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I. PROFESSIONAL QUALIFICATIONS & BACKGROUND  1 

Q. Please state your name and business address. 2 

A. Agustin J. Ros, 200 Clarendon Street, 11th floor, Boston, Massachusetts 02116.  3 

Q. By whom and in what position are you employed? 4 

A. I am a Vice President at NERA Economic Consulting.   5 

Q. Please summarize your educational background. 6 

A. I have a B.A. in economics from Rutgers University and a M.S. and Ph.D. in 7 

economics from the University of Illinois at Urbana Champaign. 8 

Q. Please summarize your professional background. 9 

A. After graduating from the University of Illinois, I was employed as an Executive 10 

Assistant to the Chairman of the Illinois Commerce Commission (the “Commission”) 11 

from 1994-1996.  During that time, I provided economic and policy advice to the 12 

Chairman in proceedings before the Commission.  While still employed with the 13 

Commission, I was loaned to the Federal Communications Commission (“FCC”) in 14 

1996 to assist the FCC write the rules implementing the local competition provisions 15 

of the Telecommunications Act of 1996.  In 1996, I joined NERA Economic 16 

Consulting as a Consultant and was promoted to Senior Consultant in 1999 and Vice 17 

President in 2005.  In 2008, I took a leave of absence from NERA to work on a two-18 

year competition policy project for the Organization for Economic Cooperation and 19 

Development (“OECD”) in Mexico.  In 2010, I returned to my position at NERA.  A 20 

copy of my curriculum vitae is attached as Nicor Gas Ex. 4.1. 21 

Q. What are your duties at NERA Economic Consulting? 22 

A. As a Vice President at NERA, I have worked on numerous regulatory and litigated 23 

cases dealing with the economics and regulation of telecommunications, energy and 24 
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water utilities.  I have worked on numerous cases requiring an assessment of 25 

competitive conditions in a market and whether a firm possessed market power.  26 

Q. Please summarize your work experience at the OECD. 27 

A. In 2008, the OECD entered into a two-year agreement with the government of Mexico 28 

to provide two full-time employees to work with the Mexican Competition 29 

Commission to assess competition conditions in key sectors of the Mexican economy 30 

and to make recommendations to improve competition.  I was contracted by the 31 

OECD to provide economic analysis in the project and worked closely with the other 32 

full-time employee, a staff lawyer from the Department of Justice Antitrust Division 33 

who had also taken a leave of absence.  Working closely with staff members at the 34 

Mexican Competition Commission and outside advisors, the team assessed 35 

competition conditions in numerous sectors of the economy including banking, 36 

telecommunications, airlines, pharmaceuticals, inter-city bus transport, and 37 

supermarket retailing.  The economic analysis included market definition, market 38 

power assessment, and assessment of anticompetitive conduct and was used as the 39 

basis to make policy recommendations.  40 

Q. Please summarize your teaching experience. 41 

A. In 1993, I taught an introduction to microeconomics course at Joliet Junior College.  42 

In 2000, I taught a course at Northeastern University in Boston covering the 43 

economics of law, regulation and antitrust.  In 2010, I taught a course at the 44 

University of Anáhuac in Mexico City covering basic antitrust principles and the 45 

history of U.S. antitrust policy.  I also taught a 10-week training course to the Staff of 46 

the Mexican Competition Commission covering competition policy theory and 47 

econometric applications. 48 
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Q. Have you published books and articles in journals? 49 

A. Yes, I have published chapters in several books and peer-reviewed articles on 50 

regulation and competition policy in journals such as the Journal of Regulatory 51 

Economics, Review of Network Economics and Telecommunications Policy.  Also, my 52 

Ph.D. dissertation was published in book form.  I have also published articles dealing 53 

with electricity and natural gas topics in Public Utilities Fortnightly.  I co-authored a 54 

publication entitled Essential Facilities, Economic Efficiency, and a Mandate to 55 

Share: A Policy Primer with Karl McDermott, Kenneth Gordon and William E. 56 

Taylor, which was published by the Edison Electric Institute in January 2000. 57 

Q. Have you previously submitted testimony before the Commission? 58 

A. Yes.  I have previously testified in a natural gas merger proceeding in Docket No. 98-59 

0510.  In addition, I previously testified in a telecommunications proceeding in 60 

Docket No. 98-0195. 61 

II. PURPOSE OF TESTIMONY & SUMMARY OF CONCLUSIONS  62 

Q. What is the purpose of your testimony? 63 

A. I have been asked to review and respond to the testimony of Staff witness David 64 

Sackett (“Sackett Direct”), the testimony of David J. Effron (“Effron Direct”), the 65 

witness for the Attorney General (“AG”) and the Citizens Utility Board (“CUB”), and 66 

the testimony of James L. Crist (“Crist Direct”), the witness for Dominion Retail Inc.  67 

Specifically, as part of my rebuttal, I have been asked to testify, from an economic 68 

and public policy perspective, on whether the Operating Agreement (“OA” or “the 69 

Agreement”) governing the interaction between Northern Illinois Gas Company d/b/a 70 

Nicor Gas (“Nicor Gas”) and Nicor Services is in the public interest.   71 

  I also have been asked to provide a competition assessment of the Gas Line 72 

Comfort Guard (“GLCG”) product sold by Nicor Services and to describe under what 73 
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conditions a utility should be required to share its inputs and services with non-74 

affiliated competitors.  Both the Staff and the AG/CUB believe that Nicor Services 75 

customers who purchase GLCG are being harmed because the Agreement governing 76 

the interaction between Nicor Gas and Nicor Services provides Nicor Services with an 77 

unfair competitive advantage and permits it to charge customers a non-competitive 78 

price.  Staff and the AG/CUB provide a number of recommendations.  Staff’s 79 

recommendations would prevent Nicor Services from offering the GLCG product in 80 

its current form and require Nicor Gas to provide to other competitors all inputs that 81 

are provided to Nicor Services, including customer solicitation, repair services, and 82 

billing.  The AG/CUB’s recommendations would regulate either the price or the 83 

profits earned from the service.  Dominion’s recommendations would require Nicor 84 

