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I. INTRODUCTION AND BACKGROUND 1 

A. Witness Identification 2 

Q. Please state your name. 3 

A. My name is Michael J. Adams. 4 

Q. Are you the same Michael J. Adams who submitted Direct Testimony on behalf of The 5 

Peoples Gas Light and Coke Company (“Peoples Gas”) and North Shore Gas Company 6 

(“North Shore”) (together, “the Companies”) in this consolidated Docket? 7 

A. Yes, I am. 8 

Q. Have you taken a new position since submitting your Direct Testimony? 9 

A. Yes.  I currently am Vice President of Concentric Energy Advisors, Inc. (“CEA”).  My 10 

new business address is 2508 Muirfield Road, Springfield, Illinois  62711. 11 

Q. Please describe Concentric Energy Advisors, Inc. 12 

A. CEA is a management consulting and economic advisory firm focused on the North 13 

American energy and water industries.  Based in Marlborough, Massachusetts, CEA 14 

specializes in transaction-related financial advisory services, energy market strategies, 15 

market assessments, regulatory and litigation support, energy commodity contracting and 16 

procurement, economic feasibility studies, and capital market analyses and negotiations. 17 

B. Purpose of Testimony 18 

Q. What is the purpose of your rebuttal testimony? 19 

A. The purpose of my rebuttal testimony is to respond to issues raised by Illinois Commerce 20 

Commission (“ICC”) Staff witness Daniel Kahle in his direct testimony in this 21 
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proceeding related to the appropriate level of cash working capital (“CWC”) which 22 

should be included in each Companies’ rate base. 23 

  I first emphasize that the Gross Lag and Net Lag methodologies, if calculated 24 

correctly, should produce the same result.  Second, while I do not endorse or accept 25 

Staff’s level of revenues and expenses, I use such amounts to demonstrate that because 26 

Staff witness Kahle has made a number of errors in his application of the Gross Lag 27 

methodology, he has understated the CWC requirements of Peoples Gas by 28 

$6.803 million and that of North Shore Gas by $0.460 million.  Lastly, I recommend that 29 

the final amount of the Companies’ CWC requirements should be determined based upon 30 

the revenue and expense levels ultimately approved by the Commission. 31 

C. Summary of Conclusions 32 

Q. With respect to Staff witness Kahle’s application of the Gross Lag methodology, what is 33 

the total impact of his analytical errors? 34 

A. If the errors in Staff witness Kahle’s analyses were corrected, the CWC requirement of 35 

Peoples Gas, using Staff’s level of revenues and expenses, would increase to 36 

$18.067 million compared with the $11.265 million as filed by Staff in its direct 37 

testimony.  The corresponding impact on North Shore Gas would be to increase CWC 38 

requirements to a negative $1.783 million compared with the negative $2.243 million as 39 

filed by Staff witness Kahle.  A summary of the corrected CWC calculations using the 40 

Gross Lag methodology and revenue and expense levels as filed by Staff in this 41 

proceeding is shown on the attached exhibit NS-PGL Ex. MJA-2.1, page 5 of 5. 42 

Q. Are you recommending that the Commission approve the amounts shown on exhibit 43 

MJA-2.1, Page 5 of 5? 44 
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A. No.  The information shown on exhibit MJA-2.1 is presented to the Commission for 45 

informational purposes only to highlight the impacts of Staff witness Kahle’s incorrect 46 

application of the Gross Lag method for computing the Companies’ CWC requirements.  47 

