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I. INTRODUCTION AND BACKGROUND 1 

 A. Witness Identification 2 

Q. Please state your name and business address. 3 

A. My name is Michael J. Adams.   4 

Q. Are you the same Michael J. Adams who submitted Direct and Rebuttal Testimony on 5 

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

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

A. Yes, I am. 8 

B. Purpose of Surrebuttal Testimony 9 

Q. What is the purpose of your surrebuttal testimony? 10 

A. The purpose of my surrebuttal testimony is to respond to the rebuttal testimony of Staff 11 

witness Kahle regarding the Companies’ cash working capital (“CWC”) requirements. 12 

C. Summary of Conclusions 13 

Q. Please summarize your conclusions regarding the CWC requirements of Peoples Gas and 14 

North Shore. 15 

A. My findings and recommendations with regards to the CWC analyses for the Companies 16 

are as follows: 17 

 1. The Gross Lag or Net Lag methodologies should yield the same results in 18 

terms of the Companies’ CWC requirements, as long as the methodologies are 19 

applied properly; 20 

 2. If the Gross Lag methodology is adopted as the Illinois Commerce 21 

Commission’s (“ICC” or the “Commission”) preferred approach to determine the 22 
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Companies’ CWC requirements in these proceedings, capitalized expenditures 23 

should be excluded from the analyses unless a corresponding increase in the 24 

revenues is made; 25 

 3. Taxes Other Than Income Taxes should be evaluated collectively or 26 

individually; an individual tax should not be afforded unique treatment simply 27 

because of its expense lead time. 28 

 4. Pass-through taxes have an impact on the Companies’ cash flows and as 29 

such should be considered in the CWC analyses along with the remaining Taxes 30 

Other Than Income Taxes. 31 

II. RESPONSE TO STAFF WITNESS KAHLE’S REBUTTAL TESTIMONY 32 

Q. Have you reviewed the rebuttal testimony of Staff witness Kahle? 33 

A. Yes, I have. 34 

Q. Is Staff witness Kahle’s calculation of the Companies’ cash working capital requirements 35 

accurate? 36 

A. No.  While Staff witness Kahle has addressed a few of the errors in his analyses that I 37 

pointed out in my rebuttal testimony, his analyses continue to be flawed in a number of 38 

areas.  39 

Q. What remaining issues exist with regard to the CWC analyses? 40 

A. Staff witness Kahle continues to include the capitalized portion of wages and associated 41 

withholdings and pensions and benefits in his CWC analyses, without reflecting a 42 

corresponding source of revenues from which to pay for these capitalized expenditures.  43 
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Staff witness Kahle also continues to overstate the impact of real estate taxes in his 44 

analyses. 45 

Q. Before addressing the specific flaws in Staff witness Kahle’s analyses that you 46 

mentioned, would you please respond to his comments regarding the use of the Gross 47 

Lag methodology and the Return on Equity component used in the determination of the 48 

Companies’ CWC requirements. 49 

A. Yes, I will. 50 

A. Gross Lag Methodology 51 

Q. Is Staff witness Kahle correct that you did not use the Gross Lag Methodology in your 52 

rebuttal testimony to determine the Companies’ CWC requirements? 53 

A. Yes, but I did not intend to do so or state that I would do so.  In my rebuttal testimony, 54 

after noting that Staff witness Kahle had used the Gross Lag methodology to analyze the 55 

Companies’ CWC requirements, I explained that I would use the Gross Lag methodology 56 

simply to more clearly quantify the impacts of the flaws in Staff witness Kahle’s Gross 57 

Lag analyses.  I also recommended that the final amount of the Companies’ CWC 58 

requirements should be determined based upon the revenue and expense levels ultimately 59 

approved by the ICC.  Accordingly, the Companies did not present a revised CWC 60 

requirement position in rebuttal testimony. 61 

Q. How does the Gross Lag methodology that Staff witness Kahle used to analyze the 62 

Companies’ CWC requirements differ from the Net Lag Methodology the Companies 63 

utilized to determine the CWC requirements presented in their initial filing? 64 
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A. The Gross Lag methodology includes revenues in the analyses.  The Gross Lag 65 

methodology requires an iterative process before ultimately determining a company’s 66 

