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1

I. INTRODUCTION / SUMMARY2

3

Q. Please state your name, occupation and address. 4

A. My name is Michael L. Brosch.  My business address is 740 North Blue Parkway, 5

Suite 204, Lee's Summit, Missouri 64086.6
7

Q. By whom are you employed?8

A. I am a principal in the firm Utilitech, Inc., a consulting firm engaged primarily in 9

utility rate and regulation work.  The firm's business and my responsibilities are 10

related to special services work for utility regulatory clients.  These services include 11

rate case reviews, cost of service analyses, jurisdictional and class cost allocations, 12

financial studies, rate design analyses and focused investigations related to utility 13

operations and ratemaking issues.14

Q. On whose behalf are you appearing in this proceeding?15

A. I am appearing on behalf of the People of the State of Illinois, represented by the 16

Attorney General, the Citizens Utility Board and the City of Chicago (collectively 17

“Governmental and Consumer Intervenors” or “GCI”) in order to review and 18

respond to certain non-traditional rate tracking proposals raised by Peoples Gas 19

Light & Coke Company (“PGL”) as part of its filing for an increase in its gas rates 20

and revenues.   I am also appearing on behalf of the Attorney General and CUB in 21

order to review and respond to similar non-traditional rate tracking proposals raised 22

by North Shore Gas Company (“North Shore” or “NSG) in its rate filing.23
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Q.    Will you summarize your educational background and professional experience 1

in the field of utility regulation?2

A. GCI Exhibit No. MLB 1.1 is a summary of my education and professional 3

qualifications.  I have testified before utility regulatory agencies in Arizona, 4

Arkansas, California, Florida, Hawaii, Illinois, Indiana, Iowa, Kansas, Michigan, 5

Missouri, New Mexico, Ohio, Oklahoma, Utah, Washington, and Wisconsin in 6

regulatory proceedings involving electric, gas, telephone, water, sewer, transit, and 7

steam utilities.   In Illinois, I have testified in two major proceedings before the 8

Commission.  The first involved a PGL rate case in Docket No. 90-0007.  The 9

second matter concerned Illinois Bell Telephone Company in Docket Nos. 92-0448 10

and 92-0239.11

Q. Have you previously participated in energy utility regulatory proceedings in 12

other states?13

A. Yes.  I have participated in many electric and gas regulatory proceedings, as listed 14

and described in GCI Exhibit No. MLB 1.2.  While much of my experience 15

involves traditional rate increase or rate reduction cases, I have also addressed rate 16

adjustment tracking tariffs as well as deferral accounting proposals on many prior 17

occasions.18

Q. What is the purpose of your testimony in this docket?19

A. My testimony addresses certain regulatory policy concerns raised by the four newly 20

proposed rate adjustment tracking mechanisms or riders being advocated by PGL 21

and three similar proposals of North Shore.  The first proposed new tracking 22

mechanism proposed by both PGL and NSG would partially “decouple” gas margin 23
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recovery to account for variations in usage per customer between rate cases through 1

a so-called “Volume Balancing Adjustment” (or “Rider VBA”) tariff.1  A second 2

new tracking tariff is proposed by Peoples, but not by North Shore, and would 3

increase prices to customers when future new capital investment in certain plant 4

accounts exceeds historical average levels.  This proposal is captioned the 5

“Infrastructure Cost Recovery” or “Rider ICR” tariff.2  The Companies’ third new 6

rate tracker proposal would adjust rates for changes in uncollectibles expense 7

associated with the gas commodity cost portion of customers’ bills, which the 8

Companies have labeled an “Uncollectible Balancing Adjustment” or “Rider 9

UBA”.3 A fourth new rate tracking mechanism proposed by the Companies would 10

adjust gas utility service rates between future rate cases on a single-issue basis using 11

what the Companies have labeled their “Enhanced Efficiency Program” or “Rider 12

EEP”, which is intended to fund the costs of the Companies’ conservation program 13

funding.414

                                                
1  Direct Testimony of Lawrence T. Borgard, PGL Ex. LTB-1.0, pp. 23-26, NSG Ex. LTB-1.0, pp. 

21-24; Direct Testimony of Russell A. Feingold, PGL Ex. RAF-1.0, pp. 13-36, NSG Ex. RAF-1.0, 
p.12-33; Direct Testimony of Valerie H. Grace, PGL Ex. VG-1.0, pp.46-48 NSG Ex. VG-1.0, 
pp.41-44; PGL Ex. VG-1.1, pp.57-60; NSG Ex. VG-1.1,pp.55-58.

2 Direct Testimony of Lawrence T. Borgard, PGL Ex. LTB-1.0, pp. 28-29; Direct Testimony of 
Russell A. Feingold, PGL Ex. RAF-1.0, pp. 44-46; Direct Testimony of James F. Schott, PGL Ex. 
JFS-1.0, pp. 2-13; Direct Testimony of Valerie H. Grace, PGL Ex. VG-1.0, pp.48-50, PGL Ex. 
VG-1.1, pp. 142-144.

3 Direct Testimony of Lawrence T. Borgard, PGL Ex. LTB-1.0, pp. 26-28, NSG Ex. LTB-1.0, pp. 
24-26; Direct Testimony of Russell A. Feingold, PGL Ex. RAF-1.0, pp. 36-42, NSG Ex. RAF-1.0, 
pp. 34-39; Direct Testimony of Valerie H. Grace, PGL Ex. VG-1.0, pp.44-46, NSG Ex. VG-1.0, 
pp. 39-41; PGL Ex. VG-1.1, pp. 54-56; NSG Ex. VG-1.1, pp.52-54.

4 Direct Testimony of Lawrence T. Borgard, PGL Ex. LTB-1.0, p.22, NSG Ex. LTB-1.0, p.20; 
Direct Testimony of Russell A. Feingold, PGL Ex. RAF-1.0, pp. 42-44, NSG Ex. RAF-1.0, 
pp_39-41; Direct Testimony of Valerie H. Grace, PGL Ex. VG-1.0, pp.40-43 NSG Ex. VG-1.0, 
pp. 35-39; PGL Ex. VG-1.1, pp. 51-53; NSG Ex. VG-1.1, pp. 49-51.
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Q. Please summarize the recommendations that are set forth in your testimony.1

A. In general, I recommend that the Commission reject piecemeal rate adjustment 2

tariff riders for isolated elements of utility revenue requirements in the absence of 3

compelling evidence that such piecemeal rate adjustments are warranted.  My 4

testimony explains how traditional test-year regulation achieves an important 5

balanced measurement of revenue requirement that accounts for all changes in 6

revenues and costs.  I then describe how tracking tariff riders and deferral 7

accounting methods can be used as exceptions to the normal test-year approach, 8

when warranted by extraordinary circumstances.  I explain several general criteria 9

that should be satisfied before piecemeal cost tracking rider tariffs should be 10

accepted by regulators. My testimony explains why, when these criteria are applied 11

to the specific VBA, ICR, UBA and EEP tariff mechanisms proposed by the 12

Companies, the Commission should reject these proposals.  My testimony also 13

rebuts specific claims of the Companies’ witnesses in support of each of the newly 14

proposed tariff riders.15

16

II. TEST PERIOD RATEMAKING CONCEPTS17

Q. What is a test period and how is it used in utility regulation?18

A. Energy utilities have traditionally been regulated based upon their cost to provide 19

service, including an opportunity to earn a reasonable return on invested capital.  20

The process used to evaluate and measure the cost of service and resulting revenue 21

requirement is the rate case, in which a balanced review of jurisdictional expenses, 22

rate base investment, the cost of capital and revenues at present rates can be 23
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undertaken at a common point in time, referred to as a “test period.”  In Illinois, the 1

test period can be a recent actual 12-month historical period of time within which 2

revenues at present rate levels are compared to operating expenses and the required 3

return on rate base, to determine whether an overall increase or reduction in revenue 4

levels is needed.  Alternatively, a projected or “Future” test year can also be 5

employed in Illinois, if elected by the utility.56

Q. Does a test year impose limits upon the time period for measurement of 7

revenues, expenses and rate base investments?8

A. Yes.  It is essential that there be a synchronized review of both revenue levels and 9

cost levels to occur within a carefully structured test period, because both revenues 10

and costs tend to change over time as customers are added and lost, inflation and 11

productivity changes impact costs, capital market conditions change and sales 12

volumes fluctuate.  The dynamic nature of utility costs and revenues does not 13

necessarily imply the need for frequent rate cases.  As long as revenues and costs 14

remain in approximate balance, causing the utility’s earnings to stay within 15

acceptable proximity to authorized return levels, an electric or gas utility may be 16

able go many years between rate cases.  This has been the case with PGL and North 17

Shore, as neither company has filed a rate case since 1995.6  18

Q. Does utility price regulation based upon cost of service cause the public utility 19

to be indifferent about its cost levels?20

                                                
5 83 Ill. Adm. Code Section 287.20 provides that a utility may, at its option, propose either an 

historical or a future test year.  Section 287.40 permits pro-forma adjustments for known and 
measurable changes occurring or reasonably certain to occur within 12 months after the filing date 
of the tariffs.  If a future test year is used, Section 287.30 permits updating of the filing upon 
approval of the assigned Administrative Law Judge.

6 PGL Ex. LTB-1.0 at 8; NS Ex. LTB-1.0 at 8.
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A. No.  An important element of traditional test period regulation is the incentive 1

created for management to control and reduce costs, so as to maximize the 2

opportunity to actually earn at or above the authorized return level between rate 3

case test periods.  Traditional test year regulation is not continuous regulation, 4

because prices established in a rate case are normally fixed for a period of years, 5

causing any changes in actual costs or sales levels to be subject to “regulatory lag” 6

before such changes can be translated into revised prices after a “next” rate case.  7

Thus, regulatory lag serves to replace some of the efficiency incentive that is lost 8

when prices are based upon costs to serve.   9

Another beneficial characteristic of traditional test year regulation is the 10

intensive focus upon utility operations and costs within a formal proceeding in 11

which Commission Staff and other interested parties can carefully examine or audit 12

the components making up the revenue requirement.  The potential for regulatory 13

disallowance of excessive or imprudently incurred costs in such formal proceedings 14

represents another form of efficiency incentive to management.  In contrast, 15

piecemeal rate tracking tariff adjustments often receive reduced scrutiny or input 16

from regulators and consumer representatives, even though significant customer 17

impacts can result from such tariffs. These mechanisms place an added burden on 18

Commission Staff and intervenors, and ultimately regulatory bodies are likely to 19

give less scrutiny to these piecemeal cost and price changes.20

Q. Under traditional test period rate case regulation, what normally happens 21

when a specific utility expense changes between test periods?22
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A. Increases in specific individual expenses between test periods, if nothing else 1

changes, would directly impact the utility’s pre-tax earnings and the achieved rate of 2

return.  Regulatory “lag” causes such changes to be borne or enjoyed by 3

shareholders between rate cases.  However, all of the utility’s costs and revenues 4

tend to change over time.  Customer and revenue growth or reductions in other costs 5

can serve to offset or mitigate isolated cost changes, such that a utility company 6

may be able to avoid filing a rate case for extended periods of time.  Sustained cost 7

increases that are not offset by reductions in other costs or by increases in customer 8

or sales levels may contribute to declines in achieved returns sufficient to justify the 9

filing of a petition to increase rates.  However, whenever a rate case does occur, all10

of the elements of revenue requirement are again measured and adjusted, in a 11

balanced overall review that should account for cost increases in some areas being 12

offset by cost savings in other areas.  For example, here, the Companies are 13

accounting for their current customer counts and sales volumes as well as updated 14

operating expenses and the current cost of capital in these Dockets, at the same time 15

changes in rate base and depreciation expenses are considered.  Commission Staff 16

and Intervenor witnesses then have an opportunity to review and comment upon the 17

revenue, expense and cost of capital figures presented by the Companies. This 18

balanced review of all elements of revenue requirement is a key characteristic of 19

traditional regulation.20

Q. Does the use of a projected or “future” test period approach, as compared to 21

the actual or “historical” test period approach, change the balance that is 22

achieved among test period ratemaking elements? 23
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A. No.  A balanced and matched measurement of the revenue requirement elements is 1

still pursued.  Several state regulatory commissions, including Illinois, allow2

projected (a.k.a. future) test period ratemaking using budgeted information, rather 3

than actual recorded accounting data from a historical year.  Use of such projected 4

test period financial data introduces management, staff and intervenor judgment and 5

debate regarding how sales volumes, employment levels, non-labor expenses and 6

rate base investments may change in the future rate-setting period.  However, the 7

desired end-result is still a matched comparison of revenues to costs within an 8

internally consistent test period.  The choice of test year approach, projected versus 9

historical, does not change the need for a balanced comparison of revenues at 10

present rates to the overall cost of service in order to determine rate changes that are 11

needed.  Unfortunately, while presumed to be desirable at reducing regulatory lag, 12

projected test year analyses are inherently more complex in practice because of 13

difficulties associated with accurately predicting future events, documenting 14

assumed future events in the absence of factual data and the challenges involved in 15

defending such predictions upon critical review in a litigation setting.  16

Q. What are the most common types of exceptions to the standard approaches to 17

test period rate case regulation of energy utilities that you have described? 18

A. Exceptions to the holistic test period review of revenues and costs have been 19

allowed in limited instances by regulators for certain large and volatile cost 20

elements that are predominately beyond the control of utility management and that 21

might produce unacceptable financial outcomes if not allowed special treatment. 22
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The most common exception to traditional test period regulation is the 1

widespread utilization of purchased fuel/energy adjustment clauses to periodically 2

adjust rates, so as to track changes in the costs of purchased gas for local gas 3

distribution utilities or to track changes in the costs of generation fuel and/or4

purchased power incurred by electric utilities.  Fuel Adjustment Clause (“FAC”) 5

and Purchased Gas Adjustment (“PGA”) mechanisms are employed by many state 6

regulators because fuel and purchased energy commodity costs are often recognized 7

to be:8

 Large in relation to the total cost to provide electric service;9

 Subject to market forces (rather than management control);10

 Volatile enough to cause unacceptable earnings volatility if not tracked. 11

Another exception to traditional test period regulation that occurs with 12

some regularity is the concept of deferral accounting, which is sometimes referred 13

to as an accounting authority order.  For designated transactions or types of costs, 14

the utility may be allowed to deviate from the accounting otherwise required under15