Gas to share sales leads with non-affiliated competitors.  85 

Q. What are your major conclusions? 86 

A. Services provided by Nicor Gas to Nicor Services under the Agreement are in the 87 

public interest and do not provide Nicor Services with an unfair, anticompetitive 88 

advantage.  There are three reasons why I find these services to be in the public 89 

interest.  First, I find that Nicor Gas customers are not harmed as a result of services 90 

provided under the Agreement and indeed benefit because Nicor Gas fixed costs are 91 

recovered across a larger base of customers.  Second, I find that the provision of 92 

services under the Agreement does not provide a subsidy to Nicor Services and thus 93 

does not provide an anticompetitive advantage to Nicor Services.  The inputs sold to 94 

Nicor Services are not sold below cost, the standard to determine whether a firm is 95 

providing or receiving a subsidy, and competition limits the ability of Nicor Services 96 

to charge a non-competitive price.  Third, and related, I find that the Nicor Gas inputs 97 

sold to Nicor Services for the provision of the GLCG product are not essential 98 
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services, and Nicor Gas is not unduly discriminating against Nicor Services 99 

competitors.  Furthermore, economic efficiency would be lowered if the Commission 100 

required Nicor Gas to offer these services to Nicor Service competitors.  Customer 101 

solicitation, sales leads, repair services, and billing services can be readily self-102 

provisioned by competitors or are available for purchase in the marketplace.  The 103 

evidence indicates that competitors are offering similar products using their own 104 

customer solicitation/sales channels, repair services, and billing services. 105 

  The recommendations by Staff and the AG/CUB are unnecessary and against 106 

the public interest because they would lessen economic efficiency by unnecessarily 107 

intervening in a competitive market.  The GLCG product has been offered by Nicor 108 

Services since 1999, and in 2009 it appears that over 440,000 customers in the Nicor 109 

Gas territory are currently benefiting from the service.  GLCG is not a utility service 110 

and, as I show below, market forces are sufficiently strong to protect consumers who 111 

purchase the GLCG product.  Competition for the product comes from other similar 112 

warranty products being offered by competitors and from consumers who decide to 113 

self-insure and find other ways of lessening the risk of incurring gas line repair costs.  114 

In Illinois, as in most other jurisdictions, the prices and profits of non-utility affiliate 115 

services are not regulated for good public policy and economic reasons. 116 

III. AFFILIATE OPERATING ARRANGEMENTS AND THE PUBLIC 117 
INTEREST  118 

Q. What is the purpose of this section of your testimony?  119 

A. In this section I establish the economic and public policy reasoning for operating 120 

agreements in general and find that the Agreement is in the public interest, contrary to 121 

Mr. Sackett’s concern that Nicor Gas has not provided sufficient information to 122 

conclude that the Agreement is in the public interest.  (Staff Ex. 2.0, 10:207-09, 123 

10:217-11:231).  I further provide the rationale for maintaining a distinction between 124 
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regulated and unregulated services which seems to be a concern of Mr. Effron.  125 

(AG/CUB Ex. 1.0, 4:5-8, 13:8-15, 16:9-20). 126 

Q. Would you please describe your understanding of the Agreement? (Nicor Gas 127 

Ex. 1.1).   128 

A. The Agreement governs the business relationships between Nicor Gas, a regulated 129 

public utility, and its unregulated affiliated interests as defined by the Illinois Public 130 

Utilities Act (“PUA”) and Illinois administrative rules.  The Agreement, generally, 131 

identifies and governs the use of facilities and services, asset sales, fee and charges, 132 

and the method of cost apportionment.  Further, the Agreement governs the extent and 133 

type of cooperation between Nicor Gas and other Nicor Inc. companies.1  For 134 

example, the Agreement contemplates Nicor Gas employees soliciting customers, 135 

providing customer support, billing, and undertaking other support activities on behalf 136 

of other Nicor Inc. companies.  137 

Q. Why do public utilities use operating agreements to provide services?  138 

A. Typically, there are economies of scale and scope in centralizing certain functions of a 139 

business entity which lower unit costs.  These economies are created by the nature of 140 

the assets involved and services provided.  For example, utilizing spare capacity on a 141 

computer or utilizing under-used employees of the utility to answer calls can lower 142 

overall unit costs to the utility, its affiliated interests, and, in turn, the customers of 143 

both the utility and its affiliated companies by spreading the fixed costs of these assets 144 

over a larger output level.  This helps the utility’s customers because they are 145 

responsible for a smaller amount of fixed costs.  Moreover, purchasing and other 146 

economies may be realized by centralizing such functions.  The Agreement allows 147 

Nicor Gas and its affiliates to take advantage of these economies while requiring each 148 

                                                      
1 Nicor Inc. is the holding company for Nicor Gas and other affiliated interests.  
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company to remain self-sufficient over the long-run, i.e., avoid subsidization.  In 149 

addition, payments made to the utility under the Agreement mitigate price levels for 150 

utility customers without sacrificing service levels.  The affiliates’ customers also 151 

benefit from avoiding duplicate facilities that can readily be provided by the utility.  152 

