by Tariff 590.
That fact should have been disclosed to the City of Tyler.

b. PGA filingsfor Complementary Contract Customers
The City of Tyler explained that Entex was not filing caculations of the PGA for the TGM Exhibit

B Customersasrequired and argued that such filingsare required by section 102.151 of the Texas Utilities
Code.??”  Ms. DePefia stated during the hearing that the tility isnot required to file PGA caculaionswith

21 Tyler Exhibit 1, Direct Testimony of G. William Fowler, p. 15, Ins. 11 - 13.

22 Tr,Val. |, pp. 77 - 80.

223 Tyler Exhibit 1, Direct Testimony of G. William Fowler, Exhibit GWF - 7, p. 19.
224 Entex Exhibit 1, Direct Testimony of Charles J. Harder, Exhibit CJH-2, pp. 10 - 11.
25 Tr.Vol.Ill, 163,Ins. 4- 9.

26 Tr,Val. lll, p. 174, Ins. 18 - 24.

27 Tyler Exhibit 8, Rebuttal Testimony of G. William Fowler, p. 26, Ins. 17- 26 & 29, Ins. 9- 18; Tr. Voal. 1, p. 31,
Ins. 13-15& p. 80,Ins. 1- 6.
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the regulatory authority. Ms. Depefiaaffirmed that the utility complied with the statute by filing itstariff and
no PGA filing wasrequred. Asthe PGA isonly acomponent of the rate and the Statute does not require
the filing of components, the components that make up the rates are not required. Ms. DePefia further
dates that the Commission does not mandate the filing of caculations, accounting records, contracts or
other data supporting the utility’ s gas costs.

Ms. DePeiaisincorrect regarding her andysis of this satute. The statute provides that the utility
shdl file asapart of the schedules each rule or regulation that relates to rate and service provided by the
utility. Furthermore, the rules of the Commission provide the pecifics of the filing requirementsfor tariffs
to be filed with the Commisson. The City of Tyler, through its regulatory authority, can require more
gpecific information or the detail sof the componentswhich makeup the caculated rate. The Commisson’s
rule requires that each utility file dl rates within the Commission’ s appdllate or origina jurisdiction. When
the rate is based on aformula, the tariff should identify and report al components of the formulaand must
be filed within 30 days of the effective date of the change. Therulerequiresfiling of therate being charged,
how the rate was caculated, what conditions or rule governs the rate charged and, if formula based, the
components of the formula. At the moment the PGA ca culation changes, that change must be filed.

As explained by the City of Tyler, those PGA filings would likely have asssted the City of Tyler
in evauating the rate ructure reflected in the tariffs filed by Entex. Mr. Landers testified that the City of
Tyler was not aware of the price differentia between the customers served pursuant to a Complementary
Contract and other customers.?® Although the City of Tyler could have enforced this reguirement during
the Review Period, the utility has the obligation of complying with the requirements of the Satute. The
problem was further compounded by the fact that the PGA filings for the resdential and commercia
customers were erroneous.??

C. Quialification for Section 104.003

Section104.003(b) provides that a utility may enter into a contract that providesfor a negotiated
rate under certain circumstances. The statute provides that these negotiated rates are available for a
pipdine-to-pipeline transaction or to a trangportation, industrid or sSmilar large volume contract
customer.?®  The rates are available if neither the gas utility nor the customer had an unfair advantage
during the negatiations, therate is substantialy the same as the rate between the gas utility and at least two
of those customers under the same or Smilar conditions of service, or competition does or did exist with
another utility, another supplier of natura gas, or asupplier of an dternative form of energy. The City of

28 Tyler Exhibit 7, Rebuttal Testimony of Gary C. Landers, p. 4,Ins. 1- 6.
29 Tr.Vol. IV, pp. 144 - 162.

20 Tex. UTIL. CoDE ANN. § 104.003(b).
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Tyler argues that many of the TGM Exhibit B Customers did not qudify for trestment under this Statute
because Entex had not established that aternative sources of fud were available for those customers.

Entex’s definition of “large volume customer” is not consstent.  The volume requirements, as
expressed in the tariffs for the TGM Exhibit B Customers, range from 14,000 Mcf per year to over
300,000 Mcf. Ms. DePefiatestified that Entex isrequired to follow NARUC and then FERC. ! FERC
defines smdl commercid customers as those customers consuming volumes generdly less than 200,000
Mcf per year.?? Itis not clear that those lower volume customers, who did not have aviable dternative,
qudified for an interruptible contract under section 104.003. Thelack of an dternative cdlsinto question
the status of dl of those customers. Accordingly, the Examiners recommend that Entex’ s current tariffs be
immediatdy reviewed by the City of Tyler and the Commisson to determine whether or not they should
bergected. Refilingthetariffsisappropriateto darify the satusof certain cusomersasdigibleto receive
sarvice under Taiff 590. Findly, the City of Tyler dso raised issues of fraud and colluson but have not
indicated the statutory basis for those claims, nor the jurisdiction of the Commission to consider those
dams

XII. Rate Case Expenses
a. The Statutory and Regulatory Standard

The City of Tyler has requested $1,142,124%% in actua expenses, and $460,000%* in estimated
expenses.  Entex has requested $1,598,366 in rate case expenses. Thus, the total actua rate case
expenses a issue are $2,740,490. Expense testimony was presented on behalf of the City of Tyler by G.
William Fowler and on behdf of Entex by Thomas B. Hudson, J.

Generdly, in ratemaking proceedings involving municipdities, the municipdity and the utility may
recover rate case expenses. The recovery of rate case expenses is premised on two provisons of the
Texas Utilities Code. Section 103, addresses municipal rate case expenses.

Sec. 103.022. RATE ASSISTANCE AND COST REIMBURSEMENT.

(@ The governing body of a municipdity participating in or conducting a
ratemaking proceeding may engage rate consultants, accountants, auditors, attorneys, and
engineersto:

=1 Tr.Vol.6,p. 90,Ins.1- 5.
22 18 C.F.R. § 481 (2004).
23 Tyler Exhibit 24, Rate Case Expense Testimony of G. William Fowler, p. 9, Ins. 18 - 20.

24 d.
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(1) conduct investigations, present evidence, and adviseand represent the
governing body; and
(2) assid the governing body with litigetion or a gas utility ratemaking
proceeding before a regulatory authority or court.
(b) Thegasutility intheratemaking proceeding shal rembursethe governing body
of the municipality for the reasonable cost of the services of a person engaged under
Subsection (a) to the extent the applicable regulatory authority determines reasonable?®

The utility is generally, entitled to recover rate case expenses pursuant to section 104.051:

Sec. 104.051. ESTABLISHING OVERALL REVENUES. Inestablishing agastility's
rates, the regulatory authority shal establish the utility's overdl revenues a an amount that
will permit the utility a reasonable opportunity to earn areasonable

return on the utility's invested capita used and useful in providing service to the public in
excess of its reasonable and necessary operating expenses. 2

In addition, Entex maintains that, as this Commisson has determined thet thisis aratemaking proceeding,

the Commission has the authority to award the utility’s reasonable expenses to permit the “ utility a
reasonable opportunity to earn a reasonable return on the utility’s invested capital used and useful in

providing service to the public.”