CWC requirement.  The Gross Lag methodology requires modification each time any one 67 

of the following components is changed: 68 

  1. Operating revenues; 69 

  2. Purchased Gas Adjustment (“PGA”) revenue;   70 

3. Proposed rate increase;   71 

  4. Uncollectible expenses; 72 

  5. Depreciation and amortization expenses; or 73 

  6. Return on Equity. 74 

 The Net Lag methodology does not separately consider the level of revenues.  Instead, 75 

the revenue lag and expense lead are summed to arrive at a net lag.  The Net Lag 76 

methodology does not require the types of adjustments made under the Gross Lag 77 

methodology, and as a result, represents a much less controversial manner by which to 78 

determine a company’s CWC requirements. 79 

 Further, the Net Lag methodology is the preferred CWC methodology used by most state 80 

regulatory jurisdictions to determine a company’s CWC requirement. 81 

Q. Are you opposed to the use of the Gross Lag methodology to determine the CWC 82 

requirements for the Companies in these proceedings? 83 

A. No, I am not.  As I demonstrated in my direct testimony, the Gross Lag methodology and 84 

the Net Lag methodology yield similar results when prepared properly.  The confusion 85 

arises when inappropriate adjustments are made to the Gross Lag methodology which 86 

skew the results of the analyses. 87 
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Q. Why did the Companies not present a calculation of the Companies’ CWC requirements 88 

employing the Gross Lag methodology in rebuttal testimony? 89 

A. The Companies did not believe that their original request for CWC had materially 90 

changed based upon the evidence that Staff had presented in its direct case.  Accordingly, 91 

there was no need to present a revised calculation. 92 

Q. Why did you present exhibits in your rebuttal testimony which reflected the calculation 93 

of the Companies’ CWC requirements employing the Gross Lag methodology?   94 

A. Because I wanted to focus on the errors in Staff witness Kahle’s analyses, which 95 

employed the Gross Lag methodology, rather than the difference in our chosen 96 

methodologies.  Since Staff witness Kahle used the Gross Lag methodology to assess the 97 

Companies’ CWC requirements, I used that methodology in order to clearly illustrate his 98 

errors. 99 

Q. Is the inherent assumption behind both the Gross Lag and Net Lag methodologies that 100 

revenues and expenses are equal? 101 

A. Yes.  Under the Net Lag methodology, the calculations are premised on the 102 

understanding that revenues and expenses are equal and therefore the expense lead can be 103 

subtracted from the revenue lag to arrive at the net lag.  Under the Gross Lag 104 

methodology, once non-cash items are removed from total operating revenues, what 105 

remains are the cash revenues which are available to pay cash expenses.  My exhibits 106 

Peoples Gas Ex. MJA-1.2 and North Shore Ex. 1.2 clearly demonstrate the required 107 

balance between revenues and expenses. 108 
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Q. Has Staff witness Kahle disputed your contention that the Net Lag and Gross Lag 109 

methodologies should yield the same results? 110 

A. No, he has not. 111 

Q. Has Staff witness Kahle explained why his application of the Gross Lag methodology 112 

produces results which are markedly different than those set forth in your analyses 113 

employing the Net Lag Approach? 114 

A. No, he has not. 115 

Q. Which CWC methodology do you recommend that the ICC adopt in these proceedings to 116 

determine the Companies’ CWC requirements? 117 

A. As long as the methodologies are properly applied, I do not oppose either methodology.  118 

As Staff witness Kahle correctly points out, I have testified to both methodologies in the 119 

past.  I do, however, oppose the use of the Gross Lag methodology as presented by Staff 120 

witness Kahle, for the reasons stated in my rebuttal testimony and further explained in 121 

this surrebuttal testimony. 122 

I continue to believe, however, that the Net Lag methodology is less complex (i.e., easier 123 

to calculate) and does not require the iterations required by the Gross Lag methodology. 124 