Generally Accepted Accounting Principles (“GAAP”) or the Federal Energy 16

Regulatory Commission (“FERC”) accounting principles set forth in the Uniform 17

System of Accounts (“USOA”).  Examples of accounting deferral orders might 18

include extraordinary storm recovery costs or deferral of costs associated with 19

merger transaction and transition costs, in an effort to mitigate the financial impact 20

of extraordinary events or to better match cost recognition to the periods thought to 21

benefit from a merger of utility entities.  Deferral accounting is typically also 22
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employed to recognize timing differences that occur when tariff rider recovery is 1

allowed under FAC and PGA mechanisms.2

Q. Why is a discussion of traditional test period regulation, versus rate tracking 3

and deferral accounting, relevant to these PGL and NSG rate case 4

proceedings?5

A. As noted above, Peoples and North Shore are requesting Commission approval of 6

several new piecemeal rate tracking tariff riders to change rate levels between rate 7

cases.  However, such extraordinary regulatory treatment should be used only in 8

instances where there is compelling evidence that piecemeal ratemaking is in the 9

public interest.  It is my belief that parties to regulatory proceedings should not be 10

allowed to tinker with the balance inherent in traditional test period ratemaking 11

processes, by isolating certain revenue or cost elements for rate rider tracking or 12

deferral accounting treatment in the absence of compelling evidence that traditional 13

regulation is not working effectively. 14

Q. What general problems are created by the use of rate tracking tariff riders and 15

accounting deferrals? 16

A. The fundamental problem associated with use of these regulatory tools is the 17

potentially serious distortion of the “matching” that is desirable in a rate case test 18

year.  This is often referred to as the “matching principle” in ratemaking.  It 19

recognizes the importance of matching all revenues and costs (expenses, rate base, 20

rate of return) at a consistent period of time within a balanced test year to determine 21

needed changes in utility pricing.  22
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As I mentioned in prior testimony, under traditional test year ratemaking, all 1

elements of the revenue requirement calculation are dynamic through time and 2

changes that are favorable tend to offset other changes that are unfavorable.  For 3

example, adding customers and the related revenue growth can help “pay for” 4

increases in operating expenses, while growth in the depreciation reserve or the 5

refinancing of high-cost debt can help to offset costs of new construction activity 6

that adds new Plant in Service.7  If a party is allowed to select certain items for 7

special treatment with a rate rider or through deferral accounting, one can 8

reasonably expect that the selected items will be “cherry picked” by that advocate 9

so as to influence the regulatory process to the sole advantage of that party.  10

Other specific concerns with the use of rate riders in place of balanced test 11

year analysis include:12

 Reduction of management incentives (by eliminating regulatory lag);13
14

 Shifting of cost responsibility and risk to customers who are least able 15
to influence cost levels or sales levels; 16

17
 Increases in tariff and bill complexity that may be difficult to explain 18

to customers or that may complicate customers’ ability to control their 19
costs;20

21
 Administrative complexity and costs associated with audit verification, 22

and administration of complex accounting entries, cost allocations 23
and/or tariff calculations, often on an accelerated procedural schedule; 24
and25

26
 Potential for inadequate regulatory oversight and auditing of tariff 27

application.28
29

                                                
7  New customers increase utility sales volumes, yielding margin revenues (revenues less gas costs) 

that contribute toward recovery of the fixed costs of the business.  Some incremental non-gas costs 
may also be caused by adding new customers, if facilities extensions are required that exceed 
advances or contributions pursuant to tariff or rule.
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With these concerns in mind, I believe that such exceptions to normal test year 1

ratemaking, using rate riders and/or deferral accounting, should only be allowed 2

when extraordinary circumstances exist that preclude the setting of just and 3

reasonable rates through traditional test year procedures.4

Q. Is the matching principle an important element of utility regulatory policy in 5

Illinois?6

A. Yes.  I am advised by counsel that Part 287 of the Commission’s rules requires a 7

utility to file its rate data in accordance with a proposed test year that has the salutary 8

purpose of preventing the utility from mismatching revenues and expenses.9

Q. In prior testimony, you described how the balanced measurement of all 10

elements of the revenue requirement within a test period is important.  What is 11

“regulatory lag” and how does it impact regulated public utilities? 12

A. Regardless of whether we use actual historical test period data or projected future 13

test period financial estimates to determine public utility revenue requirements, there 14

will always be a “lag” between the timing of available financial data that is 15

incorporated into evidence upon which regulators rely and the subsequent period of 16

time during which new utility rates are effective.   Historical test periods necessarily 17

rely upon actual, recorded financial data that is at least several months old at the time 18

of rate hearings and may include data at the beginning of the period that is up to two 19

years old by the time a final order is issued.  Advocates of the projected test period 20

approach claim that a significant benefit associated with the use of budgeted future 21

financial data is the ability to reduce regulatory lag by relying upon data that is more22
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representative of the cost and revenue environment expected while the new rates 1

would be effective.  However, even the recent actual and estimated data used in 2

assembling projected test period revenue requirement calculations must be fixed at a 3

point in time for presentation before the Commission.  The data is therefore subject 4

to regulatory lag and the financial circumstances faced by the utility continue to 5

change. 6

Regulatory lag is therefore an unavoidable characteristic of test period 7

regulation that can work to the advantage or disadvantage of the utility depending 8

upon how future actual revenue and cost trends compare to amounts used to 9

determine the revenue requirement.  Symmetrical risks and opportunities arise for 10

utility ratepayers and shareholders as a result of regulatory lag because favorable and 11

unfavorable changes in revenue requirement can produce over or under-earning 12

outcomes until either the utility or some other party initiates a new rate case 13

proceeding.14

Q. Are any regulatory incentives created by the existence of regulatory lag?15

A. Yes.  As discussed above, one obvious and desirable incentive created by regulatory 16

lag is that management is encouraged to control and minimize operating expenses 17

and capital expenditures at economically efficient levels so as to optimize achieved 18

earnings between rate cases.  Unfortunately, management also faces an incentive to 19

attempt revisions to the traditional regulatory framework, either through legislative 20

initiatives or regulatory proceedings, in an effort to change the methods and 21

procedures through which cost of service changes can be translated into increased 22

revenues.  The new tracking tariff riders for uncollectibles, accelerated plant 23
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investment and for declining gas usage per customer trends now being proposed by 1

PGL and NSG are examples of efforts to “sweeten” the regulatory framework with 2

preferential ratemaking treatment for isolated elements of the overall revenue 3

requirement calculation.  Each newly proposed rider would track (and counteract) 4

changes in a selected cost item (or revenue trend) that PGL expects will reduce its 5

future achieved return between test years.  In other words, the riders uniformly 6

protect the interests of PGL and NSG, with no comparable mechanism to protect 7

the interests of their ratepayers.8

Q. How could creation of piecemeal tariff riders impact regulatory lag and the 9

efficiency incentive to utility management arising from regulatory lag? 10

A. Tracking tariff riders can virtually eliminate the regulatory lag efficiency incentive, 11

by selectively changing utility rates to track changes in individual elements of the 12

revenue requirement calculation. For example, PGL’s plant investment ICR tracker, 13

if approved, would reduce the incentive faced by management to carefully plan and14

manage capital expenditure levels between test years, because any increased plant 15

investment within eligible accounts, above historical average plant investment, can 16

be translated into piecemeal rate increases outside of a formal rate case proceeding.17

Similarly, the proposed UBA tracker for uncollectible accounts shifts a portion of 18

the risks of bad debt experience toward customers, reducing management’s 19

financial incentive to carefully manage credit and collection policies.  With regard 20

to the energy efficiency program funding, the amounts to be funded are fixed and 21

are known with certainty, so there is no need for a tariff rider to account for 22

changing expenditure levels.  With respect to the VBA decoupling proposal, PGL 23
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and NSG seek to track negative trends in usage on a per customer basis for certain 1

customer classes, even though overall gas margins have not been declining.  I 2

discuss gas usage incentive concerns and efficiency incentives in a later section of 3

my testimony.4

5

III. EVALUATIVE CRITERIA FOR TRACKING RIDER TARIFFS6
7

Q. You have described the regulatory concepts associated with traditional test 8

period regulation of public utilities.  Are there instances where the traditional 9

test year approach does not produce reasonable results?10

A. Yes.  In certain limited circumstances, it can be necessary to depart from the 11

balanced and synchronized review of all revenues and costs within the traditional 12

test year approach.  These limited circumstances are described in this section of my 13

testimony.14

Q. Under what circumstances should regulators consider adopting tracking rider 15

tariffs and/or regulatory deferral accounting for specific changes that occur 16

between rate case test years?17

A. Rate tracker riders and cost deferrals should be approved only in instances where 18

compelling circumstances justify departure from traditional test period review of all 19

costs and revenues within rate case proceedings in which the overall revenue 20

requirement can be audited and considered in a balanced and synchronized manner. 21

Costs or revenue changes to be deferred or rate tracked through a rider should 22

generally have all of the following attributes to merit such exceptional and 23

preferential rate recovery treatment:24
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1. Substantial enough to have a material impact upon revenue 1
requirements and the financial performance of the business between 2
rate cases.3

4
2. Beyond the control of management, where utility management has 5

little influence over experienced revenue or cost levels.6
7

3. Volatile and unpredictable in amount, causing significant swings in 8
income and cash flows if not tracked.9

10
Moreover, any adopted rate tracker rider should be straightforward and simple 11

to administer, readily audited and verified through expedited regulatory reviews.  12

Further, any approved rider must be carefully balanced and not distortive of test 13

period relationships – accounting for any known factors that mitigate impacts in 14

a manner that preserves test year matching principles.  In the testimony that 15

follows, I will apply these general criteria to the four proposed rate trackers 16

being advocated by the Companies to demonstrate why these proposals should 17

be rejected.18

Q. Have any of these criteria been explicitly recognized by regulators in 19

evaluating proposals for piecemeal rate tracking tariff riders?20

A. Yes.  In a recently completed electric rate case in Missouri, the Public Service 21

Commission in that State rejected a proposed fuel adjustment clause tariff in an 22

AmerenUE rate case after citing my testimony in that case and applying these 23

criteria.8  In its Decision and Order, the MoPSC referenced the importance of test 24

period “matching” and observed that AmerenUE fuel expenses were not sufficiently 25

volatile to merit adjustment clause treatment and also noted that AmerenUE’s 26

ability to engage in profitable off-system sales tends to mitigate the impact of future 27
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fuel price increases that may be experienced by AmerenUE, implicitly recognizing 1

the fifth criteria stated above.9 Also, I am advised by counsel that the Illinois 2

Appellate Court reversed an Illinois Commission decision in which it approved rider 3

treatment for costs associated with demand side management programs and their 4

associated lost revenues, holding that the approved rider treatment constituted 5

illegal single-issue ratemaking.10  6

Q. Has any witness for PGL and North Shore acknowledged the validity of the 7

evaluative criteria you suggest?8

A. Yes.  In the response to Data Request No. AG 4.06, the Companies stated, “Mr.9

Feingold believes that a ratemaking mechanism that provides for periodic rate 10

adjustments to recover certain base rate components should be considered as an 11

appropriate regulatory method when it addresses costs that are: (1) uncontrollable 12

by the utility; (2) variable and unpredictable; and (3) material in nature.”  While Mr. 13

Feingold would probably apply these criteria more liberally than I believe is 14

appropriate, there is no apparent disagreement regarding the need for a showing of 15

large, volatile and uncontrollable characteristics before rate tracking tariff riders 16

should be considered.17

Q. Do regulated utilities in Illinois, if they experience significant attrition between 18

rate cases that compromises their financial strength, as a result of large and 19

volatile cost changes, have any options for regulatory relief other than 20

piecemeal rate tracking tariff riders or accounting deferrals? 21

                                                                                                                                                
8 Report & Order Issued May 22, 2007; In the Matter of Union Electric Company d/b/a 

AmerenUE’s Tariffs Increasing Rates for Electric Service, Case No. ER-2007-0002; pp. 15-27
9 Id, pp. 23-24.
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A. Yes.  In general, utilities are not restricted as to when they may petition the 1

Commission for rate relief.  Illinois utilities are allowed interim rate relief when 2

facing very serious financial circumstances, if required factors are present.11  In the 3

event PGL or NSG actually experiences serious attrition problems under traditional 4

regulation in the future, the Company may be able to qualify for interim rate relief 5

as a remedy for such problems.6

Q. Does the historical financial performance of PGL and NSG in Illinois indicate 7

any apparent problems with traditional regulation, such that extraordinary 8

rate tracking treatment is warranted based upon demonstrated financial 9

needs?10

A. No.  The Companies have not requested a general rate case increase in Illinois since 11

1995, which is a strong indication that traditional regulation has been working 12

reasonably well and that the Companies’ non-gas costs to provide utility service 13

have not been growing significantly faster than utility margin revenues (revenues 14

less gas costs).  PGL’s actual earned return on equity (“ROE”) has been consistently 15

positive, staying within a range from 10.16 to 14.52 percent throughout the nine 16

year period 1995 through 2003.12  More recently, PGL states its returns have 17

declined as described in the testimony of Mr. Borgard,13 and the alleged decline in 18

                                                                                                                                                
10 A.Finkl & Sons Company v. Illinois Commerce Commission, 250 Ill.App.3d 317, 620 N.E.2d 1141 

(First Dist. 1993)..
11 I am advised by counsel that Section 9-202(b) of the Illinois Public Utilities Act permits the 

Commission to grant interim rate relief when the Commission enters upon a hearing concerning 
the propriety of any proposed rate or other charge, classification, contract, practice, rule or 
regulation and the Commission finds that a hearing to determine all of the issues involved in a 
final determination of rates or services will require more than 120 days.  Part 330.30 of the 
Commission’s rules provide the necessary conditions that must be met by the utility for the 
Commission to grant interim rate relief.