Entex and the City of Tyler agree that, to the extent the Commissionhasjurisdiction to determine
the recovery of rate case expenses, section 7.5530 of the Commission’s rules also controls:

@ In any rate proceeding, any untility and/or municipdity cdlaiming rembursement for
itsrate case expesnes pursuant to Texas Utilities Code, § 103.022(b), shdl have
the burden to prove the reasonableness of such rate case expenses by a
preponderance of theevidence. Each gasutility and/or municipdity shdl detail and
itemize al rate case expenses and alocation and shdl provide evidence showing
the reasnableness of the cost of dl professional services, including but not limited
to:

@ the amount of work done;

2 the time and |abor required to accomplish the work;

3 the nature, extent, and difficulty of the work done;

4 the origindity of the work;

) the charges by others for work of the same or smilar nature; and

25 Tex. Util. Code Ann. § 103.022.

2% Tex. Util. Code Ann. § 104.051.
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(6) any other factors taken into account in setting the amount of the
compensations

(b) | n determining the reasonableness of the rate case expenses, the Commisson shall
congder dl rdevant factors including but not limited to those set out previoudy,
and shall aso consider whether the request for a rate change was warranted,
whether there was duplication of services or testimony, whether the work was
relevant and reasonably necessary to the proceeding, and whether the complexity
and expense of thework was commensurate with both the complexity of theissues
in the proceeding and the amount of the increase sought as well as the amount of
any increase granted.

The parties have raised two jurisdictional arguments related to rate case expenses.

b. Jurisdictional argument of the City of Tyler
I Arguments of the Parties

The City of Tyler argues that the Commission does not have the authority to consder rate case
expenses and that the city ordinances ceding jurisdiction were for a limited purpose. The scope of the
Commission’s ratemaking function in this case is to determine compliance issues regarding Entex’ s tariffs
and what expenses should have been included in the purchased gas cost adjustment clause during the
Review Period. Rate case expenses are hot a component of the gas cost adjustment, so they cannot be
included in any correction of the gas cost adjustment.?®’ Thus, the City of Tyler contends that the issue
regarding the appropriate level of rate case expenses was not ceded to the Commission. Additiondly, the
City of Tyler arguesthat if Entex wereto recover itsrate case expensesthrough asurcharge, asrequested,
that would be a rate increase. Any rate increase, however, requires the filing of a Statement of Intent
pursuant to section 104.102(a).*® In order for the utility to recover rate case expensesin this proceeding,
the utility must fileastatement of intent with the City of Tyler, whichmantainsorigind jurisdiction over rates
charged by Entex.

=7 City of Tyler’ s Written Closing Statement and Initial Brief on Rate Case Expenses, p. 9.

2% Tex. UTIL. CoDE ANN. 104.102.
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Entex arguesthat the municipa ordinance ceding ratemaking jurisdiction inthiscasedid not reserve
to the City of Tyler the exclusive jurisdiction to determine rate case expenses®® Entex maintainstha any
argument that the City of Tyler somehow withheld from the Commission any authority over Entex’s rate
cases expensesis erroneous.  Entex argues that the Commission has determined that thisis a ratemaking
proceeding and that the Commission has the authority, having made that determination, to order recovery
of rate case expenses from customers.?* Once the determination was made that this was a ratemaking
proceeding, the issue of whether it was initiated through the filing of a formd Statement of Intent is
irlevant 2

ii. Examiners Conclusions and Recommendations

The January 8, 2003, ordinance ceding jurisdiction provided that the City of Tyler would like the
Commission to review Entex’s charges for gas sdles during the period from November 1, 1992 through
October 31, 2002. The ordinance indicated that the Commission was to determine whether Entex
properly and lawfully charged and collected for gas sdesto residentid and commercid cusomersin the
City of Tyler, to consder any gppropriate remedies, and to enter any appropriate order. The ordinance
aso provided that the City of Tyler dectsthat the Commission “exercise exclusive origind jurisdiction over
gas utility rates, operations, and services in the municipdity.” The City of Tyler limited thet by providing
that the limited surrender of jurisdiction was for the purpose of “whether Entex properly and lawfully
charged for gassdesto for [dc] resdentid and commercid customersinthe City of Tyler....” during the
Review Period. On June 30, 2004, the City of Tyler clarified the January 8, 2003, ordinance.

In that resolution, the City of Tyler noted that the prior ordinance surrendered “itsjurisdiction over
rates and services to the Railroad Commission regarding the dispute in order to present the matter to the
Commission....” TheCity of Tyler dso explained in that resolution thet * had the City retained itsorigina
jurisdiction over the matters at issue in Gas Utilities Docket No. 9364, it would have ordered cost
rembursement under TUC Section 103.022 . . .” The resolution also explained that staff of the
Commissionwasof the opinion that the City of Tyler had not madeit clear that the prior ordinanceintended

29 The City of Tyler issued an ordinance ceding jurisdiction on January 8, 2003 and aresol ution clarifying that
ordinanceon June 30, 2004. Theordinance, OrdinanceNo. 0-2003-3, and resol ution, ResolutionNo. R-04-18, areattached
as Exhibit 2to this Proposal for Decision.

20 Entex points out that its position in this context does not waiveitsinitial position that this docket isnot a
“ratemaking proceeding” eligible for rate case expense reimbursement under the Texas Utilities Code. Initial Post-
Hearing Brief on Rate Case Expenses of Center Point Energy Entex, p. 1, fn 1, andReply Brief on Rate Case Expenses
of CenterPoint Energy Entex, p. 2, fn 2.

21 Entex adds that the City of Tyler’s position in this matter is perplexing given that the City of Tyler has
persistently maintained that aformal Statement of Intent need not befiled for aproceeding to qualify asarate case. See,
Reply Brief of Rate Case Expenses of Center Point Energy Entex, p. 5.
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to cede the ratemaking jurisdiction of the City of Tyler. Asstated in Part 1 of that resolution, the purpose
of the resolution wasto darify that the City of Tyler intended its ceding of jurisdiction to be a“ceding of
ratemaking jurisdiction, and it intended the relief sought in that docket to be ratemaking in that it would
affect and change the compensation received by Entex for sales and service on Entex's Tyler
Integrated Didtribution System.”