Q. Staff witness Kahle contends that his approach to determining the Companies’ CWC 125 

requirements is preferable because you are attempting to match revenues and expenses, 126 

while his approach “compares cash flows in and out and is not driven by revenues and 127 

expenses which may include accruals, deferrals and non-cash transactions”1.  How do 128 

you respond? 129 

                                                 
1 Rebuttal Testimony of Daniel G. Kahle, Docket Nos. 07-0421 07-0242 (Consolidated), August 21, 2007, 

p. 5, lines 96-98. 
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A. Staff witness Kahle’s comments are inaccurate and inappropriately introduce new issues 130 

which have not been previously raised.  Staff witness Kahle implies through his statement 131 

that there are accruals, deferrals, or non-cash items in my analyses, which there are not  132 

Further, Staff witness Kahle fails to even attempt to identify a specific example of such 133 

accruals, deferrals, or non-cash items in my analyses.  Such unsupported comments 134 

should be given no evidentiary weight. 135 

Q. Is Staff witness Kahle correct in his statement that the Gross Lag analyses included in 136 

your rebuttal testimony are focused on revenues and expenses? 137 

A. No.  To properly and accurately determine a company’s CWC requirements under the 138 

Gross Lag methodology, there must be a corresponding source of revenues from which to 139 

pay the expenses.  Absent such balance between the revenues and expenses (aka cash 140 

flows) the resulting CWC requirement will be misstated.  Staff witness Kahle’s analyses 141 

provide no such correlation.  As I will discuss later, Staff witness Kahle’s 142 

recommendation to include the capitalized payroll is a prime example of where he 143 

improperly includes an expense without a corresponding source of revenue to pay the 144 

expense.  145 

Q. Do Staff witness Kahle’s analyses better portray the Companies’ cash flows than the 146 

analyses that you have presented via your direct testimony? 147 

A. No.  Both of our analyses seek to and are capable of presenting cash flows.  They differ 148 

for two basic reasons: First, Staff witness Kahle’s analyses reflect Staff’s recommended 149 

revenue and expense levels while my analyses reflect actual unadjusted test year revenue 150 

and expense levels.  Second, as I discuss later in my surrebuttal testimony, Staff witness 151 

Kahle’s treatment of capitalized payroll and benefits and real estate taxes is flawed. 152 
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Q. Staff witness Kahle contends that his analyses of the Companies’ CWC requirements 153 

employing the Gross Lag methodology is superior because he is analyzing the 154 

Companies’ cash flows in and out while your Gross Lag methodology is focused on 155 

revenues and expenses.  How do you respond? 156 

A. Staff witness Kahle’s statement that he is measuring cash flows in and out of the 157 

Companies while I am measuring revenues and expenses, implying that we are measuring 158 

different things, is simply false.  We are both considering the same components to assess 159 

CWC requirements.  For instance, referring to Staff Exhibit 15.0, Schedules 15.1 N and 160 

15.1 P, page 1 of 4, Staff witness Kahle uses the same exact revenue lag and expense 161 

leads that I set forth on PGL Ex. MJA-1.1 and NSG Ex. MJA-1.1, Columns (B) and (C), 162 

lines 1 through 9.  The only exception relates to the expense lead time for Taxes Other 163 

Than Income Taxes, which is different because Staff witness Kahle separates out real 164 

estate taxes from the analyses. 165 

The only issues, therefore, which remain are whether Staff witness Kahle should be 166 

allowed to introduce a capitalized expenditure in his analyses which was intended to 167 

measure operating revenues and operating expenses and whether a different treatment 168 

should be applied to a single tax other than income tax which is different than how he 169 

treats all other such taxes. 170 

Q. Staff witness Kahle also states that the Gross Lag methodology has been adopted by the 171 

Commission in recent decisions.  Has the Commission also adopted the Net Lag 172 

methodology in past decisions? 173 
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A. Yes.  The Commission utilized the Net Lag methodology to determine the CWC 174 

requirements of two gas companies in Docket Nos. 03-0008 and 03-0009.  Therefore, the 175 