12 Peoples Gas response to Data Request No. AG.4.08.
13 PGL Ex. LTB-1.0, page 9.
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PGL earnings since 2003 has undoubtedly contributed to the Company’s decision to 1

pursue the pending rate increase request.  2

For North Shore, financial results under traditional regulation have been 3

similarly stable, with ROE ranging from 10.43 to 14.13 percent in all years 1995 4

through 2005, except for the year 2000 when ROE was 5.38 percent.14  It appears 5

that traditional test year regulation has served the Companies well with no apparent 6

need for extraordinary forms of rate rider price increases between test years.7

The following table summarizes historical achieved rates of return for the 8

two utilities, indicating that traditional test year regulation without the piecemeal 9

rate trackers now being proposed, has apparently provided an adequate opportunity 10

for the utilities to consistently achieve a reasonable return on invested equity capital:11

Table 1:12
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Q. Have the Companies produced any evidence that recent changes in their 1

operations will preclude them from continuing to earn reasonable returns in 2

the future under traditional regulation, if the newly proposed rate rider tariffs 3

are not approved?4

A. No.   PGL and North Shore have not provided any projected information that 5

indicates a need for extraordinary rate rider forms of additional future rate relief.  6

When asked in Data Request No. AG 4.05 whether the Companies have prepared 7

any projections of future financial performance with or without the benefits of 8

proposed Riders EEP, UBA, VBA or ICR, to evaluate the financial impact of any or 9

all of the proposed riders, the Companies responded “There are none.”10

11

IV. RATE TRACKING RIDERS SHIFT RISKS AND COSTS TO RATEPAYERS 12
WITH NO SHOWING OF NEED BY THE UTILITIES13

14

Q. Is there a common theme associated with each of the proposed new tariff 15

riders that are addressed in your testimony?16

A. Yes.  Each of the proposed riders, if approved by the ICC, would tend to translate 17

potentially negative operational trends or discrete expected future cost changes into 18

piecemeal rate increases to consumers.19

Q. How would Commission approval of the Companies’ proposed VBA 20

decoupling tracking tariff impact customers?21

A. The Companies’ VBA proposal promises generally higher prices for consumers, 22

with no demonstrated benefits for customers in the form of enforceable 23

                                                                                                                                                
14 North Shore Gas response to Data Request No. AG. 4.08.
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commitments to not seek traditional rate increases in the future or to accept a lower 1

rate of return so as to recognize the shifting of sales volume risks to customers.  Mr. 2

Feingold’s Peoples Gas Ex. RAF-1.2 and North Shore Ex. RAF-1.2 illustrate the 3

long term historical declines in natural gas usage per residential customer with 4

projections of continued declines in such usage in the future.  Rider VBA would 5

adjust pricing to customers to normalize for weather fluctuations, but would also 6

continuously translate this gradual negative usage trend (after weather 7

normalization) into piecemeal rate increases between test years, to the distinct 8

disadvantage of utility ratepayers.  I will discuss in greater detail how the proposed 9

VBA would impact customers in a later section of this testimony. 10

Q. How would Commission approval of PGL’s proposed plant investment ICR 11

tracking tariff impact customers? 12

A. PGL’s proposed Rider ICR can only produce potentially higher prices for 13

consumers, with no corresponding demonstrated benefits.  In its proposed form, any 14

growth in spending on mains, services and house regulators above historical 15

average levels would translate directly into higher future prices for consumers.15  16

These rate increases would occur outside of a rate case in which PGL would need to 17

also account for generalized productivity growth, any specific cost savings 18

associated with such higher capital spending and any other changes in its revenue 19

requirements.  Mr. Schott’s testimony states at page 4, “The amount recoverable 20

                                                                                                                                                

15 See Direct Testimony of Valerie H. Grace, PGL Ex. VG-1.0 at page49, indicating that “Rider ICR 
will recover, on a per customer basis, costs associated with the accelerated replacement of cast 
iron and ductile steel main and connecting facilities, including services, meters and regulators.”  
The corresponding tariff at PGL Ex. VG-1.1, pages 142-144 is structured to calculate only a 
“charge” and no credit if expenditures decline from historical levels.
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under this Rider will be a function of any differences between the average of the 1

‘baseline’ levels of capital expenditures of the Existing Replacement Program 2

during fiscal years 2004, 2005 and 2006, which fiscal years were the twelve month 3

periods ended September 30, and the actual capital expenditures.”4

Q. Would the uncollectible tracker UBA tariff also shift the risk of increasing 5

costs to customers while reducing regulatory lag efficiency incentives?6

A. Yes.  Any increases in uncollectible accounts arising from changes in gas costs 7

would be recoverable outside of rate cases under the Companies’ proposed UBA 8

tariff.  While this proposed cost tracking is more symmetrical than the VBA and 9

ICR proposals, since both favorable and unfavorable uncollectible cost changes 10

would be tracked, the risks associated with fluctuating commodity cost bad debts is 11

shifted to customers under this proposal.12

Q. What do these three alternative ratemaking tariff rider proposals have in 13

common?  14

A. Each of the Companies’ proposed new rate trackers represent management’s 15

selection of isolated elements of the revenue requirement calculation, where future 16

changes are expected to have negative profit consequences to the utility, for 17

piecemeal rate changes that would shift costs and risks to ratepayers.   These 18

regulatory “sweeteners” would distort the Illinois regulatory framework and would 19

systematically disadvantage ratepayers who are entitled to a more balanced 20

assessment of the overall cost of service when utility rates are changed. 21
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Q. In this section of testimony, you have not included the EEP Rider proposal.  1

Why is it excluded from your discussion of shifting of costs and risks to 2

ratepayers?3

A. The EEP is not intended to track a discrete element of the normal utility revenue 4

requirement on a piecemeal basis so as to reduce regulatory lag.  Instead, Rider EEP5

appears to be proposed as a funding mechanism -- a device to collect in advance 6

funding revenues intended for efficiency program expenditures and to reconcile 7

such revenues to actual spending levels.  The efficiency program spending is 8

intended to be at a fixed annual amount that should be included within the base rate 9

revenue requirement, as more fully described later in this testimony.10

Q. Has PGL or NSG made any showing that it will need the additional future 11

revenues that may be created through VBA, UBA or ICR tracker piecemeal 12

rate increases in order to have a reasonable opportunity to earn the allowed 13

rate of return?  14

A. No showing has been made that any known and measurable changes in future PGL 15

or NSG revenues or expenses would contribute to significant earnings deficiencies 16

that could not be sufficiently addressed under traditional regulation.  The 17

Companies have not presented any attrition analyses or other studies to support the 18

premise that these extraordinary rate tracking tariffs are needed.  Traditional Illinois 19

regulation has clearly served the Companies well financially, and PGL and NSG do 20

not offer any evidence indicating any known and measurable changes that merit 21

changing the regulatory framework prospectively.   Other than speculation 22

regarding possible economic benefits associated with an Accelerated Program for 23
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future PGL capital spending on main replacements, above the Existing Replacement 1

Program described in Mr. Schott’s testimony, no evidence of known and 2

measurable financial changes has been presented.16  3

Q. If the Commission approves the VBA, UBA and plant investment ICR 4

trackers, will operating risks normally borne by shareholders be shifted to 5

ratepayers?  6

A. Yes.  Any future increases in PGL plant investment above historical averages, 7

which would normally be borne by shareholders between rate case test years, would 8

instead be tracked through rate changes to be funded on a piecemeal basis by 9

ratepayers.  Similarly, if weather normalized gas usage per customer declines 10

between test years, PGL and NSG would increase rates to shift such risk to their 11

customers on a piecemeal basis.   If gas commodity prices increase in the future, 12

any growth in uncollectible accounts caused by such price changes would be borne 13

by customers instead of shareholders.14

Q. Has the Commission previously authorized rate tracking mechanisms that 15

benefit PGL and NSG shareholders by shifting the risks arising from large and 16

volatile cost changes to ratepayers? 17

A. Yes.  The Companies are already insulated from significant risks associated with 18

potentially large and volatile changes in purchased gas costs through its 19

Commission-approved PGA mechanism.  Additionally, I understand that a Rider 11 20

Tariff exists to track and recover costs incurred by the Companies in connection21

with certain costs of remediation of manufactured gas plant sites. I believe the 22

                                                
16 Peoples Gas  Ex. No. JFS-1.0), pages 4-12.
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Companies are over-reaching in this case, by seeking additional new rate tracking 1

mechanisms to further transfer their operational risks onto ratepayers.  2

3

V. COMPLEXITY AND ADMINISTRATIVE BURDENS 4
5

Q. How do tracking tariffs generally impact regulatory complexity and 6

administrative costs?  7

A. The addition of tracking tariff riders adds complexity to regulatory processes in 8

several ways.  First, each new tracking tariff creates incremental new regulatory 9

reporting in support of periodic price changes that must be created by utility 10

company staff and then reviewed by Commission Staff personnel.  Then, it may be 11

necessary for Commission Staff to organize and conduct audits of the financial data 12

underlying the filings, since customer prices are directly impacted by such data.  If 13

any disputes arise from either informal review procedures or more comprehensive 14

audits, it may be necessary to develop formal discovery and dispute resolution 15

procedures.  When applicable review procedures are completed, the utility must 16

implement the rate change along with any customer disclosures that may be 17

required and then be ready to respond to customer inquiries arising from rate 18

changes.  Unfortunately, because tracking tariffs are designed to facilitate expedited 19

rate changes, the process just described must often occur within a compressed 20

timeline that can frustrate efforts for thorough review and/or contribute to increased 21

costs to the utility, the regulatory agency, intervenors and customers.  22
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Q. Is it reasonable to expect that utility company employees and ICC Staff 1

personnel would be burdened with significant additional work if the VBA 2

decoupling tariff were adopted?  3

A. Yes.  Company witness Ms. Grace describes the monthly filings and calculations 4

that are proposed to administer Rider VBA, indicating the need to report and 5

calculate changes in actual customer and usage levels relative to a “baseline” 6

distribution margin per customer for each of three rate classes.17  The inherent 7

complexity of these calculations can be seen in the proposed tariff for Rider VBA, 8

which contains formulae to calculate an “Effective Component” as well as a 9

“Reconciliation Adjustment” with interest added to any reconciliation balances.18  10

Reports to be prepared to support the monthly calculated changes to the VBA Rider 11

rates are set forth in eight pages of information sheets for each of the two 12

Companies.19  Given the importance of the calculations to customers’ rates, ICC 13

Staff personnel would need to review and audit such calculations.  Out of apparent 14

concern regarding the Staff’s audit burden associated with the VBA, Staff 15

propounded Data Request No. DLH 2.12, asking the Companies to agree to add a 16

provision to any VBA Rider that would “require an annual internal audit of the 17

annual statement of the Reconciliation Adjustment RA1 and RA2 of the VBA Rider 18

for each Company”, and in their response, the Companies agreed to add such a 19

provision.20

Q. Have the utilities acknowledged any administrative burden or cost arising 21

from the addition of monthly VBA Rider rate adjustments?22

                                                
17 Peoples Gas Ex. VG-1.0, pages 46-48; North Shore Ex. VG-1.0, pages 42-44.
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A. No.  In AG Data Request No. 3.09, the Companies were asked for their “best 1

estimate of annual administrative and regulatory costs to be incurred if the revenue 2

decoupling mechanism is approved by the Commission and implemented by them” 3

and the Companies responded that they “…do not anticipate any incremental 4

administrative or regulatory costs to be incurred” and that “the Company is unable 5

to determine whether the Commission Staff would incur any additional costs if the 6

revenue decoupling mechanism were approved.7

I do not agree with the Companies’ optimistic view that no incremental 8

administrative costs would result from implementing the proposed VBA tariff.  9

Even if the VBA proved ultimately to be as simple and non-controversial to 10

administer as PGL and NSG expect, any regulatory complexity and burden added 11

by the VBA would compound the regulatory administration burden and costs 12

already arising from the Company’s PGA and would be simple and straightforward 13

only if no significant disputes arose over implementation details.  While in 14

isolation, PGL and NSG may not anticipate the VBA to add any significant time 15

commitment for ICC Staff, it would be entirely reasonable for the Commission to 16

consider any added burden as cumulative to all other proposed rate Riders as well 17

as any tariff riders that now exist or may be proposed by other regulated utilities if 18

expanded tracking becomes accepted ICC policy.  19

Q. Would the proposed plant investment ICR Rider, if approved, also add to the 20

cumulative administrative burden upon the utility and the ICC Staff?  21

                                                                                                                                                
18 PGL Ex. VG-1.1, pages 57-60, NSG Ex. VG-1.1, pages 55-58.
19 PGL Ex. VG-1.16; NSG Ex. VG 1.15.
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A. Yes, for the same reasons discussed above with respect to the VBA Rider 1

mechanism.  The administrative complexity of the ICR Rider is evident from the 2

complex “Section C – Determination of Charges” formulae and the multiple defined 3

input values to be determined and calculated on an annual basis.20  If any prudence 4

review is required before new plant investment is chargeable to customers, the 5

administrative burden associated with the ICR Rider may be quite significant with 6

each ICR filing made.  If such a review is foregone, customers lose the protection of 7

a significant element of regulatory oversight.  Later in this testimony I discuss in 8

greater detail the mechanical problems and other inconsistencies associated with the 9

specific formulae proposed for use in administering Rider ICR.10

Q. If the proposed Riders UBA and EEP are also approved for the two utilities, is 11

it reasonable to expect that the utilities, the ICC Staff and any interested 12

customer representatives would face an incremental administrative burden?13

A. Yes.  Additionally, if such piecemeal rate change tariff riders are approved for PGL 14

and NSG, it is reasonable to expect other regulated utilities in Illinois to also 15

propose piecemeal rate tracking tariff riders that would be advantageous to their 16

shareholders, which would further contribute to statewide regulatory burdens.17

18

19
20
21

                                                
20 See Peoples Gas Ex. VG-1.1 at pages 142-144.  Rider ICR would compare total actual capital 

spending each year within five different “Plant Investment (PI)” accounts to average historical 
investment in each of the accounts in the years 2004, 2005 and 2006 to determine a “Plant 
Investment Increment (PII)” in each year.  Then calculations of depreciation expense on only this 
incremental investment is subtracted, with the net incremental investment then multiplied by a 
pretax rate of return and a depreciation accrual rate pursuant to the formulae set forth at page 3 of 
the Rider.
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1
VI. RIDER VBA - DECOUPLING2