This should allow for performance to improve as activities become standardized and 153 

the productivity of employees increases as the volume of work increases, further 154 

strengthening the efficient provision of these services.   155 

  There are also regulatory requirements, found in Illinois and, indeed, in most 156 

jurisdictions, that require that public utility services—i.e., those services that are 157 

subject to the natural monopoly condition and therefore price regulated by the state, 158 

like natural gas distribution—be provided, accounted for, and priced separately from 159 

non-utility services in order to ensure that captive ratepayers are not harmed by non-160 

utility business activities.  Further, in today’s public utility environment, competition 161 

for formerly regulated services creates a public interest concern that public utilities 162 

not subsidize their own affiliates or unduly discriminate against competitors of utility 163 

affiliates.  The Agreement provides the foundation for ensuring that utility customers 164 

are not harmed by the affiliated relationship, and as I conclude below, the utility is not 165 

subsidizing its affiliated interests, and is not unduly discriminating against those firms 166 

in competition with its affiliated interests. 167 

Q. What are the regulatory requirements governing the Agreement? 168 

A. Section 7-101 of the PUA requires prior Commission approval of many transactions 169 

and contracts between the public utility and its affiliated interests in order to ensure 170 

they are in the public interest.  In addition, Section 7-208 describes the requirements 171 
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for an HVAC affiliate to market its products and services.2  Further, Illinois 172 

Administrative Rules, in particular Parts 310 and 550, exempt various categories of 173 

transactions from the prior consent requirement and govern the non-discrimination 174 

provisions with respect to gas utilities affiliate interests, respectively.  175 

Q. Are the prices of the services offered to the public by Nicor Gas affiliates 176 

regulated? 177 

A. No.  Regulation of prices occurs for public utility services and not the services offered 178 

by non-utility affiliates.  In the case of an affiliate like Nicor Services, which is 179 

considered an “HVAC affiliate,” the legislature (PUA § 7-208) has specifically 180 

instructed HVAC affiliates that share a common name with the utility to inform 181 

consumers that the affiliate is not regulated by the Commission.  Thus, the legislature 182 

has made the determination that regulating the price of these services is not in the 183 

public interest and any potential problems with the service are best handled through 184 

increased consumer information and through anti-fraud provisions of state legislative 185 

and common law.   186 

Q. From an economist’s perspective, why are affiliate prices not regulated? 187 

A. The prices of affiliate services are not regulated because these services can be 188 

provided competitively in the marketplace where consumers can choose to consume 189 

or not consume the services.  Regulating the price of a service is generally reserved 190 

for essential utility services that the public requires that cannot be provided 191 

competitively in the marketplace due to an unusual economic circumstance, namely a 192 

natural monopoly, whereby the technology associated with providing the service does 193 

not allow cost-effective entry by a second firm.  Regulating the price of competitive 194 

                                                      
2 I understand that there are other categories of “affiliates,” in addition to HVAC affiliates including “affiliated 
interests” defined by Section 7-201 of the Act, and “affiliated interests in competition with alternative retail gas 
suppliers,” defined in 83 Administrative Code § 550.10.  
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services would distort competition and result in economic inefficiencies and a loss of 195 

consumer benefits.   196 

Q. Would you please describe why regulating the price of competitive services 197 

results in inefficiencies? 198 

A. Setting prices administratively, inevitably, results in errors; only by chance will 199 

regulated prices equal market prices.  In the 1970s, for example, price controls on 200 

gasoline led to severe market distortions, such as long wait time to purchase gasoline.  201 

Market forces result in prices that equate the quantity demanded and the quantity 202 

supplied, taking into account the cost of providing the service and consumers’ taste 203 

and preferences.  This market process ensures sufficient supply for consumers at the 204 

equilibrium price, i.e., the price that equates the quantity demanded with the quantity 205 

supplied.  Regulating prices of competitively supplied products and services would 206 

almost assuredly result in a price different than the market price and lead to market 207 

distortions. 208 

  Moreover, administratively setting prices suffers from a predictable lag, 209 

slowing the ability of the price signal to take into account changing market conditions.  210 

The real, inflation-adjusted price of goods and services changes frequently and 211 

thereby affects consumer’s and firm’s decision making.  For example, as real, 212 

inflation-adjusted prices decrease, consumers demand more of the product while firms 213 

supply less of the product, holding all other factors constant.  Without this price 214 

signal, firms and consumers will make decisions that do not reflect the actual 215 

marginal opportunity cost of those decisions, once again leading to inefficient 216 

outcomes and market distortions.  Even if, by chance, regulation sets the “correct” 217 

market-based price initially, that price would quickly diverge from the market price 218 

because real, inflation-adjusted prices change frequently.  219 
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Q. Do you consider the GLCG product a competitive service?  220 

A. Yes.  The GLCG service is not a public utility service.  Indeed, as I will show below, 221 

there are other providers of the service, it is provided in a competitive market, and 222 

there is no essential or utility service involved in provision of GLCG. 223 

Q. Based upon your review of the evidence can you conclude that the support 224 

services provided by Nicor Gas to Nicor Services pursuant to the Agreement are 225 

in the public interest? 226 

A. Yes.  There are three reasons for this conclusion.  First, the public interest requires 227 

that the provision of services under the Agreement not harm Nicor Gas utility 228 

customers.  Nicor Gas utility customers are not harmed by the provision of services 229 

under the Agreement.  Indeed, there is evidence that the utility customers benefit 230 

more than $1 million annually from the services Nicor Gas performs to support 231 

GLCG as permitted under the Agreement as currently written.  (Nicor Gas Ex. 2.0).  232 

Nicor Gas utility customers are better off as a result of the Agreement because Nicor 233 