Commission has demonstrated a willingness to consider and utilize both methodologies. 176 

B. Return on Equity versus Net Income 177 

Q. In his rebuttal testimony, Staff witness Kahle asserts that you have confused return on 178 

equity (“ROE”) with net income.2  Do you agree with the assertion? 179 

A. No.  Net income represents the amount of money which is available for distribution to the 180 

shareholders after all obligations are paid.  In a perfect world without regulatory lag and 181 

when actual expenses match those upon which rates were established, ROE would equal 182 

net income.  Therefore, there is no confusion on my part as to the meaning of the two 183 

terms. 184 

Q. To what do you attribute the difference between the ROE figures used by Staff witness 185 

Kahle in his analyses and the net income figures reflected in your analyses? 186 

A. As best I can tell, Staff witness Kahle’s ROE amounts reflect the amount of net income 187 

the Companies would realize given the set of circumstances reflected in Staff’s testimony 188 

in these proceedings.  The figures that I reflect are actual net income amounts realized by 189 

the Companies in the historical test year filed in these proceedings. 190 

Q. What level of ROE should be subtracted from revenues employing the Gross Lag 191 

methodology? 192 

                                                 
2 Id., p. 6, lines 124-125. 
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A. As with each of the revenue and expense items reflected in the analyses, I believe the 193 

ROE figure should be updated to reflect the Commission’s ultimate determination in 194 

these proceedings. 195 

C. Inclusion of Capitalized Items in CWC Calculation 196 

Q. Does Staff witness Kahle continue to propose the inclusion of certain capitalized items in 197 

his CWC calculation? 198 

A. Yes, he does.  Staff witness Kahle recommends that capitalized “wages, payroll, pensions 199 

and benefits, and medical and insurance costs3” be included in the CWC analyses. 200 

Q. What justification does Staff witness Kahle provide for including the capitalized items in 201 

the CWC analyses? 202 

A. Staff witness Kahle provides five basic arguments in support of his proposed adjustment.  203 

His rationalization includes the following: 204 

 1. His analyses “compare cash inflow with cash outlays regardless of whether the 205 

outlays are capitalized or expensed”.4 206 

 2. “The revenue included in ICC Staff Schedules 3.1N and 3.1P include all of the 207 

Companies’ revenues as calculated by Staff; therefore, all of the Companies’ uses 208 

of cash must be included regardless of whether an accounting entry classifies 209 

them as an expense or a capital outlay.”5 210 

 3. “Excluding any cash outlays from the calculation would lead to an incomplete 211 

analysis and to an improper calculation of the CWC requirement.”6 212 

                                                 
3 Id., p. 8, lines 168-169. 
4 Id., p. 7, lines 142-143. 
5 Id., p. 7, lines 147-151. 
6 Id., p. 8, lines 159-161. 
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 4. “These costs are paid out of cash balances already available.”7  “The Companies 213 

could not have made these cash outlays without first having the cash on-hand 214 

from some source of cash.”8 215 

 5. “The lead time used for the capitalized portion of these outlays is the same as the 216 

currently expensed portion.”9 217 

Q. Please respond to Staff witness Kahle’s positions. 218 

A. With regard to Staff witness Kahle’s position that he is comparing cash inflows with cash 219 

outflows, such a statement is false.  Staff witness Kahle is comparing regulated operating 220 

revenues to a combination of operating expenses and capitalized items.  Naturally there is 221 

going to be a mismatch. 222 

  Simply stated, the Companies’ revenue requirement (i.e., their revenues) consists 223 

of a return on assets and a recovery of operating expenses.  There is no component of 224 