Since CWC requirements are driven by revenues and expenses, I recommend that the 48 

final CWC requirements of the Companies be determined once the Commission approves 49 

the final level of revenue and expense levels in this proceeding. 50 

D. Itemized Attachments to Rebuttal Testimony 51 

Q. Are you sponsoring any exhibits as part of your rebuttal testimony? 52 

A. Yes.  I am sponsoring exhibit MJA-2.1. 53 

II. FLAWS IN STAFF WITNESS KAHLE’S CWC CALCULATIONS 54 

Q. Have you reviewed the direct testimony of Staff Witness Kahle regarding the CWC 55 

requirements of the Companies? 56 

A. Yes, I have. 57 

Q. Has Staff witness Kahle underestimated the Companies’ CWC requirements? 58 

A. Yes, he has. 59 

Q. Please elaborate. 60 

A. Staff witness Kahle’s analysis is flawed in the following areas: 61 

1) Treatment of capitalized items when calculating the CWC requirements of the 62 

Companies; 63 

2) Calculation of the level of Other Operations and Maintenance Expenses when 64 

computing the CWC requirements of the Companies; 65 

3) Separate treatment of real estate taxes; and 66 



 

Docket Nos. 07-0241 / 07-0242 (Cons.) 4 of 12 North Shore/Peoples Gas Ex. MJA-2.0 
  

4) Application of the incorrect natural gas expense lead time for North Shore Gas 67 

Company. 68 

As a result of these flaws, Staff witness Kahle’s analyses seriously underestimate the 69 

level of CWC required by the Companies. 70 

A. Gross Lag Methodology Versus Net Lag Approach 71 

Q. Prior to discussing the specific flaws in Staff witness Kahle’s CWC analyses, please 72 

comment on his use of the Gross Lag Methodology. 73 

A. While I presented the Companies’ CWC requirements employing a Net Lag Approach, I 74 

am not opposed to the use of the Gross Lag Methodology.  As I demonstrated in my 75 

direct testimony, the Net Lag Approach and the Gross Lag Methodology produce the 76 

same results if calculated correctly.  The differences generated between the use of the two 77 

methodologies as presented by Staff witness Kahle are the result of incorrect application 78 

of the modifications proposed by Staff.  Therefore, in order to focus on the inaccuracies 79 

of Staff witness Kahle’s analyses, I will also employ the Gross Lag Methodology to 80 

determine the Companies’ CWC requirements. 81 

Q. Does the Gross Lag Methodology consider both revenues and expenses when 82 

determining the appropriate level of CWC for the Companies? 83 

A. Yes, it does. 84 

Q. When employing the Gross Lag Methodology, is it important to maintain a balance 85 

between the level of revenues and expenses considered in the analysis? 86 

A. Yes, it is.  The level of revenues considered in the analysis should reflect only those 87 

funds which are available to pay actual expenses.  Thus the reason that a number of 88 



 

Docket Nos. 07-0241 / 07-0242 (Cons.) 5 of 12 North Shore/Peoples Gas Ex. MJA-2.0 
  

reductions are made from actual revenues to arrive at the amount which is truly available 89 

to pay actual expenses. 90 

Q. Does the analyses set forth by Staff witness Kahle maintain the balance between revenues 91 

and expenses? 92 

A. No, it does not.  As I will discuss later in my rebuttal testimony, Staff witness Kahle 93 

inappropriately makes changes to either the level of expenses (e.g., capitalized items) or 94 

revenues (e.g., uncollectible amounts) without a corresponding change to the other side 95 

of the equation. 96 

Q. How does such an approach result in a flawed determination as to the level of CWC for 97 

the Companies? 98 

A. By reducing revenues available to pay expenses without a corresponding reduction to 99 

expenses or by including additional expenses in the CWC analysis without a 100 

corresponding increase in revenue, Staff witness Kahle has effectively created an 101 

imbalance between revenues and expenses.  Such an imbalance will naturally result in a 102 

lower CWC requirement, but it will not reflect the actual CWC position of the 103 