The Examiners conclude from these satements, the arguments made by the City of Tyler in this
proceeding, and based upon the prior interim order of the Commission on this issue, that this is a
ratemaking proceeding. Asit isaratemaking proceeding, the Commission hasjurisdiction to consder the
rate case expenses of the City of Tyler pursuant to section 103.022 and 104.051. The City of Tyler
agument that rate case expense recovery cannot be awvarded a utility without a Statement of Intent is
contrary to the ruling in Tex. RR. Comm’'n, Request of the Texas General Land Office for Say of
Abandonment and for Establishment of Transportation Rate on Panther Pipeline, Ltd, Docket No.
9291 (Gas Utils. Div. July 22, 2003) (Fina Order).

C. Entex’sjurisdictional arguments.
i Arguments of the Parties

Entex argues that the City of Tyler should be limited to those expenses that were directly related
to this docket; expenses incurred in connectionwith other proceedings are not recoverable under section
103.022 of GURA. Entex identified four areasthat it consgdersare outs de the scope of these proceedings:
(2) Codgtsdating to 1997 relating to investigation into gas purchasing options and franchise negotiationswith
Entex; (2) expensesof themunicipa proceeding that the City of Tyler dismissed in January 2003; (3) codts
of two origind non-APA actionsin Travis County District Court deding with jurisdictiond issues, aswell
as related gppedls, and (4) expenses incurred in connection with the City of Tyler's non-party amicus
participation in arate order gpped involving the Houston Environs.

ii. Examiners Conclusions and Recommendations

The Examiners agrees that expenses incurred in connection with the City of Tyler's non-party
amicus participation in a rate order appeal involving the Houston Environs cannot be construed as
connected with proceedings in this case. Although, an issue on gpped was the jurisdiction of the
Commission to undertake a prudence review, that case did not involve the City of Tyler. Further, while
it may have been prudent for the City of Tyler to filean amicusin that case, it was not required in order to
participate in this proceeding. The apped was filed by Entex in that case to digtrict court and the
Commission, represented by the Office of the Attorney Generd, litigated that issue.

On the other hand, the Examiners find that the other proceedings and investigation were directly
related to thiscase: (1) codsrelated to investigation into gas purchas ng options and franchise negotiations,



GUD Docket No. 9364 Page 70
Proposal for Decision

(2) expenses of the municipal proceeding; and, (3) costs of district court litigation in support of the City of
Tyler proceeding and jurisdiction. The reasonableness of those expenditures will be addressed below.

d. Specific adjustments
i City of Tyler: Franchise negotiations

Entex argues that amounts expended by the City of Tyler for franchise negotiations should not be
recovered inthis case. Entex argues that franchise negotiations are not recoverable pursuant to section
103.022 and should not be recovered in this proceeding. The City of Tyler argues that those amounts
should be recoverable as they represent part of the underlying investigation that developed into this case.
The Examiners agree that in the absence of the prudence claims raised by the City of Tyler, aratemaking
proceeding regarding the prudence of Entex’ s gas management practice would not have beeninitiated. To
the extent that those amounts can be identified they should not be recovered by the City of Tyler. Atthe
hearing, Mr. Fowler, testifying on behdf of the City of Tyler, indicated that $14,041.89 could be construed
as part of franchise negotiations.?*? The Examiners recommend that it be disalowed.

22 Tr.Vol.VI,p. 16,Ins. 22-25& p. 17,In. 1.
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ii. City of Tyler: Municipal proceedings.

Entex argues that amounts, identified as part of the municipa proceeding should not be recovered
by ether party. TheCity of Tyler'sOrdinance No. 0-2003-3 abandoned any claim to those expenses, the
City of Tyler disagrees. Entex maintainsthat if the City of Tyler isalowed to recover those amounts, that
itisentitled toitsexpensesaswell. Entex’ sexpenseswill be addressed below. The City of Tyler identified
$142,490.75 as amounts expended in municipa proceedings and argues that the municipa proceeding is
not meaningfully separate from the proceeding a the Commission. This amount represents the underlying
initid work that preceded this ratemaking proceeding. The Examiners agree with the City of Tyler, that
work was part of this proceeding. The Examiners, however, do not believe that any of these amounts
should be recovered as a surcharge from the ratepayers. The City of Tyler, was required to engage
consultants to ascertain the severa of the facts; it should not have been necessary to employ consultants
to identify the issues discussed in section XI, above. First, Entex should have reported its practice of
offering a gpecia package of tariffs to one group of customers. Second, the tariffs filed in support of the
Complementary Contracts should havereferred to Tariff 590. Third, Entex wasrequired tofileitsupdated
PGA for dl customers. The Examiners recommend that Entex reimburse the City of Tyler for these
expenses and that Entex not be alowed to recover those amounts as a surcharge.

iii. City of Tyler: Expensesrelated to district court proceedings.

Two digtrict court proceedings emanated from proceeding related to thislitigation. At themunicipa
leve, Entex filed a petition for declaratory and injunctive relief. In that case Entex sought to enjoin the
municipal proceeding.?®  Entex dso filed a lawsuit in district court to enjoin the proceedings a the
Commission after the Joint Petition was filed?** Entex argues that expenses related to district court
litigation is not recoverable as part of this ratemaking proceeding. The City of Tyler argues that
participation in both of these proceedings were directly related to this ratemaking proceeding. The
Examiners agree that the issues raised by Entex in these proceedings address threshold issues of this case.
Accordingly, the Examiners recommend that the City of Tyler be allowed to recover rate case expenses
associated with those proceedings.

Iv. City of Tyler Expenses. Communications with the press.

23 Reliant Energy Entex v. City of Tyler etal., No. GN203392 (201% Dist. Ct., Travis County), Plaintiff’ s Original
Petition for Declaratory and I njunctive Relief.

244 CenterPoint Energy Entex v. City of Tyler et al., No. GN402169 (3539 Dist. Ct., Travis County), Plaintiff's
Original Petition for Declaratory and I njunctive Relief.
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The City of Tyler expensesinclude communicationswith the press. The parties acknowledge that
those expenses have not been included in the past.?* The Examiners recommend that these expensesbe
excluded. Further, these expenses appear contrary to Commission regulations regarding recovery of
expenses associated with advertisng. Entex pointed out one entry associated related to newspaper
communication made by Gaylord Hughey on September 25, 2002. The time associated with that entry
is4.5 hours. Mr. Hughey’ srate associated with that entry is $225 per hour. Accordingly, the Examiners
recommend that $1012.50, be disallowed.