Gas’ fixed costs are recovered from a broader base of customers, leading to reductions 234 

in the fixed cost per Nicor Gas utility customer. 235 

  Second, the services provided by Nicor Gas under the Agreement do not 236 

provide a subsidy to Nicor Services.  The term subsidy is often used, incorrectly, in 237 

regulatory proceedings to denote any time a utility affiliate has a potential cost 238 

advantage over a competitor.  This is not the proper use of the term from an economic 239 

perspective or from a public interest perspective.  Nicor Services pays Nicor Gas for 240 

services that Nicor Gas renders to it, services such as billing services, customer 241 

solicitation, and repair services.  The prices of these transactions recover the fully-242 

distributed cost that Nicor Gas incurs to provide the service and are above incremental 243 

costs, the economically relevant cost measure to determine whether a firm is 244 
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providing or receiving a subsidy.  Moreover, Nicor Gas does not have an incentive to 245 

provide a subsidy to Nicor Services because the GLCG product is provided in a 246 

competitive marketplace and Nicor Services cannot price above the competitive level.  247 

Thus, the loss that Nicor Gas would incur from providing a subsidy could not be 248 

recovered through the GLCG product. 249 

  Third, none of the services provided to Nicor Services are essential services in 250 

any reasonable definition of that term.  Thus, Nicor Gas is not unduly discriminating 251 

against Nicor Services’ competitors.  As I will show below, these services can be 252 

readily self-provisioned by Nicor Services’ competitors and are available from a 253 

multitude of third-party providers.  254 

IV. NICOR SERVICES CUSTOMERS HAVE BENEFITED FROM THE GLCG 255 
PROGRAM  256 

Q. Please describe the GLCG service. 257 

A. GLCG is a service provided by Nicor Services that provides a warranty payment of up 258 

to $600 per incident to its customers for repairs to gas lines in the home interior, 259 

appliance connections and shut off valves.  (Nicor Gas Ex. 1.0, 12:256-58).  It is a 260 

bundled product, part insurance product—whereby customers can purchase it to 261 

protect against the likelihood of future repair costs—and part inspection and repair 262 

service product as repairs are done through the GLCG program.  Alternatively, 263 

customers can “self-insure” against the likelihood of future repair costs by paying for 264 

repair costs as they occur and/or purchasing home inspection and maintenance 265 

services from other service providers that reduce the risk and/or loss of incurring 266 

future repair costs. 267 

Q. Is GLCG a necessity that customers must purchase? 268 

A. No.  Unlike natural gas services, such as distribution services, customers do not have 269 

to purchase GLCG services, although many have decided to do so.  GLCG is not a 270 
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public utility service, and it is not a necessity.  In fact, the majority of Nicor Gas 271 

customers do not purchase it and instead have decided to procure this service in some 272 

other form, primarily through self-insuring.  273 

Q. Why do you believe that some customers purchase GLCG while others do not? 274 

A. Customers self-select themselves into two groups: those who want the peace of mind 275 

from insurance and reduced cost of transacting to find repair professionals, and others 276 

who are more comfortable with self-insurance.  Consumers are likely to differ in their 277 

valuation of the warranty product for many reasons, including personal taste and 278 

preferences, degree of risk aversion, and the condition of customers’ inside pipes, 279 

appliances, and valves.  In general, those consumers more likely to benefit from the 280 

program are more likely to enroll in it.  This is a common economic phenomenon that 281 

generally affects insurance products.  In this case, it means that those customers who 282 

have older homes are more likely to find the GLCG product attractive than customers 283 

who have newer homes. 284 

Q. How have GLCG customers benefitted from the service? 285 

A. Whenever a consumer purchases a good or service, it means the customer places a 286 

higher value on the service than what it costs to provide the service.  The difference 287 

between the value the consumer places on the product and the price of the product is 288 

known as consumer surplus.  The fact that over 400,000 customers have purchased 289 

the product indicates that customers value the product at least as much as the price 290 

and are thus better off.  The remainder of customers in Nicor Gas’ service territory 291 

value this product less than its price and choose to obtain the service in another 292 

manner, e.g., self-insurance or purchasing the service as part of another product 293 

offering from one of the other competitors.  294 
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Q. Even for those customers that do not purchase GLCG, do these customers 295 

nevertheless benefit from the program being offered? 296 

A. Yes.  Even those customers who do not purchase GLCG benefit from it because they 297 

have the option to purchase the product if their circumstances change.  298 

Q. How do customers benefit from the fact that Nicor Services, an affiliate of Nicor 299 

Gas, provides the GLCG service? 300 

A. The Agreement permits Nicor Gas to provide specified services in support of GLCG 301 

and this support benefits consumers.  For example, the Agreement permits Nicor Gas 302 

to solicit customers on behalf of Nicor Services.  This support results in lower search 303 

and information costs to consumers.  By way of example, consider the situation where 304 

a potential Nicor Gas customer who has moved into a new residence calls Nicor Gas 305 

to inquire about a new connection.  The Nicor Gas employee can also provide the 306 

potential customer with information about the GLCG program.  This permits the 307 

potential customer to obtain information about a product that the consumer may value 308 

highly and reduces the amount of time and effort the consumer must incur to obtain 309 

such information. 310 

Q. Are consumers best positioned to decide for themselves whether a purchase 311 

makes economic sense? 312 

A. Yes.  In general, policymakers are in no position to second-guess the choices that 313 

consumers make.  Consumers can be quite different in how they value different 314 

products and product attributes, and they alone are best positioned to decide whether 315 

the value they obtain from the product is greater than the costs.  Of course, in deciding 316 

whether the value received from the product is greater than costs, it is incumbent on 317 

the consumer to obtain the necessary information, ask relevant questions, and 318 

contemplate the value of the product given the product attributes and personal tastes 319 
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and preference.  Consumers are typically best positioned to obtain this information in 320 

order to make good, informed decisions.  321 

Q. Does Mr. Effron cast doubt on the legitimacy of the GLCG service? 322 

A. Yes.  Mr. Effron claims that he “sees no evidence that Nicor Gas customers were at 323 

great risk before GLCG became available” or that customers “without GLCG are 324 

somehow disadvantaged” or that customers without access to a similar service are “in 325 

any way deprived.”  (AG/CUB Ex. 1.0, 16:9-13).  Yet over 400,000 customers chose 326 

to purchase the service in Nicor Gas’ service territory in 2009, another subset of 327 

customers obtain these services in other forms, and some customers self-insure 328 

against possible gas line damage behind the meter.  Economists use the term 329 

consumer sovereignty to refer to the general principle that consumers are the best 330 

judge of what is in their own best interests or what consumption patterns promote 331 

their own well-being.3  Mr. Effron’s judgment should not be substituted for those of 332 