Companies.  While the use of the Gross Lag Methodology is acceptable for purposes of 104 

determining the CWC requirements of the Companies in these proceedings, the balance 105 

between the revenues and expenses reflected in the analyses must be maintained for the 106 

methodology to produce accurate results. 107 

 B. Elimination of Net Income From Revenues 108 

Q. What is Staff witness Kahle’s concern regarding the Companies’ use of net income when 109 

calculating their CWC requirements? 110 
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A. According to Staff witness Kahle, “it is not appropriate to include net income (loss) in the 111 

studies because net income (loss) is not a source or use of cash.  When revenues are 112 

decreased (increased) by the net income (loss), revenues will equal expenses.  Thus, with 113 

the inclusion of this faulty premise, the Companies’ schedules show that the Net and 114 

Gross Lag approaches will yield similar results when the cash receipts and outlays are 115 

nearly equal”  (Staff Exhibit 3.0, p. 5, lines 96-102). 116 

Q. Should net income be included as a reduction to revenues in an analysis of CWC 117 

requirements? 118 

A. Yes.  As stated in my direct testimony, “The revenues need to be adjusted to remove all 119 

non-cash items and other revenues which are not available to pay expenses.  Such offsets 120 

typically include depreciation, return on equity, non-cash OPEBs, deferred income taxes 121 

and uncollectibles.”  (Peoples Gas Ex. MJA-1.0, p. 19, lines 401-402)  Net income is a 122 

proxy for return on equity in the Companies’ presentation of their CWC requirements. 123 

Q. Does Staff witness Kahle use a measure of net income in his calculation of the CWC 124 

requirements of the Companies? 125 

A. Yes.  Staff witness Kahle deducts a calculated Return on Equity (“ROE”) from revenues 126 

when computing the Companies’ CWC requirements.  (Staff Exhibit 3.0, Sch. 3.1N and 127 

3.1P, Col (C), Line 5). 128 

Q. Is Staff witness Kahle’s approach therefore consistent with the Companies’ analyses? 129 

A. Yes.  Despite language in his direct testimony to the contrary, both the Companies and 130 

Staff witness Kahle have excluded either net income or ROE from revenues.  Since Staff 131 

witness Kahle elects to use the ROE as a deduction from revenues himself when 132 
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calculating the CWC requirements of the Companies, his criticism of the Companies’ 133 

approach lacks merit and should be rejected by the Commission. 134 

 C. Treatment of Select Capitalized Items 135 

Q. Has Staff witness Kahle selectively included capitalized items in his analyses of the 136 

Companies’ CWC requirements? 137 

A. Yes.  Staff witness Kahle has included the capitalized amounts associated with pensions 138 

and benefits and payroll and withholdings within expenses when computing the CWC 139 

requirements of the Companies. 140 

Q. What is Staff’s justification for the inclusion of capitalized items in the analysis of the 141 

CWC requirements of the Companies? 142 

A. Staff justifies the use of this limited number of capitalized items in the calculation of the 143 

CWC requirements of the Companies on the grounds that the Commission accepted a 144 

similar position in the rate proceedings of the Ameren Companies (Dockets 06-0070-145 

0071-0072 (Cons.) (Order November 21, 2006, p. 36)).  Staff witness Kahle has provided 146 

no independent justification or rationale for the inclusion of the capitalized items in the 147 

CWC analyses, and they actually should not be included at all.  As I explain later, 148 

capitalized items should be included in rate base. 149 

Q. Is there any other problem with Staff witness Kahle’s inclusion of select capitalized items 150 

in the determination of the Companies’ CWC requirements? 151 

A. Yes.  Staff witness Kahle’s position reflects a flawed approach and produces an 152 

artificially deflated level of the Companies’ CWC requirements.  While Staff included 153 

pensions and benefits and payroll and withholding amounts charged to capital as an 154 
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expenditure when computing the CWC requirements of the Companies, Staff did not 155 

provide an allowance for such amounts within revenues.  The Companies would not be 156 

expected to pay expenses associated with the provisioning of service for which there is 157 

not a corresponding revenue stream.  That is precisely the environment which Staff 158 

witness Kahle has created.  Including amounts charged to capital in expenses creates an 159 

artificial imbalance between revenues and expenses resulting in an understatement of the 160 