V. City of Tyler Expenses: Expenses for the City Attorney.

The City of Tyler seeks recover for expenses associated with the City Attorney for the City of
Tyler. Aspointed out at the hearing, city employees sometimes work supporting outside lawyers, but the
parties do not seek recovery of those expenses.?*®  Tom Hudson, testifying on behaf of Entex regarding
rate case expenses, noted that recovery by the City of Tyler for rate case expensesin this case would be
double recovery, since the salary for the City Attorney is dready a part of the City of Tyler's budget.2’
The Examiners agree, that fees associated for the City Attorney’s participation in this case should be
disdlowed. Furthermore, section 103.022 appears to contemplate recover of expensesfor individuals or
entities“ engaged” to conduct, or prepare, the ratemaking proceeding. The Examinersrecommend that the
entire amount associated with the City Attorney be disallowed as arate case expense: $14,445.71.

Vi. Entex: Expenses for General Counsel of Entex

Entex seeks to recover the amounts for its Generd Counsd. Mr. Hudson, testifying on behaf of
Entex acknowledged that including expenses for the Generd Counsd was, to some extent, double
recovery.?*® The Examiners recommend that expenses associate with Entex’'s General Counsdl be
disallowed: $119,226.14.

Vil. Entex: Municipal Proceedings

Entex identified the amount it expended during the municipa proceedings as $349,253.79. For
the reasons discussed in subsection (i) above the Examiners recommend that this entire amount be
disdlowed. The Examiners, however, do not recommend that any of these amounts be recovered as a
surcharge from the ratepayers of the Tyler IDS.  The City of Tyler, was required to engage various

25 Tr.Vol. 6,p. 53,In.s4-18.
26 Tr.Vol.7,p. 8,Ins. 21 - 22,
27 Tr.Vol.7,p.9,In.25& p.Ins. 1- 10.

8 d.
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consultants to ascertain severd of the facts disclosed in this case. Specificdly, it should not have been
necessary for the City of Tyler to employ consultants to identify the issues discussed in section X1, above.
First, Entex should have reported its practice of offering a specia package of tariffs to one group of
customers and not another. Second, the tariffs filed in support of the Complementary Contracts should
have referred to Tariff 590. Third, Entex wasrequired to fileits updated PGA for dl customers, including
TGM Exhibit B Customers.

viii.  Expenses associated with GUD No. 9469.

GUD 9469 involved the City of Houston environs rates charged by Entex. Entex filed an apped
of the order issued by the Commission in that case. Entex gppeded two aspects of thefina order. Fird,
Entex appedl ed issuesrelated to franchisefeesthat Entex sought to have charged to the environs customers
of the City of Houston. Second, Entex gppeded a provison included in the ordering paragraph related to
the Commission’s authority to conduct a prudence review of Entex’s gas management practices.  Entex
argues that those expenses should not be recovered in this proceeding. The Examiners agree. Entex
identified itsexpensesfor GUD 9469 as $50,542.86. The City of Tyler hasnot specifically identified those
amounts. Entex arguesthat dl of the City of Tyler’s expenses should be disdlowed because the City of
Tyler hasfailed to identify the gppropriate amount. A disdlowance of dl of the City of Tyler's expenses
would not be reasonable. Instead the Examiners recommend that a disalowance equa to the amount
expended by Entex in appeding that case be disdlowed. Thus, the totd disdlowed amount is
$101,085.72.

IX. Expenses associated with deposition of Rollie Bohall.

On December 2, 2004, the City of Tyler filed thetestimony of Rollie Bohal asan adverse witness.
This testimony was filed in disregard of the procedura schedule and shortly before the hearing was to
commence. The prefiled testimony was a one hundred and fifty-six page depostion. As noted in the
discussionregarding the procedura schedule, in section I (c) above, Entex filed objectionsto thelast minute
filing2*® Initialy, the Hearings Examiner ruled that the testimony should be stricken.®® Nevertheless, the
Hearings Examiner alowed the City of Tyler to refile the testimony and designate particular portionsto be
included in the record. The City of Tyler filed portions it believed were relevant. No prior motion to
modify the procedura schedule had been filed by the City of Tyler. Further, the Examiners found that
Entex had not hindered the scheduling of the deposition. Nevertheless, the Examiners ruled that the
designated portionswould be dlowed as prefiled testimony in support of issuesraised in Phase| and Phase

29 See, Objection and Motion to Strike Adver se Testimony of Rollie Bohall and Supplemental Testimony of
WilliamFowler and Donald Niemiec,, and Objection of CenterPoint Energy Entex to Deposition Testimony of Rollie
G. Bohall. filed on December 6, 2004.

20 Tr.Vol. 1, p. 10,Ins. 22 - 25,
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11. Due to the late filing considerable time and expense was spent in addressing issues related that
deposition. Entex indicated that it expended $5,190.00, in addressing those issues. The Examiners
recommend that this amount be deducted from the amount requested by the City of Tyler.

X. Examiners Conclusions and Recommendations.

In conclusion, the Examiners recommend that the amounts requested for rate case expenses be
adjusted based on the above recommendations. The City of Tyler should recover no more than
$1,070,933.87; Entex should recover no morethan $1,079,344.14. Thus, the Examinersrecommend that
the total amount of rate case expensesbe $2,150,278.01. The Examinersrecommend that of that amount,
Entex be alowed to recover $2,007,787.26 through asurcharge. In addition, both parties seek additional
cogtsto further ligate this case a the Commission and on further appedl. Entex estimated that $232,000
would be expended to complete these proceedings at the administrative level and $210,000 would be
required to litigate this case on gppea. The City of Tyler estimated that $160,000 was required for
completionof this case a the adminigtrative leve and an additiond $150,000 was required for an appedl.
Therefore the total additional rate case expense requested by the partiesin this case is $752,000.

The Examinersfind that the estimated future rate case expenses are excessive. Accordingly, the
Examiners recommend that the partiesfile a separate docket, either a the Commission or a the municipa
level, after the conclusion of al future proceedings related to this case, if they intend to recover those
expenses. The appropriate period of time to recover actud rate case expenses was not litigated by the
parties. The Examiners recommend that the rate case expenses be recovered over a period of sixty (60)
months.

Respectfully submitted,

Gene Montes
Hearings Examiner
Office of Generad Counsd

Mark Brock
Technicd Examiner

%1 Tex. ADMIN. CobE § 1.121(b)(14).



RAILROAD COMMISSION OF TEXAS

JOINT PETITION OF CENTERPOINT 8§ GASUTILITIESDOCKET

ENERGY ENTEX AND THE CITY OF 8§ NO. 9364

TYLERFORREVIEW OFCHARGESFOR §

GASSALES

PROPOSED ORDER

Notice of Open Meeting to consider this Order was duly posted with the Secretary of State within

the time period provided by law pursuant to TEX. GOV’ T CODE ANN. Chapter 551 et seq. (Vernon1994
& Supp. 2004). The Railroad Commission of Texas adopts the following findings of fact and conclusions
of law and orders as follows:

FINDINGS OF FACT

BACKGROUND AND HISTORY

1.