3

Q. At pages 13 through 36 of his testimony, Mr. Feingold describes the 4

Companies’ proposed decoupling mechanism, which has been labeled a 5

“Volume Balancing Adjustment Rider” or “VBA”.  What reasons are 6

advanced by Mr. Feingold in support of this new Rider?7

A. Mr. Feingold argues that certain “business challenges” are faced by gas utilities in 8

general and by Peoples Gas and North Shore, including sales margin variability 9

caused by weather fluctuations and declining use per customer due to 10

conservation.21  He describes how “margin revenues” are quantified in rate case test 11

year calculations, to provide recovery of what Mr. Feingold characterizes as mostly 12

fixed costs.  Then in subsequent years, the actual margin revenues the utility 13

collects vary due to weather and generally decline on a per customer basis due to 14

conservation trends.22  He observes at page 19 of his PGL testimony that, “Several 15

factors influence the level of customer gas usage, including weather variation, the 16

level of wholesale gas prices, and the effects of conservation measures, including 17

the impact of energy efficiency gains on customer use.”  After noting in his Peoples 18

Gas Ex. RAF-1.4 and North Shore Ex. RAF-1.4 how margin revenues for certain 19

customer classes have generally declined as a result of usage per customer trends 20

since the last rate case, Mr. Feingold claims at page 21 that:21

The proposed Rider VBA will minimize the impact of weather on 22
[Peoples Gas’ / North Shore’s] financial condition and on the 23
volatility of its customers’ bills.  The proposed Rider represents the 24

                                                
21 PGL Ex. RAF-1.0, pages 6-7 and page 13.  NSG Ex. RAF-1.0, pages 5-7 and page 12.
22 Id, pages 15-19 for PGL, 13-17 for NSG.
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required fundamental change to the utility ratemaking process to 1
recognize that a utility such as [Peoples Gas/North Shore] has 2
difficulty in establishing a reasonable level of volumes in a rate case 3
that can represent its volumes in future periods.4

5
Mr. Feingold also advances other arguments in favor of the new Rider VBA rate 6

proposal, including:7

 Proposed Rider VBA will remove the disincentive to promote energy 8

conservation and efficiency programs for its customers. (PGL pages 22-23)9

 Other gas utilities are proposing and implementing “solutions” such as 10

weather normalization adjustment clauses or revenue decoupling 11

mechanisms. (PGL page 21)12

 Certain industry groups have endorsed the “concept of decoupling”. (PGL 13

pages 26-29)14

 Some state regulators have approved the “concept of revenue decoupling”.15

(PGL page 30)16

 The financial community has acknowledged that decoupling is favorable to 17

LDC’s and their credit ratings. (PGL page 31)18

 The impact of proposed Rider VBA upon customers’ bills will be 19

“minimal”. (PGL page 35)20

In this section of my testimony, I will respond to these claims and explain why 21

Rider VBA is not appropriate and should be rejected by the Commission.22

Q. Has Mr. Feingold or any other Company witness sponsored evidence to 23

support a conclusion that Rider VBA is needed in order for either utility to 24

earn reasonable future returns?25
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A. No.  Mr. Borgard also testifies in support of the VBA proposal, stating, “The 1

Company needs to decouple its cost recovery from the volumes used by customers, 2

particularly with respect to non-usage sensitive costs of service, if it is to have any 3

chance of earning a reasonable return and thereby maintain its ability to provide 4

safe, adequate, and reliable service to customers in an increasing energy efficient 5

environment.”23  While it is reasonably expected that Rider VBA will increase 6

future margin revenues for both utilities if approved, as long as gradual 7

conservation trends continue and weather conditions fluctuate around average 8

normal conditions, there has been no showing by either Company that such 9

additional revenues are needed in order for the Companies to have a reasonable 10

opportunity to earn the authorized return levels.11

Q. Has Peoples Gas Company or North Shore Gas experienced declining overall 12

margin revenues (revenues less gas costs) as implied in the companies’ 13

testimony?14

A. No.  Mr. Borgard sponsors an Exhibit LTB-1.2 for each utility and an Exhibit LTB-15

1.3 for PGL that indicates declining usage per small residential customer and per 16

PGL Rate 2 Customer since 1994.  Mr. Feingold’s Exhibit RAF-1.4 for each utility 17

also implies declining margin revenues.  However, Mr. Borgard and Mr. Feingold 18

are careful to discuss such gas usage and margin trends on a “per customer” basis, 19

limiting the discussion to only the small residential and commercial classes, but the 20

reality is that PGL and NSG overall gas margins are not systematically declining.  21

Total gas margin revenues are influenced by more variables than simply residential 22

                                                
23 Peoples Gas Ex. LTB-1.0, page 23; North Shore Ex. LTB-1.0, page 21.



Docket Nos. 07-0241, 07-0242 32 GCI Ex-MLB-1.0

and small commercial usage per customer, including the number of customers 1

served within each rate schedule, overall economic conditions and other factors.  A 2

more balanced and accurate depiction of overall margin revenue trends can be 3

observed in the following graph of actual margin dollars recorded by PGL in each 4

year from 1996, when base gas delivery rates were last changed, through fiscal 5

2006:6

Table 2: PGL Gas Margins7

8
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The actual recorded annual PGL margin revenues have been relatively stable in 11

overall terms for the past 11 years, ranging from a low of $498 million in 2002 to a 12

high the year before, in 2001, of $577 million.  Average margin revenues 13

throughout this period were $540 million and margin fluctuations from year to year 14
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due to weather and other causes were always within $42 million or 8 percent of this 1

average amount.242

North Shore Gas margin revenues are also not declining in overall terms, 3

as implied by Mr. Borgard and Mr. Feingold, but have actually been trending 4

upward from 1996 through 2006:5

6

Table 3:7
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Recorded annual North Shore margin revenues have been trending gradually 10

upward for the past 11 years, ranging from a low of $70.2 million in 1998 to a high 11

in 2003 of $80.6 million.  North Shore witness Borghard acknowledges the fact that 12

North Shore’s service area is one of the fastest growing areas in Illinois.25  Average 13

                                                
24 The largest departure from average margins was in 2002, when actual margin revenues were $498 

million.
25 Borghard Direct, p. 13.
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margin revenues throughout this period were $75.0 million and margin fluctuations 1

from year to year due to weather and other causes were always within $5.6 million 2

or 8 percent of this average amount.26  3

Q. Does the actual trend in margin revenues experienced by PGL and NSG reveal 4

an important deficiency in the VBA proposal being advanced by the 5

Companies’ witnesses?6

A. Yes.  The Companies’ VBA proposal is hopelessly piecemeal, seeking to adjust 7

future utility prices for anticipated declines in usage per customer for selected 8

customer classes, while ignoring overall margin revenue stability or, in the case of 9

North Shore, generally favorable margin trends.  Gas utility margin revenues are a 10

function of both the number of customers being served and the average usage levels 11

of such customers in all customer classes.  Clearly the addition of new customers by 12

PGL and to a larger extent by NSG, as well as all other influences upon achieved 13

gas margin income tends to offset most or all of the declining usage “per customer” 14

that Messrs. Borgard and Feingold have chosen to emphasize.15

Q. At page 11 of his PGL testimony, Mr. Borgard states, “Further, the reduced 16

usage per customer has not been offset by the increase in the number of 17

residential heating customers served by the Company.”  How can this be true 18

if overall margin revenues for PGL, as shown in your Table 1, are not 19

declining?20

A. Apparently, the key phrase in Mr. Borgard’s statement is his use of the restriction to 21

limit the increased number of customers to only “residential heating customers”.  22

                                                
26 The largest departure from average margins was in 2003, when actual margin revenues were $80.6 
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Clearly, when viewed more broadly in Tables 2 and 3 above, customer growth and 1

other drivers of overall margin revenues are offsetting the declines in residential 2

usage per customer that would be addressed by proposed Rider VBA.3

Q. Mr. Feingold’s NSG and PGL Exhibit RAF-1.4 also depicts negative “margin 4

variance” amounts in the million of dollars for North Shore and in the tens of 5

millions of dollars for Peoples.  How can these graphs be reconciled to the 6

much more favorable total margin revenue trends you show in your Table 2 7

and Table 3, above?8

A. It appears that Mr. Feingold has also chosen to narrowly focus his calculations upon 9

volumetric changes per customer within selected rate classes, rather than evaluating 10

the Companies’ overall actual margin revenue trends, as shown in my Tables 2 and 11

3, above.  Mr. Feingold states that he prepared Exhibit RAF-1.4 to illustrate how 12

the “baseline use per customer level” established by the Commission in the 13

Companies’ last rate cases were “not representative of [the utilities] expected future 14

trends”.27  Mr. Feingold clearly states his preference that, “The reference point 15

should be the use per customer levels established in [Peoples Gas’/North Shore’s] 16

last rate case…”28, but this is an unreasonably narrow “reference point” for the 17

analysis of overall margin revenue trends that are actually being experienced by 18

these utilities.19

Q. At page 16 of his testimony, Mr. Feingold states that it is important for a utility 20

such as Peoples Gas or North Shore Gas to actually realize the margin revenue 21

                                                                                                                                                
million.

27 Peoples Gas Ex. RAF-1.0, page 19; North Shore Ex. RAF-1.0, page 17.
28 Id. page 18.
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that was allowed by the regulator in the utility’s most recent rate case.  Do you 1

agree with this statement?2

A. No.  I disagree with the suggestion that any specific dollar amount of approved 3

margin revenue in a rate case or any resulting margin revenue per customer amount4

should be guaranteed revenue for the utility. All of the ratemaking input values will 5

change in the future; test year expenses will change, the cost of capital will change 6

and test year rate base values are not expected to remain constant after completing a 7

rate case.  Changes in all of these values, some favorable and some unfavorable, 8

will impact earnings after the test year.  The dynamic nature of the inputs to 9

revenue requirement calculation is precisely why traditional regulation imposes the 10

structure of a test year that is prepared on an internally consistent “matched” basis.11

Q. According to Mr. Feingold, “The utility’s financial health is directly tied to its 12

ability to recover the total cost of service (excluding purchased costs) approved 13

by its regulator through the margin revenues upon which its base rates were 14

previously established.”29  Does the form of decoupling proposed in Rider VBA 15

“lock in” the test year approved margin revenues?  16

A. No.  Even if approved levels of margin revenues from the pending rate cases were 17

intended by the Commission to be fixed after a rate case (which they are not), it is 18

quite apparent that Mr. Feingold and the Companies are not proposing complete19

revenue decoupling.  Instead, the Companies intend to retain any future margin 20

growth arising from serving new customers or from other factors for the sole benefit 21

                                                
29 Peoples Gas Ex. RAF-1.0, page 16; North Shore Ex. RAF-1.0, page 14.
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of shareholders between rate cases, while changing prices through the VBA to 1

account for any changes in usage “per customer” that may occur in the future.2

Q. Have the Companies produced any illustrations of revenue effects that would 3

have occurred if the VBA Rider had been approved in the last rate case for 4

each utility?5

A. Yes.  In response to Data Request No. AG 3.06, the Companies provided a back-6

casting analysis showing how the proposed Rider VBA would have impacted 7

margin revenues if it had been in place over the past five fiscal years 2002 through 8

2006.  The value of Rider VBA to shareholders and the cost to ratepayers is clearly 9

illustrated by these calculations performed by the Companies.  Incremental Rider 10

VBA revenues would have provided an additional $218 million to Peoples Gas 11

pretax operating income over the past five years and an additional $24 million to 12

North Shore pretax operating income.  These responses show that ratepayers would 13

have paid much higher rates if the companies’ proposed decoupling mechanism had 14

been in place, with margin rate increases growing to about 11.2 percent for PGL 15

and 8.9 percent for NSG by 2006.30  I have attached copies of the Companies 16

responses to these data requests as GCI Exhibit MLB-1.3.  17

Q. In prior testimony, you provided graphs captioned Table 2 and Table 3, 18

showing actual recorded PGL and NSG gas margin revenues over the past 11 19

years, respectively.  How would the additional Rider VBA margin revenues 20

have impacted recorded margins if the new Rider had been in effect over the 21

past five years, using the Companies’ calculations in GCI Exhibit MLB-1.3?22
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A. The incremental Rider VBA revenues would have significantly shifted actual 1