CWC requirements for the Companies. 161 

Q. What is the impact of Staff witness Kahle’s proposed treatment of capitalized items? 162 

A. As shown on exhibit MJA-2.1, page 1 of 5, Col (D), Lines 7 and 13, by omitting the 163 

capitalized payroll, withholdings, pensions and benefits from revenues, Staff witness 164 

Kahle has understated the CWC requirements of Peoples Gas by $114,000 and that of 165 

North Shore Gas by $6,000.  These amounts are derived using Staff’s level of revenues 166 

and capitalized amounts presented in its direct case.  The Companies are not endorsing 167 

such revenue and expense levels. 168 

Q. In what additional way is Staff witness Kahle’s inclusion of these capitalized items 169 

inappropriate? 170 

A. Staff witness Kahle’s analysis represents only a partial view of capitalized expenditures.  171 

The Companies incur significant levels of expenditures on an annual basis associated 172 

with capital programs and initiatives.  Staff witness Kahle’s proposed treatment of capital 173 

expenditures does not reflect all of the capital expenditures, he is selective in what items 174 

to include.  Further, Staff witness Kahle has reflected an expenditure with significant 175 

dollars and relatively short expense lead time, thereby artificially deflating the CWC 176 

requirements of the Companies.  Therefore, Staff’s analysis does not reflect a complete 177 
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view of capitalized expenditures and thus presents an incomplete and flawed view of the 178 

Companies’ CWC requirements. 179 

Q. Have the Companies included all of the capitalized expenditures in their CWC analyses? 180 

A. No.  The Companies’ analyses reflect the actual expenses incurred during the test year.  181 

The capitalized amounts are appropriately included in rate base and thus earn a return on 182 

such investments.  Therefore, it is inappropriate to include the capitalized expenditures in 183 

the CWC analysis.  Regardless, it would be inappropriate to include only a portion of the 184 

capitalized expenditures and only on one side of the revenue and expense equation.   185 

 D. Treatment of Uncollectibles Within Other 186 
  Operations and Maintenance Expense Levels 187 

Q. Do you agree with Staff witness Kahle’s calculation of Other Operations and 188 

Maintenance expenses used in the calculation of the CWC requirements of the 189 

Companies? 190 

A. No.  Uncollectibles represent a non-cash item which should be excluded from both 191 

revenues and expenses when determining the CWC requirements of the Companies.  192 

Staff witness Kahle has appropriately deducted an amount associated with uncollectibles 193 

from revenues as shown on  Staff’s Exhibit 3.0, Schedules 3.1N and 3.1P, Page 2 of 4, 194 

Line 3.  No such reduction has been made to operating expenses.  Therefore, the 195 

operating expenses reflected in Staff witness Kahle’s analyses inappropriately include 196 

non-cash expenses. 197 

Q. Please explain. 198 

A. To arrive at his Other Operations and Maintenance level of expenses, Staff witness Kahle 199 

began with the O&M expenses of $311,788,000 for Peoples Gas and $42,871,000 for 200 
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North Shore which were derived from ICC Staff Exhibit 3.0, Schedule 3.1P and 3.1N, 201 

column (C), line 10, respectively.  These O&M expense totals include uncollectible 202 

expenses of $40,296,000 for Peoples Gas and $2,046,000 for North Shore as shown on 203 

ICC Staff Ex. 1.0, Schedule 1.1P and 1.1N, column (i), line 6, respectively.  From the 204 

total expense levels, Staff witness Kahle subtracts amounts associated with pensions and 205 

benefits, payroll and withholdings, and intercompany billings.  Therefore, the 206 

uncollectible expenses have not been eliminated from the level of operating expenses 207 

used to determine the Companies’ CWC requirements.  Once again, Staff witness Kahle 208 

has created a mismatch between revenues and expenses which undermines the accuracy 209 

of his analyses.  If the exclusion of uncollectibles from revenues is driven by the rationale 210 