Centerpoint Energy Entex (Entex) owns and operates a gas distribution system in and around the
City of Tyler referred to as the Tyler Integrated Didtribution System (“Tyler IDS’).

The Tyler IDSis part of the Entex/Beaumont East Texas Divison.

The Tyler IDS provides natura gas service to approximately 32,000 residentia, commercid, and
large volume customers in, and adjacent to, the City of Tyler and Bullard, Texas.

Approximately 26,000 customersresde within the City of Tyler, gpproximately 400 customersare
inthe City of Bullard, and approximately 5,600 customersarein the unincorporated areas near the
City of Tyler.

In 1990, the City of Tyler and Entex entered into a franchise agreement that expired in 2000.
The City of Tyler began examining issues related to Entex’ s franchise agreement in 1997.

The focus of review of the franchise agreement was a period from November 1, 1992, through
October 31, 2002. That period is referred to by the parties to this proceeding as the “Review
Period.”

In particular, the review focused on the activities of Entex with regard to the operation of its
purchase gas adjustment clause (PGA).

The City of Tyler notified Entex that it would commence a hearing on September 25, 2002, to
consider the propriety of Entex’s gas purchase practices.
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10.

12.

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.

On September 17, 2003, Entex filed a petition at the Railroad Commission seeking adeclaratory
judgment. That case was docketed as GUD No. 9337.

Entex aso filed a proceeding in didtrict court seeking to enjoin the proposed action of the City of
Tyler.

The parties entered into discussions to determine the appropriate venue for resolution of theissues
related to the purchase gas adjustment clause.

The parties agreed to bring the case to the Commission as an origina jurisdiction matter.

The City of Tyler ceded its ratemaking jurisdiction pursuant to Section 103.001 of the Texas
Utilities Code on the limited issue of “whether Entex properly and lawfully charged and collected
for gas sdesto resdentid and commercid customers in the City of Tyler during such period, to
consider any appropriate remedies, including but not limited to, refunds, with interest, and to enter
such orders as may be appropriate.”

The Joint Petition for Review of Charges for Gas Sales (Joint Petition) was filed on January
22, 2003.

Thedigtrict court proceeding and GUD No. 9337 were subsequently smultaneoudly dismissed.
Notice of Hearing wasissued on November 18, 2004, and a hearing was held from December 7,
2004, through December 17, 2004. A supplementa hearing on rate case expenses was held on
January 17, 2005.

On May 12, 1992, Entex entered into two gas supply contracts for the Tyler IDS.

One contract was executed with TXO Gas Marketing Corp. (TXO) and the other was executed
with Texas GasMark, Inc. (TGM).

TXO and TGM were dfiliates of Delhi Gas Pipeline Corporation (Delhi).

The TXO contract supplied gasto Entex for itsresdentia and commercia customers, whereasthe
TGM contract supplied gasto Entex for agroup of customersreferred to in the TGM contract on
Exhibit B (TGM Exhibit B Customers).

The TGM Exhibit B Customers were identified in 1992 as follows: Brookshire Grocery, Carrier
Air Conditioning, Howers Baking, Jewell Concrete Products, Medical Center Hospital, Mother
Frances Hospital — Laundry, Mother Frances Hospital, RexHide, Vesuvius USA.
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23.

24,

25.

26.

27.

28.

29.

30.

31

32.

33.

35.

36.

37.

Throughout the Review Period several cusomerswere added to thelist of customers supplied gas
by TGM. Those customers became part of the group of customersreferred to collectively, asthe
TGM Exhibit B Customers.

Entex filed tariffs for dl of its severa dasses of customers and individud contract cusomers.

The residentid tariffsin effect during the review period were: Rate Schedule No. R - 1446 - 2,
Rate Schedule R - 981 - 2, Rate Schedule R - 1758 - 2.

The smdl commercid tariffsin effect during the review period were: Rate Schedule No. S- 1446
- 2, Rate Schedule SC - 981 - 2, and Rate Schedule SC - 1758 - 2.

The TGM Exhibit B Customers were governed by various tariffsinduding: Rate Schedule 1549,
1696, 1817, 1834, 1977, 2007, 2014, 2027, 2058, 2077, 2131, 2141, 2184, 2223, 2225, 2288,
2250, 2254, 2326, 2305, 2332, 2340, 2367, 2402, and 2461.

The TGM Exhibit B Customers dso were governed by Rate Schedule 590, to the extent that those
customers decided to take service under that tariff.

The TGM Exhibit B Customers had two contracts with Entex.

One contract, referred to as the Complementary Contract, provided service through one of the
various tariffs referred to in Finding of Fact No. 27, referred to above.

The other contract provided backup service and was governed by the ratesin Rate Schedule 590
(Backup Contract).

The TGM Exhibit B Customers, in theevent of serviceinterruption pursuant to the Complementary
Contract, and corresponding tariff, had the ability to take service pursuant to the Backup Contract.

Gas supplies for customers receiving service pursuant to Rate Schedule 590 were supplied by
TXO as part of the contract that was entered into on May 12, 1992.

Rate Schedule 590 was aso available to Entex’ s other commercid customers.

The TXO contract was intended to meet both the base load and the peak requirements of the
resdentia and commercia customersfor the Tyler IDS.

The TXO contract was a ho-notice gas supply contract.

The TXO contract was backed by a guaranty agreement with Delhi, and provided an added
messure of supply reiability.
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38.

39.

The TGM contract was a base-load gas supply contract for service to the customersidentified on
Exhibit B.

The gas supplied under the TGM contract was more likely to beinterrupted than the gas supplied
pursuant to the TXO contract.

DISCRIMINATION

40.

41.

42.

43.

45.

46.

47.

48.

49.

50.

Customers who were supplied exclusively by the TGM contract had a greater measure of risk of
interruption, than customers supplied gas from the TXO contract.

The TGM Exhibit B Customers received service under a Complementary Contract, and
corresponding tariff, and adso had a Backup Contract.

The combined Complementary Contract and Backup Contract resulted in the same level of risk
associated with customers recalving service exclusvely from the TXO contract.

Some of the TGM Exhibit B Customers were not interruptible customers.

Not al commercid customers were offered service under a Complementary Contract and a
Backup Contract.

Not al Class 3 and Class 5 customers were offered service under aComplementary Contract and
aBackup Contract.

The TGM Exhibit B Customers received the same level of service from Entex as the other
commercia customers but paid alower price for that service.

Some of the TGM Exhibit B Customers were identified by Entex as Class 3 and Class 5
customers.

Class 3 and Class 5 classfication were defined by volume.

Entex did not offer a Complementary Contract and a Backup Contract to al Class3 and Class5
customers.

Entex did not offer aComplementary Contract and a Backup Contract to al Class 3 and Class5
customers.
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Sl

52.