Staff witness Kahle’s proposed revenue stream which pertains to the recovery of the 225 

capitalized wages and benefits.  Only the return on those capitalized costs is included in 226 

the revenue streams which Staff witness Kahle uses to determine the Companies’ CWC 227 

requirements.  The recovery of the capitalized items would actually occur over the 228 

depreciable life of the asset.  Staff witness Kahle is treating the capital expenditure as if it 229 

were recovered via operating revenues.  This is simply not the case.  Therefore, Staff 230 

witness Kahle has created an imbalance between the revenues and expenses, which will 231 

artificially understate the Companies’ CWC requirements. 232 

                                                 
7 Id., p. 8, lines 169-170. 
8 Id., p. 9, lines 185-186. 
9 Id., p. 9, lines 192-193. 
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Q. What is the source of the revenue figure which Staff witness Kahle utilizes in his CWC 233 

analyses? 234 

A. As shown on ICC Staff Exhibit 15.0, Schedule 15.1N, page 2 of 4, Staff witness Kahle’s 235 

revenue figures which he utilizes in his CWC analyses were taken from Staff witness 236 

Hathhorn’s exhibits (i.e., ICC Staff Exhibit 13.0, Schedule 13.1N and 13.1P).  Staff 237 

witness Hathhorn’s schedules set forth Staff’s determination of the Companies’ revenue 238 

requirement in these proceedings.  Therefore, the revenues which Staff witness Kahle 239 

employs pertain to the recovery of expenses and the return on assets only.  There is no 240 

component of the revenues which he uses which pertain to the recovery of capitalized 241 

expenditures. 242 

Q. Staff witness Kahle argues that you have not identified any new sources of revenue to 243 

create the balance that you say is required; therefore, the incremental revenues should not 244 

be added to revenues10.  How do you respond? 245 

A. If the capitalized expenses are to be included in the CWC analyses, there has to be a 246 

corresponding increase in revenues.  Therefore, if Staff witness Kahle wishes to 247 

somehow transform the capitalized items into operating expenses (which is exactly what 248 

he is proposing), then the operating revenues should be similarly increased to reflect the 249 

increased expenses. 250 

Q. Why is it necessary to increase revenues in an amount equal to the amount of capitalized 251 

expenditures which Staff witness Kahle proposes to include in the CWC analyses? 252 

                                                 
10 Id., p. 9, 174-176. 



 

Docket Nos. 07-0241 / 07-0242 (Cons.) Page 13 of 20  North Shore/Peoples Gas Ex. MJA-3.0 
 

A. First, let me say that I do not believe that capitalized items belong in the CWC analyses.  253 

The CWC analyses were intended to reflect the timing of receipt of revenues and 254 

payment of operating expenses.  Capital expenditures were not included in the analyses 255 

because such costs were considered elsewhere in rate base.  That said, using the argument 256 

that the revenue stream is derived from the revenue requirement calculation, operating 257 

expenses are a flow through in the calculation.  For every dollar that operating expenses 258 

increase, the operating revenues would increase a similar amount.  Staff witness Kahle, 259 

however, is proposing to increase expenses without a corresponding increase in revenues.  260 

Such an adjustment is inappropriate, severely understates the Companies’ CWC 261 

requirements, and reflects poor regulatory policy. 262 

Q. Please continue with your assessment of Staff witness Kahle’s arguments for inclusion of 263 

capitalized items in the CWC analyses. 264 

A. Within his first argument, Staff witness Kahle also contends that his analyses reflect cash 265 

outlays, regardless if they are capitalized or expensed.  Such a statement is simply not 266 

true.  Staff witness Kahle has selectively chosen which capitalized costs to include in his 267 

analyses.  There are many capitalized costs which he has appropriately excluded from his 268 

analyses, but which are still cash outlays.  269 

Q. What capitalized costs have you included in your CWC analyses? 270 

A. As I stated in my rebuttal testimony, I believe it is inappropriate to include any 271 

capitalized items in the CWC analyses.  If capitalized items are included in the CWC 272 

analyses, there has to be an incremental revenue stream which will cover such expenses.  273 