that such amounts are a “non-cash” item, the same rationale should drive their exclusion 211 

from expenses as well.  Since Staff witness Kahle has deducted uncollectibles from 212 

revenues and not from expenses, Staff has effectively understated revenues and 213 

overstated expenses thereby grossly understating the CWC requirements of the 214 

Companies. 215 

Q. What is the impact of Staff’s incorrect treatment of uncollectible expenses? 216 

A. By removing uncollectibles from revenues and not from expenses, Staff witness Kahle 217 

has understated the CWC requirements of Peoples Gas by $5.466 million.  The CWC 218 

requirements of North Shore Gas have been understated by $310,000.  The derivation of 219 

these amounts are shown on exhibit MJA-2.1, page 2, column (D), lines 15 and 30.  220 

Again, these impacts are calculated using Staff’s level of uncollectibles, which the 221 

Companies do not necessarily endorse. 222 
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 E. Treatment of Real Estate Taxes 223 

Q. How did the Companies treat Real Estate Taxes within Taxes Other Than Income Taxes 224 

in their analyses of CWC requirements? 225 

A. As explained in my direct testimony, the Companies considered a “basket” of Taxes 226 

Other Than Income Taxes including real estate taxes in their analyses and dollar 227 

weighted those using actual payments in fiscal year 2006 to derive a weighted expense 228 

lead time for a single category termed “Taxes Other Than Income Taxes”. 229 

Q. Is this consistent with the approach taken by Staff witness Kahle? 230 

A. No.  Staff witness Kahle has elected to remove one element from the “basket” of Taxes 231 

Other Than Income Taxes, namely Real Estate Taxes, and consider that one item on an 232 

unweighted basis separately in his analyses.  Since Real Estate Taxes have a relatively 233 

longer expense lead time compared with other categories of Taxes Other Than Income 234 

Taxes, this unweighted consideration results in a skewing of the CWC requirements of 235 

the Companies toward that of an amount driven by Real Estate Taxes which reflects a 236 

longer than normal lead time. 237 

Q. What is the impact of Staff witness Kahle’s treatment of real estate taxes? 238 

A. Staff witness Kahle’s treatment of real estate taxes erroneously reduces the CWC 239 

requirements of Peoples Gas by $1.223 million.  The CWC requirements of North Shore 240 

Gas have been inappropriately reduced by $13,000.  The derivation of these amounts is 241 

shown on exhibit MJA-2.1, page 3 of 4, column (D), lines 6 and 12.  Again, these 242 

impacts are calculated using Staff’s levels of expenses associated with Taxes Other Than 243 

Income Taxes and are not endorsed by the Companies. 244 
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 F. Treatment of Natural Gas Lead Time for North Shore Gas 245 

Q. What is the expense lead time associated with payments for natural gas by North Shore 246 

Gas? 247 

A. As stated in my direct testimony, “NCI determined that the expense lead time associated 248 

with payments for fuels including and pipelines services, including 15.21 days of service 249 

lead time, was 41.84 days”  (North Shore Ex. MJA-1.0, p. 8, lines 160-162). 250 

Q. Is this consistent with the expense lead time used by Staff witness Kahle? 251 

A. No.  Staff witness Kahle has applied the expense lead time associated with payments for 252 

natural gas by Peoples Gas (42.05 days) when calculating the CWC requirements of 253 

North Shore Gas Company.  Staff witness Kahle has provided no justification or rationale 254 

for utilizing a different expense lead time for North Shore Gas’ natural gas purchases. 255 

Q. What is the impact of Staff’s incorrect application of the expense lead time associated 256 

with natural gas for North Shore Gas? 257 

A. As shown on exhibit MJA-2.1, page 4 of 4, column (D), line 3, Staff’s incorrect 258 

application of the natural gas expense lead time reduces the CWC requirement of North 259 

Shore Gas by approximately $130,000. 260 

Q.  Does this conclude your rebuttal testimony? 261 

A. Yes, it does. 262 