A customer who had a Backup Contract governed by Tariff 590 was less likely to beinterrupted
pursuant to Curtailment Order GUD No. 489.

Because the TGM Exhibit B Customers received essentidly the same leve of service asthe other
commercial customers, Class 3, and Class 5 customers, at areduced rate, the rate structure was
discriminatory.

PURCHASED GASADJUSTMENT CLAUSES

53.

55.

56.

S7.

58.

59.

60.
61.

62.

63.

65.

The cogt of gasisthe most Sgnificant expensefor agas utility, often responsible for up to 70%, or
more of the full price to consumers.

Gas costs may be recovered through an escalator clause, referred to as the purchase gas
adjustment clause.

All tariffs filed by Entex contained a provison adlowing the pass through of gas costs through a
purchase gas adjustment clause.

There is a fundamenta presumption that a purchase gas adjustment clause does not dlow the
Segregation of gas costs.

Thereisafundamenta presumption that apurchase gas adjustment clauserequiresthat al gascosts
of autility be aggregated in ca culating the weighted average cost of gas.

The fundamenta presumption is not applicable where specific language in the tariff provides that
autility may assign gas codts to particular customers, or customer classes.

Unless otherwise provided, a utility collects only its approved gas costs through a purchase gas
adjustment clause.

A utility may not collect the direct cost of facilities through the purchase gas adjustment clause.
Facility reimbursement or the cost of physica plant is recovered through the cost of service rates
of the utility.

All of thetariffs onfile for Entex specificaly contemplate the assgnment of gas coststo particular
customers, or customer classes.

Specific language in the tariffs filed by Entex require that Entex assign the costs of gas acquired to
serve specific customers, and specific customer classes.

Entex did not pass through capita improvement costs of its gas supplier through the operation of
the purchase gas adjustment clause.

Entex did not acquire assets through the operation of the purchase gas adjustment clause.
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PRUDENCE

66.

67.

68.

69.

70.

71.

72.

73.

74.

75.

76.

7.

78.

79.

The Commission has the regulatory authority to conduct a prudence review of the utility’s gas
management practices.

A rate cannot be deemed just and reasonable unless the utility was prudent in incurring the
operating expense it seeks to pass through to customers.

The prudence standard, adopted by other agencies of the State of Texas, and approved by Courts
inTexas, is appropriate in this case: The exercise of that judgment and the choosing of one of that
select range of options which a reasonable manager would exercise or choose in the same or
amilar circumstances given the information or dternatives available at the point in time such
judgment is exercised or option is chosen.

A utility has a regulatory responshbility to make prudent business decisons regarding its gas
purchase supply practices.

A utility should seek the lowest cost of gas with the highest rdliability for its customers.
The qudity and reliability of naturd supplied to the Tyler IDS were prudent concerns of Entex.

Prior to 1992, Entex obtained gas supplies from Lone Star, United Gas Pipeline, and local
production.

Entex experienced quality and reliability problems from these sources of supply.
Locd production was insufficient and not reliable to meet the demands of the Tyler IDS.

Entex experienced reiability problems with United Gas Pipdine, and its other gassuppliers, prior
to 1992.

Among the problems experienced, Entex experienced qudity problems with didtillates, moisture,
hydrates, and sgnificant variancesin BTU vaues.

Lone Star connected only to the south side of the City of Tyler and Entex had been curtailed by
Lone Star in 1989.

Due to the market condition in the Tyler IDS two interconnections into the Tyler IDS were
desirable to guarantee ddlivery of gas supplies.

Entex prudently endeavored to obtain gas supplies that would result in an interconnection in the
north side of the City of Tyler and on the south side of the City of Tyler.
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80.

81.

82.

83.

85.

86.

87.

88.

89.

90.

91.

92.

93.

94.

95.

96.

In 1992, no pipeline offered trangportation of no-notice swing gasin the East Texas area.

Vaero did not offer a suitable supply option for the Tyler IDS because it would result in only one
connection on the south side of the City of Tyler, and substantiad congtruction through the City of
Tyler to reach the north side.

In 1992, TXO offered ddivery on the Delhi system to the Tyler IDS that was rdligble.

The qudlity of the natura gas offered by TXO and TGM was sufficient to meet the requirements
of the Tyler IDS.

Delhi operated an extensive network of gathering pipelinesin the Tyler areaand was able to meet
dl of therequirements necessary to serve Entex’ sresdential and commercid customersinthe Tyler
IDS.

Delhi reconfigured its system to dlow multiple lines of entry to the Tyler IDS.

At thebeginning of the Review Period, Entex considered four sourcesfor the Tyler IDS gassupply:
United, Lone Star, loca production, and Delhi.

Options proposed by the City of Tyler incdluded Union Pacific Fuels, Inc.

Union Pacific Fuds, Inc. would have purchased gas from many of the same sources considered
by Entex, induding Ddhi.

Union Pacific Fuds, Inc. would have transported gas on pipelines operated by United, Lone Star,
Dehi, and Valero.

Transportation of natura gas on United and Lone Star would not have been prudent because of
the religbility problems experienced by Entex.

Transportation of natura gas on Vaero to the south sde of the City of Tyler would have resulted
in higher gas cogts than the costs Entex expended during the review period.

Delivery of naturd gas on Vaero would have required substantial construction through the City of
Tyler to reach the north sde of the Tyler IDS.

Natura gas suppliesfrom Carthage would have required construction of fifty-five miles of pipdine.
The sdection of Ddhi’ s effiliates TXO and TGM was reasonable.
Dehi, through the contract with TXO, provided a Guaranty Agreement with Entex.

The Guaranty Agreement with Delhi assured the rdigbility of TXO's sarvice.
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97.

98.

99.

100.

101.

102.

103.

104.

105.

106.

107.

108.

109.

The amounts of gas supplied to Entex pursuant to the TGM contract were insufficient to meet the
requirements of the Tyler IDS.

Natura gas suppliesthat meet the quantity and reliability requirement of the Tyler IDS could not
have been obtained at the TGM contract price.

Natural gas supplies that met the quantity, qudity, and rdiability requirements of the Tyler IDS
could not have been obtained at 25¢ plus the East Texas Index per MM Btu.

The TXO contract guaranteed that the Tyler IDS would pay only 95% of the cost of gas paid by
the surrounding east Texas weighted average cost of gas supplied to Entex.

As a result of the price cap, Entex paid approximately $1.11 plus the East Texas Index per
MMBtu.

A price of $1.29 plusthe East Texas Index per MMBtu was a reasonable price to pay during the
Review Period to obtain naturd gas suppliesthat meet the quantity and rdiability of the Tyler IDS.

Pursuant to the terms of the contract between TXO and Entex, Entex had the opportunity to
renegotiate the contract price in October of 1997.

Entex delayed renegotiating the contract until November of 1998.