Peoples Gas margin revenue as indicated in the following graph:2

Table 4:3

4
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30 According to the PGL response to AG Data Request No. 3.06 the total “VBA impact” in FY 2006 

would have been $61.9 million if the Rider had been effective in that year, while for North Shore 
the “VBA impact” would have grown to $6.9 million by 2006.  
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A similar up-shift would have been realized for North Shore’s margin revenues:1

Table 5:2

North Shore Gas Margin Revenues
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As noted previously, the Companies have provided no specific evidence of financial 4

need in support of the proposed Rider VBA, which would systematically increase 5

margin revenues between rate cases if declining residential and small commercial 6

per customer usage trends continue.7

Q. With regard to the evaluative criteria for exceptional piecemeal rate tracking 8

you defined earlier, are the expected margin revenue impacts arising from 9

proposed Rider VBA large enough to satisfy the criterion involving the 10

financial importance of the amounts involved?  11

A. No.  The proposed VBA can be expected to produce relatively large cumulative 12

revenue impacts if it remains in place for many years between rate cases, but the 13

change in revenues in individual years is not particularly large. If we refer to the 14

back-casting analysis in the immediately preceding answer, the largest annual 15
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margin dollar change from the back-casted VBA illustration, assuming1

implementation in 2002, was a margin revenue change of $21.7 million (from $43.9 2

million to $22.3 million) for PGL and $4.5 million (from $6.0 million to $1.6 3

million) for North Shore in 2003.31 Annual margin changes in other years were 4

generally smaller. These amounts, after reduction to account for income and 5

revenue taxes of about 40 percent32, are significant but not particularly large in 6

relation to the total test year operating income proposed by PGL of $108 million at 7

proposed rate levels and $16.9 million for NSG at proposed rate levels.33  Rider 8

VBA is not obviously consistent with the first evaluative criterion I describe for 9

piecemeal rate tracking, that its impact be substantial enough to have a material 10

impact upon revenue requirements and the financial performance of the business 11

between rate cases. Notably, looking solely at margin revenue changes does not 12

indicate that earnings were necessarily impacted because of the reasonable 13

expectation that productivity gains and changes in other costs could mitigate any 14

margin changes between years.15

Q. Does Rider VBA satisfy the second evaluative criterion for exceptional rate 16

tracking that considers the volatility of changes impacting utility earnings?17

A. While there is clearly some margin revenue volatility caused by weather, I do not 18

believe Rider VBA clearly meets the volatility criterion.  First, a review of actual 19

historical recorded margin revenues for PGL and NSG in Tables 2 and 3 does not 20

                                                
31 See  GCI Exhibit No. MLB-1.3. 
32 PGL Schedule A-2.1 sets forth State Income Taxes of 7.3 percent and Federal Income Taxes of 35%, 

applied to taxable income after deducting the State Income Tax, which yields a composite effective 
income tax rate of 39.7 percent.  Thus, a PGL pretax margin income change as large as $21.7 million 
would impact operating income by about $13 million or 12 percent of Company-proposed income 
levels.
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reveal unacceptable levels of volatility in experienced margin revenues over the 1

past 11 years.  These tables show fluctuations in margins from year to year, 2

probably due in large part to weather fluctuations, but relative stability over 3

multiple years. Similarly, the magnitude of changes in annual VBA adjustment 4

amounts assuming implementation in 2002, as shown in GCI Exhibit MLB-1.3, 5

does not suggest that the rider is needed to address revenue volatility concerns.  6

Tables 4 and 5 above, illustrating the back-casting impacts of proposed Rider VBA,7

show the rider does not effectively eliminate margin fluctuations during the prior 8

years that are modeled.9

Q. If the Commission were concerned about margin revenue changes caused by 10

weather fluctuations, should the proposed VBA Rider be approved?11

A. No.  The VBA is scoped much more broadly than is required to accomplish weather 12

normalization adjustments.  If a weather normalization adjustment clause (“WNA”) 13

is desired, such a clause would be symmetrical and would tend to benefit customers 14

and shareholders.  In contrast, the VBA is not a reasonable response to concerns 15

about symmetrical weather fluctuations around normal conditions because the VBA 16

is overly broad and would systematically increase rates for all changes in usage per 17

customer, including but not limited to weather fluctuations. Moreover, as discussed 18

above, tracking margin revenues on a per customer basis and then adjusting prices 19

to lock in such margins is an arbitrary metric that ignores overall revenue and 20

expense changes, to the benefit of the companies and the financial detriment of 21

ratepayers.22

                                                                                                                                                
33 See Schedule C-1, page 1 of the Section 285 filings of each utility in column K at line 24.
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Q. Does the proposed Rider VBA satisfy the third evaluative criterion you suggest 1

for piecemeal rate trackers, that the changes tracked in a proposed rider are 2

beyond the control of management?3

A. For this criterion, I would conclude that changes in residential and small 4

commercial gas usage per customer between rate cases, due to either weather or 5

conservation, are primarily beyond the control of management.  However, my 6

opinion on this second point appears to differ from Mr. Feingold’s.  He argues that 7

Rider VBA is needed to “remove the disincentive Peoples Gas has to promote 8

energy conservation and efficiency programs for its customers” – implying that 9

management does exert some control over customer usage levels.34  If the 10

Commission agrees with Mr. Feingold’s concern about conservation disincentives 11

and finds that customer usage levels are within the control of utility management, 12

the need for Rider VBA to track gas usage changes is not justified under the 13

“beyond the control of management” criteria.14

Q. Do you dispute that it is necessary to provide rate tracking for declining usage 15

per customer and related margins in order to promote conservation?16

A. Yes.  For many years residential and small commercial gas usage per customer has 17

been subject to the gradual cumulative effects of conservation, as well as many 18

other variables impacting natural gas demand, which include:19

 changes in consumer preferences (cooking, lighting, laundry, etc.), 20

 replacement of older, less efficient gas appliances and furnaces,21

 tighter and more efficient residential and commercial building designs, 22

                                                
34 Peoples Gas Ex. RAF-1.0 at page 22; North Shore Ex. RAF-1.0, page 20.
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 overall economic conditions, and 1

 consumer responses to changes in gas prices (elasticity).2

As noted above, many factors affect actual margin revenues, and usage per 3

customer is only one of the two main variables impacting such margin revenues –4

the other input being the number of customers being served.   With so many factors 5

impacting overall gas demand and margin income levels, it is unreasonable in my 6

view to isolate only usage per customer changes thought to represent conservation 7

effects for piecemeal rate tracking.  No dramatically changed facts or circumstances 8

now support elimination of normal test year ratemaking that sets gas delivery rates 9

based upon test year normalized sales volumes, allowing productivity gains 10

elsewhere in the business to offset the gradual effects of changing sales volumes.  11

Q. Is there any evidence that the Peoples/North Shore decoupling proposal would 12

lead to increased energy efficiency investment by either the Company or 13

ratepayers?14

A. No.  In concept, the Companies’ proposed Rider VBA will only make the utility 15

indifferent regarding the promotion of conservation and energy efficiency efforts.  16

Conspicuously absent from the Companies’ testimony is any suggestion, let alone a 17

specific proposal, that they will invest more dollars in energy efficiency programs if 18

Rider VBA is approved.  Moreover, outside of an agreement to contribute $5 19

million to energy efficiency measures arising out of a settlement in a case resolving 20

the reconciliation of purchase gas adjustment clause revenues35, and a separate21

agreement in the recent merger settlement to spend a combined Peoples/North 22
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maximum of $7.5 million on an energy efficiency program to be administered by a 1

third party governance board36, neither Company has any history of promoting or 2

designing significant energy efficiency programs for its residential customers.  In 3

fact, according to the terms of the merger settlement agreement in ICC Docket No. 4

06-0540, the Companies agreed to implement energy efficiency programs only “at 5

the funding levels that the Commission approves, and for which it provides cost 6

recovery, either in base rates or a rider, in the rate case orders.”37   Given that the 7

two Companies have limited their proposals in this case for the implementation of 8

energy efficiency programs to the $7.5 million agreed to in the merger settlement, 9

there simply is no reason to believe that the utilities will invest more in energy 10

efficiency programs if Rider VBA is implemented.11

In addition, neither Mr. Feingold nor Mr. Borgard addresses the question 12

of how implementation of Rider VBA will affect customer incentives to conserve 13

energy and utilize energy efficiency measures on their own.  Rider VBA, in effect,14

punishes Peoples and North Shore customers by raising future per therm charges on 15

a monthly basis when customers conserve and reduce future margin revenue-per-16

customer below a threshold level set in this docket.  I believe it is fair to assume 17

that the incentive for customers to lower their thermostats, invest in more energy 18

efficient appliances and weatherization measures, and participate in any company-19

sponsored programs will be diminished if Rider VBA is adopted.   20

                                                                                                                                                
35 ICC Docket No. 00-0720, 01-0707, 02-0727, 03-0705, 04-0683, 00-0719, 01-0706, 02-0726, 03-

0704, 04-0682, Settlement Agreement and Release, p. 5.
36 ICC Docket No. 06-0540, Memorandum of Agreement, pp. 3, 4. 
37 Memorandum of Agreement, ICC Docket No. 06-0540, p. 4.
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Q. Does regulatory lag create a problem, by encouraging gas utilities to grow 1

demand or by discouraging conservation of energy? 2

A. Not significantly.  While it is true that utility shareholders will generally benefit 3

when sales volumes increase between test periods and are harmed when sales 4

decline, overall sales volumes are influenced by the addition of new customers as 5

well as by changes in usage levels of existing customers.  In this era of higher-6

priced natural gas, utilities have no choice but to support energy efficiency 7

measures as necessary to attract new customers and to retain existing gas utility 8

customers that may otherwise elect alternative energy sources such as electricity 9

when appliances are being installed or replaced.  10

Q. Mr. Borgard has attached the “Conditions of Approval” for the Companies’ 11

merger with WPS Resources Corporation as Exhibit LTB-1.6.  Is it significant 12

that condition number 29 requires that “A third party administrator will 13

implement any energy efficiency program(s)” that are required to be funded 14

by the Companies in the pending rate cases?15

A. Yes.  Third party administration causes the effectiveness of conservation programs 16

to be beyond the control of utility management.  Any potential concerns about the 17

alleged utility “disincentive” to support conservation under traditional regulation, as 18

suggested by Mr. Feingold, is therefore inapplicable and not relevant to PGL or 19

NSG because of the third party administration provision within the merger 20

Conditions.  21
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Q. You explained in prior testimony how Rider VBA would add administrative 1

complexity and costs that should be considered by the Commission.  Isn’t this 2

true of any new tariff rider?3

A. Yes.  This evaluative criterion would require a balancing of administrative 4

practicality with the relative importance of and need for the newly proposed rider.  5

It is important that any rider that would change prices to consumers on an expedited 6

basis be readily calculated, audited and confirmed as reasonable and also be easily 7

understood and accepted by customers.  Rider VBA involves significant added 8

regulatory complexity that is not warranted, given the lack of demonstrated 9

financial need for the rider and Rider VBA’s anticipated performance relative to the 10

other criteria discussed herein.  As noted earlier, the concept of automatically 11

raising prices to make the utility “whole” when customers conserve may prove 12

difficult to explain to customers who expect to save money when investing in 13

conservation or when electing to dial-back their thermostats.14

Q. How does the proposed Rider VBA perform under your fifth evaluative 15

criterion, which requires consideration of offsetting or mitigating factors?16

A. The proposed Rider VBA fails this evaluative criterion because it does not account 17

for the mitigating impact of customer growth and other changes in margin revenues 18

that have tended to offset declining margin revenues arising from conservation (see 19

Tables 2 and 3, above).  The VBA also fails to account for the fact that both utilities 20

have been able to operate successfully for more than 10 years since their last rate 21

case and without any rate tracking for declining usage per customer.  This fact is a 22

clear indication of the existence of productivity effects and other variables that tend 23
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to mitigate the long-standing downward trend in usage per residential customer that 1

has been experienced historically.2

Q. In your opinion, does the Companies’ proposed Rider VBA properly balance 3

the interests of shareholders and customers?4

A. No.  Gas utility delivery revenues (revenues less gas costs) are subject to fluctuation 5

for many reasons as previously listed, including sales volume variation due to 6

weather, replacement of inefficient older appliances, improved building codes, 7

variation due to conservation and price elasticity effects as well as growth in 8

revenue from adding new customers.  The VBA proposal would adjust rates to 9

eliminate gas usage and revenue fluctuations due to weather, replacement of 10

appliances, price elasticity or conservation effects, effectively guaranteeing 11

collection by the utility of the gas margin revenue per customer that was used to set 12

rates.  At the same time, the Companies would be allowed to collect and retain for 13

shareholders (not track through rates) any increase in margin revenues associated 14

with adding new customers.  The combined effect of rate tracking for anticipated 15

declines in usage per customer, while not tracking favorable revenue impacts from 16

adding customers or other variables, will assure the utilities and their shareholders 17

of stable and increasing future revenue levels while shifting to customers all risks 18

associated with usage per customer declines due to weather and conservation (or 19

any other cause).  Customers would pay higher rates due to mild weather or as a 20

result of their collective success in conserving energy, while paying lower rates 21

only when sales growth due to severe winter weather is normalized through the 22

VBA.  It is reasonable to expect that implementation of Rider VBA will produce23
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lower annual customer bills only after unusually high usage is experienced due to 1

extreme winter weather.  In most years, customers will see increased bills under 2