Illinois consumers. 333 

Q. How do you respond to Mr. Sackett’s assertion that “hundreds of thousands of 334 

Nicor Gas customers have been misled to believe that this service is a good choice 335 

for them”?  (Staff Ex. 2.0, 21:480-83). 336 

A. Mr. Sackett’s support for his statement is his opinion that Nicor Gas and Nicor 337 

Services provide misleading information to customers, and, but for this 338 

misinformation, “hundreds of thousands” of customers would not have purchased the 339 

service.  The question of the accuracy and adequacy of the information provided is 340 

addressed by Mr. O’Connor in his rebuttal testimony.  Mr. O’Connor describes the 341 

procedures in place to monitor sales representative calls and rebuts the allegations that 342 

the customer solicitation scripts and website information are inaccurate and 343 

                                                      
3 See e.g., J. Stiglitz and C. Walsh, Principles of Microeconomics, 4th Edition, 2006, p. 380. 
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misleading.  (Nicor Gas Ex. 2.0).  One can conclude that all consumers purchased the 344 

GLCG product because they believed, at the time of purchase, that the value obtained 345 

from the product was greater than the cost.  346 

Q. How many consumer complaints have been filed with the Commission, CUB or 347 

the AG’s office regarding the GLCG product? 348 

A. According to data provided by Nicor Gas, the annual complaint rate per total number 349 

of customers is extremely low.  (Nicor Gas Ex. 2.0; also see discovery responses 350 

CUB 1.07 and Staff 2.08).  In addition, customer growth for the service has been 351 

approximately eight percent since 2006.4  352 

Q. What does this indicate to you? 353 

A. One can conclude that consumers accept this product as a reasonable product and are 354 

largely satisfied with it.  Indeed, if the consumers were unhappy with the accuracy 355 

and adequacy of the information provided about the product, one would expect 356 

consumers to voice this displeasure.  Furthermore, this product has been offered for 357 

over ten years.  This is certainly long enough for consumers to determine the value of 358 

the product, yet there have been very few complaints.  359 

Q. How does Mr. Sackett support his assertion that the “guard” is clearly not worth 360 

the annual price of $59.40?  (Staff Ex. 2.0, 48:1073-74).  361 

A. Mr. Sackett’s opinion is based on two factors.  First, Mr. Sackett claims that the 362 

annual probability occurrence of repairs is two percent and the average cost per repair 363 

is $76.  Apparently, he then multiplies $76 and 0.02 to arrive at $1.52, although it is 364 

not explicit in his testimony, and compares it to the annual premium of $59.40.  365 

Because $1.52 is significantly less than $59.40, he infers that the product is not worth 366 

the price.  367 

                                                      
4 According to Nicor Gas, it issued on average 416,134 GLCG bills in 2006 and 449,778 in 2009 or roughly 
eight percent increase.  (Nicor Gas Ex. 2.0).   
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Q. How do you respond to Mr. Sackett’s assertion concerning the price of the 368 

“guard”? 369 

A. For several reasons his analysis is flawed.  First, the “worth” of a product vis-à-vis its 370 

price is best determined by the consumer.  Over 400,000 customers purchase the 371 

service and obtain a valuable benefit from the product.  In the absence of fraudulent 372 

information, we can be confident that the “guard” is clearly worth (more than) the 373 

price of $4.95 per month to their customers.  374 

  Second, Mr. Sackett seems to be implying that the only “fair” price for this 375 

insurance is the “actuarially fair price” in which the premium is set at the expected 376 

loss.5  In the real world, however, some consumers are willing to pay a risk premium 377 

to obtain some level of insurance, albeit not full insurance, and some consumers may 378 

focus on the maximum exposure covered (in this case $600 per incident rather than 379 

the expected loss). This risk premium plays two roles.  It compensates the insurance 380 

provider—that is, it provides an opportunity for a profit.  If the price were set at 381 

$1.52, as Mr. Sackett seems to suggest, no provider would offer the service, including 382 

Nicor Gas, as Mr. O’Connor states in his Rebuttal Testimony.  (Nicor Gas Ex. 2.0).  383 

Also, the risk premium is indicative of the value consumers place on “security.”  384 

While value of service pricing is alien to the regulated world of utilities, it is quite 385 

common in the unregulated world. 386 

  Third, Mr. Sackett completely ignores the evidence on pricing of these types 387 

of services.  I have researched the price of similar products offered in the marketplace 388 

and find that GLCG is priced as similar products.  One example is a similar service 389 

provided by Peoples Gas called the Pipeline Protection Service.  Its pricing appears to 390 

be consistent with the GLCG.  The Peoples Pipeline Protection Service is currently 391 

                                                      
5 At the same time, Mr. Sackett does acknowledge that the price of the service must recover at least its costs 
(Staff Ex. 2.0:958-959).  
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priced at $2.95 per month and covers up to $300 in repair costs.  (See Nicor Gas 392 