Entex delayed renegotiating the contract because it would lose the benefit of the price cap.

In 1997, Delhi wasin the process of being acquired by Koch Industries.

Entex was the single largest customer of Koch, and believed that its negotiating leverage would
improve after TXO was acquired by Koch.

The decison by Entex to delay the price renegotiation until November of 1998 was reasonable.

The price paid under the renegotiated contract of 41¢ plus the Houston Ship Channd Index per
MMBtu was reasonable.

AFFILIATE TRANSACTIONS

110.

111.

Unit Gas Trangmisson is an &ffiliate of Entex.

Unit Gas Transmission was involved in two sales transactions during the Review Period: One
customer was Entex, the other customer wasthe La Gloria Oil & Gas Refinery.
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12.

113.

114.

115.

116.

Unit Gas Transmission purchased gas for La Gloria Oil & Gas Refinery from TGM, pursuant to
a separate contract between Unit and TGM.

LaGloria, unlikesome of the other TGM Exhibit B Customers, wasan industria customer and had
vigble dternatives to naturd gas supplied by Entex.

LaGlorig asaninterruptibleindustria customer, wasmorelikely to beinterrupted than other Entex
customers pursuant to Curtailment Order GUD No. 489.

The sdeof natural gasfrom Unit Gas Tranamissonto LaGloriaOil & GasRefinery isnot identicd,
or dmilar to the sde of naturd gasto Entex.

The sde of naturd gasto La Gloria Oil & Gas Refinery is sdeto an end use indudtriad customer,
whereas the sdle of naturd gasto Entex, isasde of natural gasfor resde.

TARIFESAND RATES

17.

118.

119.

120.

121.

122.

123.

124.

Tex. Util. Code 8 102.151 requires gas utilities to file schedules showing dl rates that are subject
to the regulatory authority’s origina or appellate jurisdiction in effect for a service, product or
commodity offered by the utility.

Pursuant to 16 Tex. ADMIN. CODE 8 7.315(c)(7) if the rate the utility charges is based on a
formula or requires acaculation to determine the unit rate to be charged, the utility shdl identify
inthe tariff al components used in the calculation of the unit rate, including each component of the
cost of gas.

Any changeintherates charged by the utility isrequired to befiled within thirty days of the effective
date of the change.

All tariffs gpproved by the City of Tyler, and filed with the City of Tyler, included a purchased gas
adjustment clause.

Entex isrequired to filetariffsto include schedulesthat identify the rate, the components of therate,
any formulaand the rules or conditions affecting the rates with the regulatory authority.

A gas utility has a regulatory responsibility to disclose to the regulatory authority the terms and
conditions of the rates being offered to the customer.

Entex failed to file its purchase gas adjustment caculation for the TGM Exhibit B Customers
throughout the Review Period.

The PGA filings for the resdentid and commercia customers made by Entex during the Review
Period were either incomplete or incorrect.
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125.

126.

127.

128.

129.

130.

131.

If Entex had filed its purchase gas adjussment calculation for dl customers, as required by the
satute, the City of Tyler would have been aware of the price differentid betweenthe TGM Exhibit
B Customers and dl other customers on the Tyler IDS.

Entex did not notify the City of Tyler regarding its criteriafor offering service to customers pursuant
to a Complementary Contract and a Backup Contract.

The Franchise Agreement in effect for the City of Tyler during the review period required that
Entexinform the City of Tyler regarding its criteriafor determining whichcustomer wasdigiblefor
a Complementary Contract and Backup Contract.

Entex’ s criteriafor filing interruptible tariffs pursuant to section 104.003 is inconsstent.

Some of the customers identified as interruptible do not quaify for anegotiated contract pursuant
to section 104.003.

The tariffs on file do not reflect the option that certain interruptible customers have to acquire
natural gas with a Backup Contract with rates approved in Tariff 590.

It is reasonable to have Entex refile dl of its tariffs to alow the regulatory authorities to assess
whether those tariffs should be accepted.

RATE CASE EXPENSE

132.

133.

134.

135.

136.

137.

Section 103.022 of the Texas Utilities Code provides for the recovery of rate case expense by a
municipaity and a utility involved in aratemaking proceeding.

Section 104.051 of the Texas Utilities Code permits the “ utility a reasonable opportunity to earn
a reasonable return on the utility’s invested capitd used and useful in providing service to the
public.”

By city ordinance, the City of Tyler ceded ratemaking jurisdiction to the Commission and “intended
the relief sought in that docket to be ratemaking in that it would affect and change the
compensation received by Entex for sales and service on Entex’s Tyler Integrated Didtribution
System.”

The Commission has determined that this is a ratemaking preceding.

The City of Tyler has provided testimony and evidence in the record for actua rate case expense
of $1,142,124.94 and estimated future expenses of $460,000.

Entex has provided testimony and evidence in the record for atotd of $1,598,366.93 in rate case
expense and estimated future expenses of $442,000.
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138.

139.

140.

141.

142.

143.

144.

145.

146.

147.

148.

It is not reasonable that the City of Tyler recover $14,041.89 associated with the early stages of
the negotiations of the Franchise Agreement with Entex.

It is reasonable that the City of Tyler recover $142,490.75 associated with the municipal
proceedings prior to Docket No. 9364.

The expenses associated with themunicipal proceedingswererequired to ascertain thereationship
of the Complementary Contract and the Backup Contract, the differentia of gasrates between the
TGM Exhibit B Customers and the other customers on the Tyler IDS, and the bass of that
differentid.

It is not reasonable that rate payers of the City of Tyler be required to pay a surcharge of
$142,490.75, associated with the municipal proceedings prior to GUD No. 9364, in order for the
City of Tyler to acquire information that Entex should have filed with the regulatory authority.

It is reasonable that the City of Tyler be reimbursed by Entex because the City would not have
otherwise known of Entex’s practices regarding the Complementary Contract and the Backup
Contract, the differential of gas rates between the TGM Exhibit B Customers and the other
customers on the Tyler IDS, and the basis of that differentid.

Likewise, it is not reasonable that $349,253.79 of Entex’s rate case expense attributed to July
2000 through January 2003 be recovered from rate payers through a surcharge, because Entex
did not discloseits practices regarding the Complementary Contract and the Backup Contract, the
differentia of gas rates between the TGM Exhibit B Customers and the other customers on the
Tyler IDS, and the basis of that differentid.

It is reasonable for the City of Tyler to recover expenses related to the two district court
proceedings emanated from this docket.

It is not reasonable for the City of Tyler to recover expenses, $1,012.50, associated with its
communication with the press regarding this docket.

It is not reasonable that $14,445.71 of the City of Tyler’ srate case expense attributed to the City
Attorney be reimbursed because heisa City of Tyler and hewas not separately engage to conduct
these proceedings.