Rider VBA.3

Q. Does traditional ratemaking involve the measurement of overall gas delivery 4

volumes, instead of changing rates for only the declining usage “per customer” 5

that Mr. Feingold has chosen to focus upon?6

A. Yes.  This holistic test year approach under traditional regulation is critically 7

important to the establishment of just and reasonable utility rates because it 8

accounts for all elements of the revenue requirement, including the number of 9

customers being served in the test year, their usage levels, and all of the investment 10

and expenses incurred to provide gas delivery services to such customers within the 11

test year.  The reasonableness of resulting utility rates is heavily dependent upon a 12

balanced review of all ratemaking elements at a common point in time.  Departures 13

from the traditionally balanced test year approach should be implemented only 14

when compelling facts justify upsetting this balance by establishing special cost 15

trackers or accounting deferrals subject to strictly applied regulatory criteria.16

17

VII.   RIDER ICR – PLANT INVESTMENT TRACKING18

19

Q. At page 3 of his testimony, Mr. Schott proposes a new “Rider ICR” designed to 20

“give rate effect to Peoples Gas’ proposal to accelerate the replacement of 21

CI/DI mains.” Are predictions of larger future capital investments a 22

reasonable basis to change regulatory treatment for such rate base 23

investments?24
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A. No.  Capital investment levels by gas distribution utilities tend to vary from year to1

year and can best be addressed through traditional test year ratemaking procedures.  2

Piecemeal rate rider increases for future increased utility plant investment, in 3

isolation, may contribute to excessive overall rate and revenue levels because other 4

revenue requirement determinants such as labor costs, non-labor expenses, changes 5

in the cost of capital and future revenue margin trends may also significantly impact 6

future achieved returns.  PGL has not explained why the productivity gains it has 7

achieved historically, which have allowed it to continuously invest in new utility 8

plant while also earning reasonable returns and avoiding a rate case for more than 9

10 years, will suddenly terminate in the future, such that new piecemeal rate 10

tracking tariffs like Rider ICR are now needed to increase rates between rate cases 11

for any increased capital investments.12

Q. Should PGL’s proposed new Rider ICR be approved by the Commission?13

A. No.  This rate rider should be rejected for several reasons, as more fully explained 14

in this section of my testimony, including:15

 Rider ICR represents improper piecemeal regulation for an isolated element of 16

the revenue requirement, addressing plant investment costs that are more 17

properly captured using traditional test year regulation.18

 Rider ICR fails the generally accepted tests for rate tracking tariff riders, 19

because it is not proposed to respond to large, volatile cost changes that are 20

beyond the control of management.21

 Rider ICR fails to account for productivity gains, including those that may 22

arise from accelerated replacement of older cast iron and ductile iron mains.23
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 Rider ICR would blunt regulatory lag incentives that should remain in place 1

under traditional regulation to retain focused management attention upon cost-2

effective investment decisions.3

 Rider ICR is improperly structured because it is not symmetrical, it fails to 4

properly account for growth in depreciation and deferred tax reserves that 5

reduce future rate base costs and it is not limited to only the capital projects 6

directly related to the “Accelerated Program” discussed by Mr. Schott.7

 Rider ICR would improperly increase rates for investments made between rate 8

cases without any Commission review of the prudency of those investment 9

decisions, in apparent violation of both the Illinois Public Utilities Act and 10

longstanding Illinois ratemaking practice and theory that permits recovery in 11

rates for used and useful, prudent utility investment.12

Q. How is growth in utility plant investment normally addressed in the regulation 13

of gas distribution utilities?14

A. New investment in utility plant contributes to the rate base balances that are allowed 15

a return in rate cases.  New plant balances are also subject to the accrual of 16

depreciation expense that is recognized for ratemaking purposes.  Test year 17

accounting captures the cumulative impact of plant investment additions, plant 18

retirements, accumulated depreciation accruals and accumulated deferred tax 19

balances that are impacted by utility management capital spending.  It is significant 20

that such test year accounting maintains the critically important matching of all 21

elements of rate base, operating revenues, expenses and the cost of capital, as 22

previously explained in my testimony.23
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Q. Has PGL been successful historically in offsetting the costs of newly added 1

plant investment as well as inflationary increases in operating expense levels by 2

employing new technologies and improving its business practices?3

A. According to the Companies, yes.  In his Direct Testimony, Mr. Borgard explains 4

that the Company has taken several significant steps to control costs and has made 5

numerous improvements in its operations to create efficiencies, including various 6

new technologies that “allow Peoples Gas to operate and maintain its system with 7

fewer employees than were required in 1995.”38  In fact, these productivity gains 8

have enabled PGL to reduce its number of employees from 2,940 to only 1,564 over 9

the past 11 years, a 47 percent reduction in headcounts.  I have attached a copy of 10

PGL’s response to Data Request AG 5.23 that summarizes these employment trends 11

as GCI Exhibit No. MLB-1.4.  12

Q. Have the productivity improvements and reductions in employee levels helped 13

the Companies mitigate the effects of inflation and increasing capital 14

investments?15

A. Yes.  According to Mr. Borgard, “In the 1995 Rate Order, Peoples Gas was allowed 16

to recover $213 million of operating expenses, excluding bad debt expense…In this 17

rate filing, however, we are requesting recovery of $215 million for operating 18

expenses, excluding bad debt expense”, indicating how productivity gains have 19

historically offset inflationary pressures upon PGL operating expenses.3920

Q. With regard to such productivity measures, would it be reasonable for the 21

Commission to assume that no future opportunities remain for PGL or NSG to 22

                                                
38 Peoples Gas Ex. LTB-1.0, page 13.
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continue to improve its operations and to continue the deployment of 1

productivity-enhancing new technologies?2

A. No.  According to the Companies’ responses to Data Request No. AG 3.14, 3

management is “…constantly in the process of identifying and implementing 4

technological innovations, evaluating and implementing efficiency measures and 5

investigating and implementing best practices.”  A complete copy of this response 6

is set forth within GCI Exhibit No. MLB-1.5.  Moreover, in light of the companies’ 7

recent merger with WPS Resources Corporation, the Companies have an incentive 8

to create and achieve synergies in excess of the amounts incorporated as “known 9

and measurable changes” in the operating expense and income statements submitted 10

in this consolidated docket.  Any additional synergies achieved beyond the 11

operating expense adjustments of $11, 445,400 for Peoples Gas and $1,633,000 for 12

North Shore will inure to shareholders.4013

Q. Has the Company made any showing that it may experience attrition in the 14

future because of higher expected capital expenditures or for any other 15

reason?16

A. No.  When asked if the Companies (PGL and North Shore) have prepared any 17

“projections of the future financial performance of each Company in years 18

subsequent to the test year, assuming base rate recovery of energy efficiency and 19

uncollectible expenses and no rate tracking for infrastructure plant additions or 20

changes in gas sales volumes/margins” or financial projections “to evaluate the 21

financial impact of any or all of the proposed Riders EEP, UBA, VBA or ICR”, the 22

                                                                                                                                                
39 Id, page 12.
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Companies responded, “There are none.”  I have attached a copy of this response to 1

Data Request AG 4.05 as GCI Exhibit No. MLB-1.6.2

Q. Are the revenue requirement impacts that arise from capital expenditures for 3

utility plant large, volatile and beyond the control of management, in relation 4

to overall revenue requirement or operating income? 5

A. No.  Capital expenditures translate into revenue requirements at a rate of about 15 6

cents per rate base includable dollar.  In its response to Data Request No. AG-4.15, 7

PGL provided illustrative calculations of the Rider ICR calculations that would be 8

submitted in March 2009 assuming Plant Investment Increment expenditures above 9

historical baseline levels of $32.8 million.  At this assumed spending level, the 10

Rider ICR incremental annual revenues would be $4.9 million, which represents 11

less than one percent of annual PGL non-gas margin revenues at proposed rate 12

levels and only three percent of annual pretax operating income at proposed rate 13

levels.41  Notably, this revenue requirement impact occurs at about 15 percent of 14

incremental capital spending ($4.9 million of revenue requirement on $32.8 million 15

of incremental spending), so PGL would need to vastly expand its incremental 16

capital spending to experience the large or potentially volatile revenue requirement 17

impacts normally required for special rate rider piecemeal rate tracking.  I have 18

included a copy of the PGL response to Data Request No. AG-4.15 as GCI Exhibit19

No. MLB-1.7. 20

                                                                                                                                                
40 Ratemaking Adjustment No. 20 for PGL and for NSG appears at Section 285.3015 Schedule C-

2.20 for each utility and is required to reflect Condition No. 13 of ICC Docket Order #06-0540.
41 PGL Schedule C-1 reflects gross margin income of $525 million at proposed rates ($1,609 million 

of Operating Revenues, less $1,084 million Cost of Gas).  Pretax Operating Income at proposed 
rates consist of after tax “Jurisdictional Operating Income” of $108 million, plus “Income Taxes” 
totaling $50 million at lines 19-22).
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Q. Are PGL capital expenditure levels beyond the control of management, such 1

that rate tracking increases and the removal of regulatory lag incentives would 2

be reasonable?3

A. I certainly hope and trust that PGL management is in control of capital expenditure 4

levels.  Significant capital expenditures are continuously required by utilities to5

replace, extend and modernize gas distribution facilities, and management should 6

be actively involved in facilities planning and design, construction workforce 7

management, materials procurement, contractor bidding and administration and 8

other elements of capital expenditure optimization.  At page 20 of his Direct 9

Testimony, Mr. Borgard acknowledges this responsibility in stating, “Prospectively, 10

Peoples Gas will have to continue its cost control activities and continue to push for 11

even more efficiencies to maintain operating and capital costs at a reasonable level 12

into the future so that the need for rate relief will be mitigated.”  However, with 13

reference to Mr. Schott’s Rider ICR proposal, Mr. Borgard continues at page 20 14

with the statement, “Also, Peoples Gas is interested in accelerating upgrades of its 15

system if it can receive timely recovery of this investment.” 16

Q. Would Rider ICR, if approved, reduce the normal regulatory lag incentive that 17

a utility faces between rate cases, which serves to encourage careful 18

management of capital expenditures?19

A. Yes.  Rider ICR would provide expedited piecemeal rate increases for incremental 20

capital investment between rate case test years, which would remove the normal 21

regulatory lag efficiency incentives.  This is recognized by Mr. Schott in his Direct 22

Testimony that, “Absent Rider ICR, if Peoples Gas were provided with 23
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opportunities to accelerate its Existing Replacement Program, the additional costs 1

of replacement would only be recoverable in base rates after the completion of 2

Peoples Gas’ next rate case.  Even then, return of and on capital between rates cases 3

[sic] would be forgone.”424

Q. Does traditional regulation preclude a utility from taking advantage of cost 5

effective opportunities to accelerate or delay capital spending?6

A. No.  Within the constraints of safety and service quality, management faces a 7

balanced incentive and a range of options under traditional regulation to optimize 8

the resources used in operations, including materials, labor, contract services and 9

capital investment, because all of these resources are subject to the same regulatory 10

treatment with actual costs periodically measured for ratemaking within a balanced 11

test year review process.  When making decisions about investing in new plant, 12

management should seek cost effective approaches that meet the requirements of 13

safe and adequate service, while recognizing business opportunities to target such 14

investment to limit excessive plant maintenance expenses and reduce lost and 15

unaccounted for gas (“LUFG”).  If accelerating investment levels is an 16

economically justifiable decision, there is no restriction under traditional regulation 17

to preclude such acceleration.  One of the problems with proposed Rider ICR is that 18

it removes this balanced incentive by granting expedited piecemeal rate increases 19

for broadly defined incremental plant investments, thereby excusing management 20

from the obligation to carefully manage and optimize capital expenditure levels.21

                                                
42 Peoples Gas Ex. JFS-1.0, page 4.
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Q. Is it reasonable to expect that accelerated spending on replacement of mains 1

and service lines may create savings for PGL in operations and maintenance 2

expenses?3

A. Yes.  Many types of operations and maintenance expenses are influenced by the age 4

and condition of utility plant.  For example, service calls for gas leaks and gas leak 5

repair expenses are impacted by the condition of mains and service lines and the 6

systematic replacement of problem areas in the gas distribution system can produce 7

significant improvement (i.e., reductions) in these costs.  Automation opportunities 8

also exist through modernization of distribution facilities, with examples such as 9

automated meter reading, that create staffing and O&M expense reduction 10

opportunities through new capital investments.  Therefore, capital investments in 11

gas distribution plant should not be subject to single issue rate tracking unless all of 12

the corresponding operational impacts created by such investments are also 13

recognized within the tracker.  14

In his Direct Testimony, PGL witness Mr. Doerk describes how Peoples 15

Gas uses a “Main Rating Index” to prioritize gas main segments for replacement, 16

using the maintenance history and leak incidence of the main segment as well as 17

other criteria to establish an MRI rating.43  Mr. Doerk notes that “leak repair data 18

compiled over the last ten years validate the effectiveness of the cast iron main 19

replacement program” and that “eliminating low pressure regulating stations 20

reduces ongoing maintenance cost and improves reliability.”44  In responding to 21