Ex. 4.2 attached hereto).  GLCG covers up to $600 in repairs per occurrence and is 393 

priced at $4.95 per month.  In other words, GLCG provides twice the coverage at less 394 

than twice the price.  Another similar service is Santanna Energy Service’s Gas Line 395 

Guard which is priced at $4.95 per month, same as GLCG, allows for up to $1,000 in 396 

repairs per call, but limits the annual coverage to $3,000.  GLCG has no annual limit.  397 

(See Nicor Gas Ex. 4.4 attached hereto).  This is market-based evidence that GLCG 398 

provides value and is priced in a competitive manner.  399 

Q. Do you have any other evidence to support this conclusion? 400 

A. Yes. I have researched the price of similar warranty products offered in the 401 

marketplace and find that this type of warranty is not priced in the way suggested by 402 

Staff.  In Nicor Gas Exhibit 4.2, I list firms that offer similar gas warranty products.  403 

The lowest price found was offered for $23.88 per year by Bay State Gas, 404 

significantly higher than the $1.52 per year figure contained in Mr. Sackett’s 405 

testimony.  Real world evidence shows that these products are not priced in the 406 

manner inferred by Mr. Sackett.  In Nicor Gas Exhibit 4.3, I list certain other warranty 407 

products, mostly home heating warranty products, which do not specifically cover 408 

inside gas lines; on average, these warranty products are more expensive than those 409 

included in Nicor Gas Exhibit 4.2.   410 

Q. Is Mr. Sackett’s claim that fully-distributed pricing cannot be counted as a 411 

benefit for customers reasonable?  (Staff Ex. 2.0, 49:1094-50:1110). 412 

A. No.  Fully-distributed pricing lowers the fixed-cost burden on current Nicor Gas 413 

customers (by over $1 million in 2009).6  This is a concrete benefit of the Agreement 414 

to Nicor Gas customers.  Mr. Sackett implies that Nicor Gas has imprudently invested 415 

                                                      
6 This figure is cited by Mr. Sackett from Staff DR DAS 3.07.  (Sackett Dir., 50:1100).   
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in facilities that, absent the use of these facilities by affiliates, would never have been 416 

purchased or purchased in lower quantities and, presumably would lower the utility’s 417 

costs.  Mr. Sackett, however, offers no proof whatsoever that this is the case and 418 

absent such proof he simply is making a collateral attack on past Commission 419 

judgments that these facilities are prudent and used and useful.  Furthermore, 420 

Mr. Sackett’s claim assumes that future Commissions will continue to mistakenly 421 

approve facilities that he believes are imprudent.  If Mr. Sackett believes that such 422 

facilities are imprudent, then he can present that evidence to the Commission in a rate 423 

case for its judgment.  Moreover, the issue here is not the level of future investment.  424 

Future Commissions are best suited to make those judgments.  Rather, it is how best 425 

to utilize the investment that currently exists in order to provide quality service so as 426 

to benefit current Nicor Gas customers.  Finally, Mr. Sackett claims that the payment 427 

to Nicor Gas pales in comparison to the net revenue he claims Nicor Services retains.  428 

This is an inappropriate comparison.  Nicor Gas sells an input to its affiliate that uses 429 

that input to sell its products; the ultimate profit the affiliate may or may not make has 430 

no relevance to the transfer price.  431 

Q. Are Mr. Effron’s similar allegations regarding profit levels associated with 432 

GLCG and that such profit should go to reduction of the revenue requirement of 433 

Nicor Gas reasonable?  (AG/CUB Ex. 1.0, 6:18-9:5). 434 

A. No.  This would in essence regulate the profits of GLCG, a non-utility service 435 

provided by an affiliate.  Moreover, for the reasons I discussed previously, regulating 436 

the profits of affiliate services would distort market outcomes.  Furthermore, the 437 

approach taken by both Mr. Effron and Mr. Sackett to calculate the profitability of 438 

GLCG is wrong as discussed at length in the Rebuttal Testimony of Mr. O’Connor. 439 
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V. NICOR DOES NOT PROVIDE ESSENTIAL INPUTS TO NICOR SERVICES 440 
FOR THE PROVISION OF GLCG   441 

Q. Why is the issue of essential inputs important? 442 

A. Mr. Sackett, and to a lesser degree Mr. Effron, base conclusions concerning market 443 

power, and therefore the need to regulate GLCG, based on the theory of essential 444 

inputs.  (Staff Ex. 2.0, 31:725-34:779; AG/CUB Ex. 1.0, 8:17-9:16).   445 

Q. What is an essential input? 446 

A. An essential input or essential service is an input or service that is controlled by a 447 

monopolist, is essential to the sustainability of competition, and is neither available 448 

from another source nor capable of being readily or feasibly duplicated by actual or 449 

potential competitors.  The essential input must be capable of being practically shared 450 

by the monopolist, which means that if it is difficult or costly to provide the input the 451 

benefits of sharing may not outweigh the costs. 452 

Q. What is the policy question in addressing essential inputs?  453 

A. Ultimately, the relevant economic and policy question is not whether any particular 454 

competitor will be harmed absent mandated sharing of an essential input; rather the 455 

relevant economic and policy question is whether the competitive process will be 456 

unsustainable absent mandated access.  The proper policy is to require sharing only if 457 

it is essential to the sustainability of the competitive process in the relevant market.  458 

The testimonies of Staff, AG/CUB and Dominion ignore this fundamental point.   459 