Staff witness Kahle has included no such incremental revenue stream. 274 
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Q. Please respond to Staff witness Kahle’s second argument for including the capitalized 275 

items in the CWC analyses. 276 

A. Staff witness Kahle contends that the revenues included in Staff’s analyses “include[s] all 277 

of the Companies’ revenues . . . ; therefore, all of the Companies’ uses of cash must be 278 

included regardless of whether an accounting entry classifies them as an expense or a 279 

capital outlay.11”  While I agree with Staff witness Kahle that his CWC analyses reflects 280 

all of the Companies’ regulated revenues, it is a fallacy that all of the Companies’ uses of 281 

the cash must be considered in the CWC analyses regardless of whether an accounting 282 

entry classifies them as an expense or a capital outlay. 283 

  Taking Staff witness Kahle’s position to an extreme, if the Companies purchased 284 

a new truck for the distribution crews and paid cash for the vehicle, it would follow under 285 

his position that the cash outlay for the vehicle should be included in the CWC analyses 286 

even though the recovery of that cash outlay would be realized from a future stream of 287 

revenues.  Such a position is clearly inappropriate and serves to undermine the results of 288 

Staff witness Kahle’s analyses.  He should not be allowed to comingle operating 289 

expenses and capitalized expenditures in the CWC analyses without commensurate 290 

consideration to the revenue side of the equation which is required under the Gross Lag 291 

methodology set forth by Staff, which reflects only those revenues which were generated 292 

to pay operating expenses.  That is precisely the reason that there are accounting rules 293 

which govern how operating expenses are recorded, reported and recovered which are 294 

different than how capitalized expenditures are recorded, reported and recovered.  The 295 

two types of expenses should not be afforded the same treatment in the CWC analyses. 296 

                                                 
11 Id., p. 7, lines 147-151. 
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Q. Staff witness Kahle continues by asserting that excluding any cash outlays from the 297 

calculation would lead to an incomplete analysis and to an improper calculation of the 298 

CWC requirement.  How do you respond? 299 

A. Staff witness Kahle is correct to the extent that all operating expenses should be included 300 

in the analyses.  It is inappropriate, however, to include the capitalized items in the CWC 301 

analyses without a commensurate increase in the revenues.   302 

  Further, Staff witness Kahle’s analyses contradict his own statement.  He has not 303 

included all cash outlays in his analyses.  To the contrary, he has selectively chosen 304 

which capitalized expenses to include.  If one were to take Staff witness Kahle at his 305 

word, all capitalized expenditures (which also represent cash outlays) should be included 306 

in the CWC analyses.  If they were, the conclusion that revenues would have to be 307 

increased by a corresponding amount would be inescapable. 308 

Q. Does Staff witness Kahle’s definition of cash working capital, as provided in his direct 309 

testimony, appear to contradict his recommendation to include capitalized expenditures in 310 

the analyses? 311 

A. Yes.  In his direct testimony, Staff witness Kahle provided the following definition of 312 

CWC: 313 

 Cash Working Capital (“CWC”) is the amount of funds required from 314 
investors to finance the day-to-day operations of the Companies. In other 315 
words, CWC reflects the amount of cash a company needs to keep on hand 316 
to meet its cash operating expenses after taking into account its cash 317 
revenues.12 318 

 319 

                                                 
12 Direct Testimony of Daniel G. Kahle, June 29, 2007, p. 3, lines 49-53. 
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 I agree with Staff witness Kahle’s definition.  I also point out that his own 320 

description states that the CWC requirement is to be used to meet the cash 321 

operating expenses of the Companies, not the capitalized expenditures. 322 

Q. Staff witness Kahle next argues that the Companies had the cash on hand, therefore, it is 323 

appropriate to include the capitalized items on the expense but not the revenue side of the 324 