Data Request CUB-CITY 1.07, the Companies confirmed that “[t]he costs of 22

                                                
43 Peoples Gas Ex. ED-1.0, pages 16-17.
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maintenance and repair are implicitly considered in making decisions as to the 1

appropriate time to replace distribution facilities.”2

Q. Does the existing PGL Gas Main Replacement Program reduce gas leaks and 3

O&M Costs?4

A. Yes.  I have attached as GCI Exhibit MLB-1.9 a presentation prepared by Peoples 5

titled “PGL Gas Main Replacement Program” that was dated August 14, 2006 and 6

provided in response to Data Request No. AG-8.02.  According to this document, 7

the existing program has reduced gas leaks (see page NSPGL 1810) and has 8

reduced future O&M costs through “Avoided Future Maintenance Cost for CI/DI, 9

Reduction in Inside Safety Inspections and Repair of Pending Leaks” and has 10

produced savings through “Reduction in Future Bad Debt Losses” (see page 11

NSPGL 1821).12

Q. Has PGL proposed that the new Rider ICR account for any savings in 13

operating expenses that may result from accelerating the cast iron main 14

replacement program?15

A. No.  Proposed Rider ICR has no component to account for any O&M expense 16

savings.  In contrast, if return on and of accelerated gas plant investment were not17

provided preferential rate tracking treatment through Rider ICR, but were instead 18

handled through traditional test year regulation, all changes associated with such 19

investment would be captured in determining the revenue requirement for the test 20

year.21

                                                                                                                                                
44 Id, lines 364 and 389.
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Q. Would it be possible to expand Rider ICR to correct for the matching problem 1

associated with ignoring operational benefits that may be created by 2

accelerated plant investment?3

A. As a practical matter, it would likely be impossible to design a comprehensive 4

tracking mechanism to capture all financial impacts arising from new capital 5

investment because of the capital intensity of the utility business and the complex 6

ways in which changes in utility plant assets impact business operations.7

Q. At page 4 of his Direct Testimony, Mr. Schott states, “Rider ICR would give 8

Peoples Gas greater flexibility in its ongoing activity involving the replacement 9

of CI/DI mains.  The Rider would allow Peoples Gas to replace larger amounts 10

of CI/DI mains on its system in a considerably shorter time frame than the 40 11

to 45 year time frame presently in place.”  Is the new Rider ICR tariff limited 12

to only incremental spending to accelerate replacement of CI and DI mains?13

A. No.  Proposed Rider ICR would increase customer rates to provide a return on and 14

depreciation on all “Plant Investment Increment” amounts above historical average 15

investment levels, including all amounts invested in the following PGL Accounts:16

Account 376 - Mains Account 380 - Services Account 381- Meters17

Account 382 - Meter Installations Account 383 – House Regulators18

19

By defining eligible Plant Investment Increment to include all spending in these 20

accounts above historical levels, regardless of any relationship to the CI/DI 21

replacement program, Rider ICR would produce piecemeal rate increases for new 22

capital investment that goes far beyond the CI/DI main replacement program,23
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including new or replacement mains, services, meters and regulators involving any 1

materials whatsoever.  In its response to Staff Data Request No. DLH-1.05, PGL 2

confirmed that its proposed Rider ICR “….does not require the separate 3

identification of the cost of the Accelerated Replacement Program” and in response 4

to Data Request No. AG 7.02 PGL admitted that “Rider ICR would apply more 5

broadly to all investments made in the accounts above.”6

Q. In the event PGL capital expenditures in these accounts declines in the future, 7

relative to the historical average spending levels specified in the tariff, would 8

Rider ICR produce rate reductions for the benefit of customers?9

A. No.  The structure of the proposed tariff is not symmetrical, such that Rider ICR 10

would not operate to provide credits whenever future capital expenditures in a 11

particular year were lower than average historical spending.45  While it is unlikely 12

that future capital spending will decline, because of the requirement in the 13

Commission’s February 7, 2007 order in Docket 06-0540 requiring PGL to 14

maintain its capital spending at or above historical spending levels, the fact that 15

Rider ICR passes along only charges (not savings) to customers demonstrates that it 16

is designed to be beneficial only to the Company’s shareholders.17

Q. Has any independent outside consultant study been performed to evaluate the 18

adequacy of the Existing CI/DI Main Replacement Program?19

                                                
45 PGL response to Data Request No. AG 7.07.
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A. Yes.  Such a study was required as a condition of merger approval and was 1

performed by Kiefner & Associates, as described in the testimony of Mr. Schott.46  2

At page 1, the Executive Summary of the Kiefner & Associates report states:3

This report presents the results of a review and assessment of Peoples Gas 4
Light & Coke Company’s (PGL) Cast Iron (CI) and Ductile Iron (DI) 5
Replacement Program.  The review and assessment suggest that the CI and 6
DI main replacement program currently being carried out by PGL is 7
working effectively in that the pipe is being replaced at a reasonable 8
average rate and the numbers of breaks and cracks are declining.9

10
Noting the impacts upon operating expenses that result from the CI/DI replacement 11

program, the Kiefner & Associates report states at page 11:12

PGL implements a “Bang for the Buck” tool that incorporates spatial data 13
(GIS) with their main frame database (GMOS).  This is a useful tool in 14
selecting pipe for replacement by combining all segment attribute 15
information, including the MRI number, with things such as areas with a 16
high maintenance cost, or areas that reduce the need for inside safety 17
inspections.  The tool yields results by looking at operations and 18
maintenance costs and comparing those costs to the costs of replacement.  19
The ratio of these costs can be used to compare alternative projects. This 20
approach maximizes the benefits of selecting a particular segment for 21
replacement from both a safety and financial standpoint.22

23
These documents reveal the known interrelationships that exist between gas main 24

investment levels and operational costs, indicating how Rider ICR would 25

improperly increase prices between rate cases to allow piecemeal recovery of26

accelerated investment costs, while ignoring any operational benefits arising from 27

such accelerated investment.  In fact, approval of the proposed Rider may bias the 28

Company’s application of its own “tool” because of the more favorable regulatory 29

treatment that would be given the investment cost relative to the associated 30

                                                
46 See paragraph No. 23 of Peoples Gas Ex. LTB-1.6 at page 5 and Peoples Gas Ex. JFS-1.0 page 5. 
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operational impacts, potentially encouraging uneconomically excessive future plant 1

investment acceleration.2

Q. Does PGL have a reasonable opportunity to continue to select main 3

replacement projects with consideration of safety and financial issues under 4

traditional test year regulation?5

A. Yes.  Mr. Schott and the Kiefner & Associates work confirms that the Existing 6

Main Replacement Program, which has been functioning for many years under 7

traditional regulation, has been conducted in a prudent and reasonable manner and 8

represents a measured and safe approach to CI/DI replacement.47  If PGL decides in 9

the future to prioritize specific projects under this Program and to accelerate or 10

defer individual activities, either to achieve safety or financial benefits, all the costs 11

and all of the benefits of such activities would be recognized each time a new rate 12

case test year is analyzed.  This balanced review within a test year rate case ensures 13

that any benefits arising from CI/DI replacement or any unrelated productivity gains 14

realized elsewhere in the business are fully considered whenever increased plant 15

investment costs are considered for inclusion in rate base.  Moreover, I’m advised 16

by counsel that if the Company can specifically quantify any planned expenditures 17

associated with the accelerated program that “are reasonably certain to occur”4818

within 12 months after the filing dates of the tariffs, the Company is free to propose 19

pro forma adjustments to the test year, as permitted by Commission rules.  20

                                                
47 Peoples Gas Ex. JFS-1.0, page 5.
48 See 83 Ill. Admin. Code Part 287.40 (Pro Forma Adjustments to Historical Test Year)
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Q. Has the Company concluded that continued future capital investment in the 1

cast iron main replacement program at recent historical levels will not allow it 2

to maintain a safe and reliable system?3

A. No.494

Q. Are you recommending that Peoples abandon its plan to expedite its cast iron 5

and ductile iron main replacement program?6

A. No.  My testimony does not challenge or comment upon the need for the 7

accelerated program.  The issue is that Rider ICR, as proposed by PGL, would 8

produce piecemeal rate increases for new capital investment that go far beyond the 9

CI/DI main replacement program, as noted above.  10

Q. Are there other mechanical flaws in the structure of Rider ICR, beyond the 11

facts that the Rider does not capture any O&M expense savings, is not limited 12

to only accelerated CI/DI replacement and is not symmetrical?13

A. Yes.  The rider fails to account for additional deferred income taxes arising from 14

incremental plant investment.  A review of proposed Rider ICR, as set forth in 15

Peoples Gas Ex. VG-1.1 at pages 142 through 144 reveals computation of a “Rate 16

Base RB” value that recognizes “Plant Incremental Investment PII”, less 17

“Accumulated Reserve for Depreciation AD”, but with no further subtraction for 18

accumulated deferred income taxes which would also arise from incremental capital 19

spending.  20

There is also a problem with the narrowly defined “Accumulated Reserve 21

for Depreciation AD” term that is limited to depreciation accruals only upon the 22

                                                
49 PGL response to Data Request No. AG 8.01.
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Plant Investment Increment dollars.  In reality, PGL continues to collect 1

depreciation and build its Accumulated Reserve for Depreciation based upon 2

application of depreciation accrual rates to all plant investment, not just incremental 3

investment.  If fact, depreciation on embedded prior year capital investment 4

produces considerable cash flow for PGL that is available for reinvestment in 5

incremental new plant.6

Another problem with proposed Rider ICR is the complete failure to 7

account for plant retirement activity.  Whenever plant replacement activity occurs, 8

there should be a plant asset addition as well as corresponding retirements of 9

existing plant.  While retirement entries do not change rate base, because of the 10

simultaneous recording of a reduction to Plant in Service and a reduction to 11

Accumulated Reserve for Depreciation, there should be a direct reduction in 12

depreciation expense accruals associated with removal of the retired plant.13

Q. Can the input values and computations involved in administering the 14

Company’s proposed Rider ICR plant investment tracking tariff be readily 15

audited and verified through expedited regulatory reviews?16

A. No.  The proposed Rider ICR tariff relies upon several input values that should 17

become “fixed” in this rate case, including the historical average plant investment 18

baseline value and the pretax return rate, but the annual capital expenditure amounts 19

in each account that drive all the calculations would need to be verified each year.  20

PGL provided illustrative calculations of the annual Rider ICR filings it proposes in 21

its response to Staff Data Request No. DLH-1.03, which I have attached as GCI 22

Exhibit MLB-1.8.  Five pages of calculations are contemplated in total, with the key 23
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cost inputs being the “Plant Investment PI” amounts inserted for each year by Gas 1

Plant Account Number.  The Company contemplates rapid implementation of Rider 2

ICR rate increases, with a filing in March each year and rate implementation by 3

April 1, which would allow no substantive analysis or audit of the plant costs that 4

would cause such rate increases.  Any problems with plant cost classification 5

between accounts, AFUDC accruals contributing to total capitalized costs and 6

validation of construction work completion by year-end would need to be resolved 7

to implement annual rate changes by April 1 of each year.50  Proposed Rider ICR 8

raises a fundamental question regarding whether it is necessary for any Staff audit 9

or other regulatory examination to occur before new plant investments can be 10

included within rate base for cost recovery from customers.  The primary input 11

values under the proposed Rider ICR would be the “Plant Investment Increment” 12

recorded each year, but this amount is directly impacted by the total amount of 13

capital spending incurred to reach and exceed the average baseline amounts.  Thus, 14

every dollar of capital investment in the eligible Plant Accounts could translate into 15

rate adjustments.  In the event the Commission or Staff determine that any prudence 16

review or financial audit of recorded plant investments is required prior to 17

increasing rates to recover the incremental new plant investment, considerable 18

administrative costs may be added with implementation of Rider ICR.5119

                                                
50 Peoples Gas Ex. VG-1.1, pages 142-144 set forth the proposed Rider ICR terms and calculations.
51 In its response to Staff Data Request No. DLH 1.09, the Company agreed, “… to add a section 

that will require an annual internal audit of the ICR Rider.”  However, the scope of that internal 
audit would not address the reasonableness or prudence of actual recorded plant investment dollars 
driving the Rider ICR calculations, but instead would be limited to “determine that the annual 
filing referred to in our response to DLH 1.08 has been calculated in accordance with the Tariff.”
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Q.  Does the proposed Rider ICR include any examination of the prudence of 1

investments made and recovered in rates?2

A. No, it does not.  This potentially serious omission in the ratemaking process 3

contradicts the established practice of permitting recovery in rates of only 4

investments determined to be prudently incurred and used and useful by the 5

Commission.  Even if the Company agreed to amend its proposed Rider to 6

incorporate a prudence determination, the added complexity and administrative 7

burden associated with such an analysis further supports rejection of this rider 8

proposal.9

  Q. What is your conclusion and recommendation regarding PGL’s proposed Rider 10

ICR?11

A. I have concluded that Rider ICR is an unreasonable deviation from traditional test 12

year regulation, is destructive of test year matching and will systematically overstate 13

the Company’s revenue requirement by failing to reasonably account for all of the 14

changes in costs that are associated with changes in plant investment levels.  PGL has 15

failed to show that Rider ICR is needed and that the rider is properly restricted to the 16

stated purpose of accelerating the Company’s CI/DI main replacement program.  17

Further, if implemented, Rider ICR would dilute important incentives to management 18

to efficiently manage capital investment activities.  I recommend Rider ICR not be 19

approved by the Commission for all the reasons stated herein.20

21

VIII.   RIDER UBA – UNCOLLECTIBLE EXPENSE TRACKING22
23
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Q. Another piecemeal tracking tariff proposed by the Companies is a bad debt 1

expense tracker that has been labeled the “Uncollectible Balancing 2

Adjustment” or “UBA”.  What are the reasons stated by Company witnesses in3

support of this proposed rider?4

A. Mr. Borgard states that fluctuations in bad debt expense can be attributed to 5

changes in the price of gas being recovered by the utilities, and that a problem 6

occurs because bad debts are recovered in a fixed amount through base rates, 7

contributing to significant under- or over-recoveries of such costs.52 He sponsors 8