It is not reasonable that $119,226.14 of Entex’ s rate case expense attributed to Entex’ s General

Counsdl be reimbursed because he is an Entex employee. His expenses are aready paid for by
the ratepayer through the cost of service rates.

It is not reasonable that $50,542.86 of Entex’s rate case expense attributed appealing the
Commission’s order of GUD No. 9469 because it is a separate matter.
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149.

150.

151.

152.

153.

154.

155.

156.

157.

158.

159.

160.

Likewise, it is not reasonable for the City of Tyler to recover any expenses associated with the
appeal of GUD No. 9469.

As the City of Tyler did not provide its specific expenses associated with GUD No. 9469, it is
reasonable to disalow the same amount that Entex expended in that gpped since the City of Tyler
has only participated through thefiling of an amicus brief. To disdlow dl of the City of Tyler'srate
case expenses in this proceeding would not be reasonable.

The expenses of Entex associated with issues regarding the City of Tyler’slae filed testimony of
Roallie Bohall should not be recovered from the ratepayers through a surcharge.

Entex’ s expenses associated with issues regarding the testimony of Rollie Bohal were $5,190.

It is reasonable that the City of Tyler recover no more than $1,070,933.87 and Entex recover no
more than $1,079,344.14. Thus, combined total rate case expense of $2,150,278.26 are
reasonable.

Dueto Finding of Fact No. 123 it is reasonable that only $2,007,787.26 be recovered from the
rate payer through a surcharge.

It is reasonable that Entex surcharge the customer on a per Mcf basisfor a period of 60 months,
or until $2,007,787.26 is recovered.

It isreasonable that Entex provide aschedule of recovery to the City of Tyler every 6-months until
recovered.

It is aso reasonable that Entex provide the Commission and the City of Tyler asummary schedule
of amounts recovered at the end of the recovery period.

The amounts estimated by the parties to complete these proceeding through an apped to the
Supreme Court are $725,000.

The evidence provided to support that request is insufficient and the amount appears to be
unreasonable.

It is reasonable to require the parties to file a separate docket, either at the Commission or a the
municipa leve, after the conclusion of al future proceedings related to this case, if they desire to
recover any additional expenses related to these proceedings.

CONCLUSIONS OF LAW

Entex is a gas utility as defined in Texas Utilities Code (TUC). Tex. UTIL. CODE ANN. 88
101.003(7) and 121.001 (Vernon Supp. 2004).
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2.

10.

12.

13.

14.

The Commission hasjurisdiction over the subject matter of thiscase under TEX. UTIL. CODEANN.
§102.001 and 103.001. (Vernon & Supp. 2004).

The City of Tyler's decision to adlow a utility to recover gas cost through a purchased gas
adjustment is discretionary.

The Commission’s decision, under 16 TEX. ADMIN. CODE § 7.5519 (200), whether to dlow a
utility to recover gas cost through a purchased gas adjustment clause is discretionary.

A tariff may permit, or reguire, that a utility assgn its gas codts.

A utility may only include in its purchase gas adjustment clause only its reasonable and necessary
gas purchase expenditures.

The reasonableness and prudence of a utility’s gas purchases pursuant to its purchased gas
adjustment clause are subject to areview, and potentid refund, in subsegquent proceedings.

In conducting a prudence review, the following standard is appropriate: The exercise of that
judgment and the choosing of that select range of optionswhich areasonable utility manager would
exercise or choose in the same or Smilar crcumstances given theinformation or dterndivesa the
point in time such judgment is exercised. Gulf Sates Utilities v. Public Utility Comnm'n of
Texas, 841 SW.2d 459, 476 (Tex. App. — Austin 1992, writ denied).

Thefiled rate doctrine prohibits regulated utilities from charging rates for their services other than
those properly filed with the appropriate regulatory authority. Entex. v. Railroad Comm' n of
Texas, 18 S.W.3rd 858, 862 (Tex. App. — Austin 2000, pet. denied).

A gas utility may not directly or indirectly charge a person a greater or lesser compensation for a
service provided by the utility than the compensati on prescribed by the gpplicable schedule of rates
filed under section 102.151 of the Texas Utilities Code. TeX. UTIL. CODE ANN. § 105.055.

A rate may not be unreasonably preferentid, prejudicid, or discriminatory but must be sufficient,
equitable, and consistent in application to each class of customer. Tex. UTIL. CODE ANN. §
104.003.

A gas utility may not grant an unreasonable preference or advantage concerning rates or services
to apersonin adassfication. Tex. UTIL. CODE ANN. § 104.004(a).

A gas utility may not subject a person in a classfication to an unreasonable preudice or
disadvantage concerning rates or services. TEX. UTIL. CODE ANN. § 104.004(b).

A gas utility may not establish or maintain an unreasonabl e difference concerning rates of services
between locdlities or between classes of service. TEX. UTIL. CODE ANN. § 104.004(c).
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15.  Aratefor apipeine-to-pipeinetransaction or to atransportation, industrial, or smilar largevolume
contract customer is considered to bejust and reasonableif neither the gas utility nor the customer
had an unfair advantage during the negotiations, the rate is substantidly the same as the rate
between the gas utility and at |east two customers of the utility under thesame or smilar conditions
of service, or competition does or did exist with another gas utility, another supplier of natura gas,
or asupplier of an dternative form of energy. TEX. UTIL. CODE ANN. §104.003(b).

IT ISORDERED THAT Entex refile dl of the tariffs gpplicable to the Tyler IDS and that the refiled
tariffsinclude information regarding the contracts gpplicable to each customer, or class of customer, and
shdl fully disclose dl terms and conditions applicable to customers and classes of customers. Specificdly,
if srviceis available to a customer, or class of customer, pursuant to more than one tariff, the tariffs shall
indicate that fact.

IT ISFURTHER ORDERED THAT Entex shdl cease discriminating among its various cusomers by
offering specia contracts members of one class a preferentid rates.
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IT ISFURTHER ORDERED THAT Entex is authorized to recover a surcharge on its rates charged
to ratepayers in the City of Tyler onaper Mcf basisfor aperiod of 60 months, or until $2,007,787.26 is
recovered. I T ISFURTHER ORDERED that Entex provideaschedule of recovery tothe City of Tyler
every 6-months until recovered. It isaso reasonable that Entex provide the Commission and the City of
Tyler asummary schedule of amounts recovered a the end of the recovery period

IT ISFURTHER ORDERED THAT 4l relief not specificaly granted herein is DENI ED.
SIGNED this____day of May, 2005.

RAILROAD COMMISSION OF TEXAS

VICTOR CARRILLO
CHAIRMAN

MICHAEL L. WILLIAMS
COMMISSIONER

ELIZABETH A. JONES
COMMISSIONER
ATTEST
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