CWC analyses.  How do you respond? 325 

A. I disagree with Staff witness Kahle’s argument.  To my knowledge, Staff witness Kahle 326 

has not performed an analysis of the Companies sources of cash.  There are multiple 327 

sources from which the Companies receive cash.  Staff witness Kahle has not reflected all 328 

of these sources in his analyses.  What Staff witness Kahle seems to forget is that only the 329 

regulated revenues produced from tariffed rates are reflected in his analyses.  The cash on 330 

hand would include proceeds from debt and equity offerings in addition to operating 331 

revenues.  Staff witness Kahle’s position simply is not credible.  He should be required to 332 

present an analysis which appropriately matches the operating revenues with operating 333 

expenses. 334 

Q. Finally, Staff witness Kahle argues that the capitalized items which he includes in his 335 

CWC analyses have a lead time similar to the expensed portions of those items which are 336 

included in the CWC analyses.  Please respond. 337 

A. Simply because a capitalized expenditure is paid on a calendar timeframe which is 338 

similar to payroll does not mean that the capitalized items should be included in the CWC 339 

analyses.  The Companies do not have one set of payment procedures for operating 340 

expenses and a separate set of procedures for capitalized expenditures.  It is intuitively 341 

obvious that many of the capitalized expenditures would be paid on a similar elapsed 342 
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time basis as the operating expenses.  Vendors want to be paid in a timely manner 343 

regardless of how the Companies record the work that was performed. 344 

Q. What is the impact of Staff witness Kahle’s proposed treatment of capitalized items? 345 

A. As shown on exhibit MJA-2.1, page 1 of 5, Col (D), Lines 7 and 13 of my rebuttal 346 

testimony, by including the capitalized payroll, withholdings, pensions and benefits in 347 

expenses but excluding the same from revenues, Staff witness Kahle has understated the 348 

CWC requirements of Peoples Gas by $114,000 and that of North Shore Gas by $6,000.  349 

These amounts are derived using Staff’s level of revenues and capitalized amounts 350 

presented in its direct case. 351 

Q. Please summarize your comments and concerns regarding Staff witness Kahle’s inclusion 352 

of capitalized items in his CWC analyses. 353 

A. Staff witness Kahle has included capitalized expenditures in his CWC analyses for which 354 

there is no corresponding revenue stream.  Only the return on such capital expenditures 355 

would be included in Staff witness Kahle’s proposed revenues.  The cash stream 356 

associated with the return of the capitalized expenditures would occur over the 357 

depreciable life of the asset (which could be in excess of 40 years).  Such a position will 358 

artificially understate the Companies’ CWC requirements.  Staff witness Kahle’s 359 

proposed treatment of the capitalized expenses should be rejected.  If the Commission 360 

adopts the inclusion of the capitalized expenditures in the CWC analyses, there should be 361 

a corresponding increase in the operating revenues. 362 

D. Treatment of Real Estate Taxes 363 

Q. How did you treat taxes other than income taxes in your CWC analyses? 364 



 

Docket Nos. 07-0241 / 07-0242 (Cons.) Page 18 of 20  North Shore/Peoples Gas Ex. MJA-3.0 
 

A. Each of the various taxes was analyzed separately in terms of the dollar amount of such 365 

payments and the timing of the payments.  Expense lead times were calculated; the CWC 366 

factor was derived and applied to the individual payments.  For presentation purposes, all 367 

of the various taxes were dollar-weighted to determine the overall impact of the taxes 368 

other than income taxes on the CWC analyses.  This is what I have referred to as the 369 

“basket” of taxes. 370 

Q. Is this treatment of the taxes other than income taxes consistent with your presentation of 371 

the item in other proceedings before this Commission? 372 

A. The manner in which the impact on the CWC requirements was calculated is consistent 373 

with past proceedings in which I have testified on this topic.  The presentation, however, 374 

is different.  In ICC Docket No. 04-0476 and Docket Nos. 06-0070, 06-0071 and 06-0072 375 