Peoples Gas Ex. LTB-1.5 and North Shore Ex. LTB-1.4 to illustrate such 9

fluctuations around the amount of expense last allowed in the Companies’ 1995 rate 10

case.  Mr. Feingold asserts that the “greater magnitude and more volatile nature of 11

bad debt experienced by utilities are certainly more challenging and are caused by 12

events that are almost entirely out of the control of the utilities.”  He explains 13

certain credit and collection changes and termination of service opportunities that 14

have been employed by the Companies and other utilities, but he concludes that 15

Rider UBA is needed because it will provide “the ability to recover the ongoing 16

level of bad debt expenses related to purchased gas costs that are largely 17

uncontrollable, variable and of an unpredictable nature, particularly in an 18

environment of widely fluctuating gas costs.”5319

Q. One of the criteria you mentioned for piecemeal rate tracking in earlier 20

testimony is that tracked costs should be substantial enough to have a material 21

impact upon revenue requirements and the financial performance of the 22

                                                
52 Peoples Gas Ex. LTB-1.0, page 26, North Shore Ex. LTB-1.0, pages 24-25.
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business between rate cases. How large were the historical annual changes in 1

bad debt expense that would be subject to tracking under a Rider UBA tariff 2

mechanism?3

A. With reference to Mr. Borgard’s Exhibit LTB-5 for PGL and LTB-4 for NSG, the 4

largest historical year swing in bad debts in total would appear to be in 2001, when 5

such expenses more than doubled from less than $20 million for PGL in 2000 to 6

nearly $40 million in 2001, with smaller but still significant percentage increases 7

experienced by North Shore in that year.  As with the Rider VBA impacts discussed 8

above, Rider UBA is not obviously consistent with the first evaluative criterion I 9

describe for piecemeal rate tracking -- that the cost changes it tracks be substantial 10

enough to have a material impact upon revenue requirements and the financial 11

performance of the business between rate cases.  With regard to PGL, a change in 12

annual expense of $20 million represents less than four percent of annual margin 13

revenues at proposed rate levels.54  In the years other than 2001, the fluctuation in 14

historical bad debt expenses was much smaller than $20 million.15

Q. Have bad debt expenses been volatile in the past, such that rate rider tracking 16

is justified to protect the financial integrity of the utility?17

A. Some volatility has been experienced in certain prior years, as evidenced by the 18

aforementioned Peoples Gas Ex. LTB-1.5 and North Shore Ex. LTB-1.4, 19

particularly in 2001 when gas commodity prices increased significantly and 20

customers experienced difficulties in paying much higher utility bills.  However, 21

since that time, bad debt fluctuations have moderated.  Assuming the Commission 22

                                                                                                                                                
53 Peoples Gas Ex. RAF-1.0, pages 37-40 North Shore Ex. RAF-1.0, pages 34-37.
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incorporates a normal, ongoing level of bad debt expense within the revenue 1

requirement, fluctuations in future bad debt expenses around such newly-allowed 2

levels set in this case should not be large enough to jeopardize the financial 3

integrity of the utility.4

Q. Should the fluctuations in experienced uncollectible expenses be considered to 5

be beyond the control of management between rate cases, another important 6

criterion for tariff rider piecemeal regulation?7

A. Not entirely.  Management clearly exerts a degree of control over its credit and 8

collection policies, within the constraints of the rule imposed by the Commission 9

regarding such matters.  On this point, Ms. Kallas testifies that Peoples Gas has 10

been able to control and reduce the bad debt write-off rate through a number of 11

enhanced credit and collection procedures.55  Traditional regulation of bad debt 12

expense preserves a strong regulatory lag incentive for utility management to 13

carefully manage credit risks and collection policies.14

Q. Are the calculations associated with proposed Rider UBA administratively 15

complex?16

A. Yes.  Peoples Gas Ex. VG-1.14 and North Shore Ex. VG-1.13 sponsored by Ms. 17

Grace set forth the series of monthly calculations required to administer the 18

proposed new Rider for each utility.  While the “Factor UEP” bad debt percentage 19

would be a fixed value established in the rate case order, each month’s Estimated 20

Gas Charge Revenue would be multiplied by this value and then divided by 21

forecasted therms expected to be delivered, as shown on page 2 of Ms. Grace’s 22

                                                                                                                                                
54 PGL Schedule C-1, total Operating Revenues at proposed rates of $1,609 million, less Cost of Gas 

of $1,084 million yields proposed margin revenues of $525 million.
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Exhibits.  Because the monthly UBA calculated charge amounts are based upon 1

estimated values, it is necessary to calculate a true-up to actual Gas Charge revenue 2

amounts times the UEP factor, to develop a “Reconciliation Adjustment” for the 3

previous year that is shown at page 3 of Ms. Grace’s Exhibits.  An additional 4

provision for interest on over and under-recovered amounts appears at line 6 of the 5

page 3 calculations of the annual reconciliation.  Then, because the annual 6

reconciliation amounts are also subject to over or under-recovery, a further true-up 7

is required, as shown in the page 4 calculations of the “Determination of 8

Reconciliation Adjustment – RA” of Ms. Grace’s Exhibits.9

Q. Aside from the monthly rate calculations and reconciliations for PGL and for 10

North Shore, would it be reasonable to expect other jurisdictional utilities to 11

seek similar piecemeal tariff riders if this proposal is approved by the 12

Commission?13

A. Yes.  Any opportunity to shift cost responsibility and operational risks associated 14

with bad debt expenses to customers, if approved for these Companies, would likely 15

elicit similar proposals for such piecemeal ratemaking by other gas utilities, adding 16

additional tariff and administrative complexity and costs for the utilities and the 17

Commission Staff.18

Q. Are you aware of any utility for which tariff tracking for the commodity cost 19

portion of bad debts was approved by a state regulator, only to have that 20

decision reversed upon reconsideration?21

                                                                                                                                                
55 Peoples Gas Ex. LK-1.0, page 17,
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A. Yes.  In Docket No. 30010-86-GT-06, the Public Service Commission of Wyoming 1

issued a Memorandum Opinion, Findings and Order dated April 4, 2007 that 2

reversed a previous decision that had allowed Questar Gas Company to include bad 3

debt expenses in that utility’s purchased gas commodity balancing account 4

(“CBA”).  In that decision, the Wyoming Commission wrote:5

49, In Docket No. 30010-GP-02-65, the Commission granted 6
Questar authority to include commodity-related bad debt costs in 7
its CBA.  Approval was granted pursuant to the Commission’s 8
previous Rule Sections 249 & 250, which at that time, contained 9
language that was broader and less defined relative to the types of10
costs permitted to be included in pass-on applications and CBA 11
mechanisms.  OCA takes issue with the company’s inclusion and 12
recovery of bad debt expense in the commodity balancing account 13
portion of its purchased gas adjustment filing and recommends the 14
Company be directed to exclude commodity-related bad debt 15
expense from its gas cost adjustment mechanism on a prospective 16
basis, and recalculate its commodity balancing account back to 17
what is [sic] was in 2002 in Docket No. 30010-GP-02-65 (the date 18
the Company commenced inclusion of commodity-related bad debt 19
expense in its CBA filings) to reflect the removal of the bad debt 20
expense adjustment.21

22
50. A Commission majority finds OCA has supported its 23
position, as reflected in Ms. Parrish’s testimony, against the 24
inclusion and recovery of bad debt expense through the CBA 25
mechanism.  (Tr.,pp.146-146, 169-170, 184-193, 227-232; OCA 26
Exhibit 1, pp. 8-14)  OCA argues bad debt expense should be 27
considered and recovered as an operating expense within the 28
context of a general rate case if supported by the utility.  A 29
Commission majority finds the practice of including and 30
automatically recovering all, or a portion, of bad debt expense 31
through the CBA mechanism shifts more of the risk of bad debt 32
expense recovery from shareholders to customers and may provide 33
a disincentive for a utility to actively enforce its bad debt 34
collection practices.  A Commission majority finds the 35
examination and provision for recovery of bad debt expense is 36
more appropriately addressed within the context of the general rate 37
case process, as has been the historical practice.5638

39

                                                
56 The Wyoming Order can be found at: http://psc.state.wy.us/htdocs/orders/30010-86-16807.htm
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1

Q. What is your recommendation with respect to the proposed Rider UBA for 2

Peoples Gas and North Shore?3

A. I recommend that this Rider proposal be rejected and bad debt expense continue to 4

be reviewed and addressed in general rate cases, as has been the historical practice 5

in Illinois, for all the reasons stated herein.6

7

IX.   RIDER EEP – CONSERVATION FUNDING RIDER8
9

Q. The final new piecemeal tracking tariff being proposed by the Companies is an10

Energy Efficiency Program funding tracker that has been labeled the “Rider 11

EEP”.  What are the reasons stated by Company witnesses in support of this 12

proposal?13

A. According to Company witness Mr. Feingold, “proposed Rider EEP will provide 14

for funding for the costs of energy conservation and efficiency programs for its 15

customers commensurate with the implementation of each program through 16

qualified, independent third-part administrator(s)….Rider EEP ensures that the 17

defined level of funding is made available on an ongoing basis to the chosen service 18

providers and that the utility’s applicable customers will be charged only for the 19

program costs actually incurred as the types and mix of implemented programs 20

changes over time.”5721

                                                
57 Peoples Gas Ex. RAF-1.0, page 42, North Shore Ex. RAF-1.0, page 39.
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Q. Does either the size or anticipated volatility of conservation funding expense 1

justify a special tariff Rider for this element of the Companies’ revenue 2

requirement?3

A. No. The Companies’ conservation funding obligation that would be addressed by 4

proposed Rider EEP is a fixed $7.5 million annual amount across both utilities, an 5

amount that is not expected to change in the foreseeable future.  Such a fixed 6

expense can and should be included in the basic revenue requirement in these 7

consolidated dockets to “ensure that the defined level of funding is made available 8

on an ongoing basis” as suggested by Mr. Feingold.9

Q. In describing how the proposed tariff Rider EEP would be administered, 10

Company witness Ms. Grace notes: “As budget dollars may not be fully 11

expended as the program is building awareness in the initial program years, 12

the Company proposes to carry over up to 75%, 50% and 25% of budget 13

dollars into the second, third and fourth program years.”58  Does this 14

carryover proposal justify approval of Rider EEP?15

A. No.  Differences in actual disbursements for conservation programs, relative to the 16

$7.5 million of committed funding need not be addressed with a tariff rider.  If the 17

Commission is concerned with differences between recoveries from customers and 18

actual expenditures by the utilities, a deferral accounting mechanism should be 19

employed to track and reconcile differences between recovery (through base rates) 20

and disbursements made by each utility for conservation programs.  Then, in future 21

rate case proceedings, any unspent balance in the deferral account could be 22

                                                
58 PGL Ex. VG-1.0, p. 40, 41; NS Ex. VG-1.0, p. 36. 



Docket Nos. 07-0241, 07-0242 73 GCI Ex-MLB-1.0

evaluated and recognized in the establishment of a revised ongoing recovery level 1

within new base rates.  For example, if base rate recoveries total $22.5 million after 2

three years, but only $17.5 million has been disbursed, the Commission might 3

consider either directing larger annual disbursements for a period of time after year 4

three or instead reduce the recovery rate embedded in a next rate case occurring at 5

that time.  If a full accounting for the economic value of base rate recovered 6

conservation funding was desired, interest could be applied monthly to the 7

cumulative over- or under-recovered balance in the regulatory asset or liability8

deferral account.9

Q. Would base rate recovery of energy efficiency funding, along with approval of 10

deferral accounting to reconcile differences between base rate recoveries and 11

expenditures, ensure full recovery of all conservation amounts actually 12

disbursed by the Companies?13

A. Yes.  In addition, under this simpler approach, there would be no need for arbitrary 14

limitations upon unspent amounts that are eligible for “carryover” as described in 15

Ms. Grace’s testimony.  The full value of all committed funding for conservation 16

could be made available under the regulatory asset deferral accounting alternative I 17

am proposing.18

Q. Are there administrative benefits associated with base rate recovery with 19

deferral accounting that you describe, relative to a separate piecemeal rate 20

tracker?21

A. Yes.  There would obviously be administrative cost savings to the utilities and the 22

Commission Staff by avoiding the creation of an additional tariff Rider with 23
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periodic filings to review and reconciliation adjustments to calculate and apply.  In 1

response to ICC Staff Data Request No. DLH-2.16, the Companies “…agree[d] to 2

add a section that will require an annual internal audit of the annual statement of 3

activity and annual report of the Reconciliation Adjustment of the EEP for each 4

Company.”  The time and expense of such annual audits could be avoided without 5

Rider EEP, with program activities and costs instead addressed in periodic general 6

rates cases where all parties with an interest in such matters can readily participate.7

Q. In the event legislation creates new or different conservation funding 8

obligations for the Companies, is Rider EEP needed to implement such 9

changes?10

A. No.  If funding changes are not large in relation to the existing $7.5 million 11

commitment, the deferral accounting I have proposed as an alternative to Rider EEP 12

should be sufficient to track and reconcile differences in conservation funding that 13

may occur in the future.  If radical revisions to the funding level are implemented, 14

the interest provision within deferral accounting could be relied upon to make the 15

Company or ratepayers “whole” for any large differences between base rate 16

recovery and spending levels until recovery levels are revised in a next rate case.17

Q. Please summarize your specific recommendations regarding the Companies’ 18

proposed energy efficiency program Rider EEP.19

A. For all of the reasons explained in my testimony, I recommend the Commission 20

reject the proposed EEP Rider and provide for base rate recovery of the fixed 21

amount of funding obligation for energy efficiency programs, as set forth in the 22
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Conditions of Approval that were implemented by Commission Order in Docket 1

No. 06-0540.2

Q. Does this conclude your testimony at this time?3

A. Yes.4