Q. Does the fact that a firm has a unique advantage indicate that it controls an 460 

essential input? 461 

A. Not necessarily.  It depends on whether the input is duplicable and is necessary for the 462 

competitive process.  Competition requires that firms aggressively compete to develop 463 

and improve products, technology, distribution channels, sales and marketing 464 

activities, customer support and a whole range of other inputs and services.  In so 465 
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doing, firms may develop unique advantages vis-à-vis other firms.  One firm’s unique 466 

advantage in sales and marketing might be offset by another firm’s unique advantage 467 

in technology or distribution.  The fact that one firm has a unique advantage does not 468 

mean that it should be shared with competitors. 469 

Q. What are the harms of requiring a firm to share an input that is not essential? 470 

A. The harm is that it distorts the competitive process and lessens economic efficiency.  471 

Specifically, the harm falls into two categories—the harm done to the firm required to 472 

share the input and the harm done to competition.  With respect to the first category, 473 

mandating sharing reduces the firm’s incentives to innovate because some of the gains 474 

from innovation will accrue to competing firms who can benefit from the innovation 475 

when purchasing the input.  The reduced incentive to innovate on the part of the firm 476 

that is required to share arises whether the input is or is not essential.  When the input 477 

is essential the reduced incentives to innovate are compared to the benefits of 478 

increased competition and, depending on the specifics of the case, sharing the 479 

essential input may be the appropriate economic policy.  When the input is not 480 

essential, however, there is no benefit to mandating sharing because competition can 481 

survive without it.  In fact, mandated sharing when the input is not essential only 482 

generates costs (i.e, the reduced incentives to innovate and the distortion in 483 

competition) and is not the appropriate economic policy. 484 

  The second category is the harm done to competition because it encourages 485 

higher-cost firms—which would not enter but for the mandated sharing—to enter the 486 

marketplace.  This distorts competitive outcomes.  487 

Q. What are some of the factors that make an input essential? 488 

A. On the cost side, very high fixed costs relative to demand—the typical natural 489 

monopoly production conditions—can make an input essential.  If the production 490 
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process is characterized by natural monopoly conditions it means that costs are 491 

minimized if just one firm produces the input, e.g., a gas distribution system.  In this 492 

case, society is better off if one firm produces the input and shares it with competitors.  493 

Other possible reasons are due to a firm owning or controlling a particular unique 494 

asset (e.g., a sports stadium under certain conditions). 495 

Q. What inputs are provided by Nicor Gas to Nicor Services for the GLCG 496 

product?   497 

A. Nicor Gas provides customer solicitation, billing and repair services.   498 

Q. Is customer solicitation an essential input? 499 

A. No.  Finding new access to customers, targeting customers—all these activities are at 500 

the heart of what distinguishes one firm from another and are the bases of firm rivalry 501 

and competition.  As discussed below with concrete examples, customer solicitation 502 

does not fulfill the requirements listed above—it is not an input controlled by a 503 

monopolist, sharing it is not necessary for the sustainability of competition, and it can 504 

be replicated by competitors.  505 

Q. Is customer billing an essential input or service? 506 

A. No, customer billing does not meet the requirements of an essential input or service.  507 

All kinds of companies maintain their own billing systems as a normal part of doing 508 

business and many companies make a business of providing billing services for 509 

others.  An efficient competitor can use its own billing services or it can purchase 510 

billing from the market of billing service providers.  Examples include debit and 511 

credit cards, banks, and other entities that mass bill consumers.   512 

Q. How do you respond to Staff’s assertion that Nicor Gas provides Nicor Services 513 

with essential inputs and the two essential inputs are “repair services and, to a 514 

lesser degree, customer solicitation?”  (Staff Ex. 2.0, 32:742-44).   515 
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A. With respect to repair services, Staff asserts that the essential service provided to 516 

Nicor Services by Nicor Gas is the “ability to provide repair service instantly” and 517 

that “[i]t is physically impossible for other insurance sellers to have a repairman on 518 

site the moment that a Nicor Gas employee determines there is a leak.”  (Staff Ex. 2.0, 519 

32:753; 33:765-66).  There are several reasons why this is not an essential service.   520 

  First, as discussed in the Rebuttal Testimony of Mr. O’Connor, Staff has 521 

somewhat mischaracterized the repair services provided by Nicor Gas.  (Nicor Gas 522 

Ex. 2.0).   523 

  Second, it is important to assess whether absent sharing the input—in this case 524 

Nicor Gas repair services—competition in the relevant market would be 525 

unsustainable.  Customers have a choice with respect to these repairs; others provide 526 

similar warranty service or the customer can self-insure and arrange to have its own 527 

repairs performed. 528 

  Third, Staff’s assertion that competing warranty providers cannot have a 529 

repairman on site the moment that a Nicor Gas employee determines that there is a 530 

leak and a problem on the customer’s side of the meter does not show that this service 531 

is essential, even under Mr. Sackett’s own definition.  In theory, a competing provider 532 

can market a product that reimburses the consumer for the cost of the Nicor Gas 533 

repair service, essentially duplicating this service at almost no cost.  That is, the 534 

competitor simply reimburses the customer whenever Nicor Gas repairs the pipe.  535 

This nearly costless way of duplicating “instant repair” services does not meet 536 

Mr. Sackett’s own definition of an essential input as one that cannot be “economically 537 

duplicated...at comparable cost and quality.”  (Staff Ex. 2.0, 32:748 and fn. 7).  In 538 

fact, it is not only duplicated at comparable cost but is exactly the same quality.  539 
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Q. Why does Mr. Sackett believe that customer solicitation is “to a lesser degree” an 540 

essential input? 541 

A. Mr. Sackett believes that “[l]acking the customer solicitation provided by Nicor Gas, 542 

competitors of Nicor Services would find it much more difficult than Nicor Services 543 

to market to potential customers.”  (Staff Ex. 2.0, 36:828-30).   544 

Q. Is this sufficient to make customer solicitation an essential service that Nicor Gas 545 

must share with Nicor Services competitors? 546 

A. No, it is not.  Customer solicitation does not meet the requirements of an essential 547 

service.  Many customer solicitation channels are available to competitors including 548 

door-to-door sales, print, television, radio, internet, telephonic, and newsletters.  Nicor 549 