(Cons), I presented each of the taxes as a separate line item. 376 

Q. If you were to present each of the various taxes as separate line items in this proceeding, 377 

what impact would it have on your overall CWC requirements for the Companies? 378 

A. Whether the various taxes are presented separately or collectively, there would be no 379 

change to the final CWC requirements.  Staff witness Kahle has attempted to make my 380 

change in presentation a justification for his treatment of real estate taxes. 381 

Q. How does your approach to the treatment of the taxes other than income taxes differ from 382 

that proposed by Staff witness Kahle? 383 

A. Staff witness Kahle uses the same exact approach as I have, with the exception that he 384 

removes the real estate taxes from the “basket” of taxes and considers this one tax item 385 

separately. 386 
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Q. Why is it inappropriate to consider the impact of real estate taxes separately with the 387 

CWC analyses? 388 

A. Real estate taxes have a long lead time.  To single out these taxes, without weighting the 389 

taxes together inappropriately puts added emphasis on the item with the long lead time.  390 

Staff witness Kahle’s proposed treatment creates a dichotomy between the treatment of 391 

the various taxes other than income taxes.  For all of the taxes, other than real estate 392 

taxes, Staff witness Kahle uses the weighting method to determine the impact on the 393 

Companies’ CWC requirements.  He does not apply the weighting to the real estate taxes.  394 

This is the only item within his analyses for which Staff witness Kahle does not consider 395 

the weighting of the expense when determining the impact on the overall CWC 396 

requirements. 397 

Q. What is the appropriate treatment of real estate taxes in the CWC analyses? 398 

A. Real estate taxes should either be considered together with the other Taxes Other Than 399 

Income Taxes or each of the taxes should be considered independently.  Staff witness 400 

Kahle should not be allowed to pick and choose how to treat each tax. 401 

Q. What is the impact of Staff witness Kahle’s treatment of real estate taxes?  402 

A. As I stated in my rebuttal testimony, Staff witness Kahle’s proposed treatment of real 403 

estate taxes erroneously reduces the CWC requirements of Peoples Gas by $1.223 404 

million.  The CWC requirements of North Shore Gas have been inappropriately reduced 405 

by $13,000.  The derivation of these amounts is shown on exhibit MJA-2.1, page 3 of 4, 406 

column (D), lines 6 and 12.  These impacts are calculated using Staff’s levels of expenses 407 

associated with Taxes Other Than Income Taxes and are not endorsed by the Companies. 408 



 

Docket Nos. 07-0241 / 07-0242 (Cons.) Page 20 of 20  North Shore/Peoples Gas Ex. MJA-3.0 
 

Q. Staff witness Kahle contends that you have inappropriately included pass-through taxes 409 

in your CWC analyses.  How do you respond? 410 

A. Staff witness Kahle confuses the need to consider the cash flow impacts of the pass-411 

through taxes in the CWC analyses with the recovery of the pass-through taxes for 412 

ratemaking purposes.  Clearly there is an impact on the Companies’ cash flows associated 413 

with the pass-through taxes.  The Companies collect the taxes at one point in time and 414 

remit the taxes to the appropriate authority or agency at another point in time.  My CWC 415 

analyses appropriately reflect the timing differences between the receipt and transfer of 416 

the funds. 417 

Q. What is your position with regard to the appropriate level of CWC requirements which 418 

should be included in rate base for each of the Companies? 419 

A. Using either the Gross Lag or Net Lag methodology, as described and explained in my 420 

testimony in this proceeding, I recommend that the final amount of the Companies’ CWC 421 

requirements be determined based upon the revenues and expense levels ultimately 422 

approved by the ICC. 423 

Q. Does this conclude your surrebuttal testimony? 424 

A. Yes, it does. 425 