Gas’ own bills are a possible solicitation channel as well.  I understand that Nicor Gas 550 

sells billing insert advertising that includes advertising from potential competitors of 551 

Nicor Services, such as HVAC firms.  While soliciting customers during moving calls 552 

may be an effective marketing channel available to Nicor Services, it is by no means 553 

the only marketing channel available to competitors.  An effective marketing channel 554 

does not imply that the customer solicitation is an essential service in need of 555 

regulation by the state.  Customers moving into residences are targeted in many 556 

different ways by businesses and competitors can tap into these marketing channels or 557 

devise new ones.  For example, home warranty products and home inspection 558 

products (products geared to customers moving into a residence) sometime offer gas 559 

line warranty products.  560 

  Moreover, the Commission’s Rules in Part 550 (discussing non-discrimination 561 

provisions between a gas utility and its affiliate) do not prohibit customer solicitation 562 

for warranty services.  Contrary to the position of Staff, AG/CUB and Dominion, no 563 
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economic justification requires marketing channels to be shared with competitors or 564 

prevents Nicor Services from taking advantage of its particular marketing channel. 565 

Q. Do you agree with Mr. Sackett’s assertion that another essential input is Nicor 566 

Services’ “ability to create the misperception that GLCG prevents shutoffs or 567 

other repairs that are not otherwise available”?  (Staff Ex. 2.0, 31:728-29). 568 

A. No.  Even under Mr. Sackett’s definition, this is not an example of an essential input.  569 

It may be an allegation of asymmetric information suggesting that if the customer had 570 

additional information he/she may have made different choice, but this is not an input 571 

in an economic sense.  Of course, market opportunity exists for competitors to correct 572 

asymmetric information in order to sell competing products.  In addition, it should be 573 

noted that consumer protection laws and regulations in Illinois protect consumers 574 

from fraudulent information.  I note that Mr. Effron makes a similar point, although 575 

without defining an essential input.  (AG/CUB Ex. 1.0, 9:14-19).  Again, Mr. Effron 576 

confuses an essential input with a potential case of asymmetric information.  577 

VI. RELEVANT MARKET AND MARKET POWER  578 

Q. What is the purpose of this section of your testimony? 579 

A. I show that there is competition for Nicor Services’ GLCG product, competitors have 580 

access to several alternative sales solicitation channels, and the provision of sales 581 

solicitation is not a barrier to market entry or an extension of Nicor Gas’ market 582 

power.  Competitors can access numerous other traditional sales solicitation channels 583 

such as door-to-door sales, media advertising (print, television, radio, internet, 584 

telephonic, and newsletters) call centers, as well as solicitation channels that can be 585 

well-suited to this type of product such as home and appliance warranty providers, 586 

mortgage brokers, realtors, home inspection providers, and the Nicor Gas bill insert 587 
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program.  I provide factual information on competitive alternatives first and then 588 

address the specific intervenor and Staff concerns.   589 

Q. What options do Nicor Services customers have besides purchasing the GLCG 590 

product? 591 

A. The options that customers have—and the competition that is faced by Nicor Services 592 

for the GLCG product—fall into two categories.  The first category is actual 593 

competition from alternative providers offering a similar product.  Nicor Services 594 

customers can purchase similar warranty type services from competing providers in 595 

the Nicor Gas service territory, as set forth in Nicor Gas Exhibit 4.4.  These products 596 

offer warranty and repair services to the customer.   597 

  The second category is competition from the option that customers have to 598 

“self insure” against the risk of the loss from gas line repair costs.  Most Nicor Gas 599 

customers do not purchase the GLCG product even though they face a risk of 600 

incurring gas line repair costs in the future.  Instead these customers forego 601 

purchasing a warranty product and deal with the risk in other ways.  When a firm like 602 

Nicor Services sets its price for the GLCG product it needs to take into account these 603 

two options.  604 

Q. Would you please describe the competition from alternative warranty providers? 605 

A. My investigation, summarized in Nicor Gas Exhibit 4.4, has identified two companies 606 

that provide this service in Nicor Gas’ service territory:  The Manchester Group and 607 

Santanna Energy Services.  Both of these companies provide insurance-like products 608 

that cover gas lines from the outlet of the meter to the shutoff of the appliance.  609 

Santanna’s product is called Gas Line Guard and it includes emergency service care 610 

24 hours a day, 365 days per year, does not charge customers for trip expenses, 611 

requires zero deductible, and bills the customer $4.95 per month for this service—the 612 
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same exact amount that Nicor Services charges for its GLCG product.  Santanna also 613 

has a product called Total Line Protection that covers repair expenses for the 614 

homeowner’s gas, electrical and plumbing for $9.95 per month.  One package offered 615 

through The Manchester Group’s Utility Shield program covers only the inside gas 616 

line for $2.00 per month.  Another package offered through this company’s Utility 617 

Shield program covers the homeowner’s inside gas, electrical and plumbing for $6.00 618 

per month.  A third package covers the homeowner’s inside and outside gas, 619 

electrical, and plumbing for $10.75 per month.   620 

Q. Are there other types of firms that provide a gas line protection service? 621 

A. Yes, there are home warranty and home inspection firms that provide this type of gas 622 

line protection plan as one element of a total plan.  Nicor Gas Exhibit 4.5 provides a 623 

list of some of the companies that provide these services in Nicor Gas’ service 624 

territory and the products they provide.  625 

  From these findings I conclude: 626 

1. There are other providers of this type of warranty service, contrary to 627 

Mr. Sackett’s claim that he has “seen no evidence of any other company 628 

providing this type of warranty product in the Nicor Gas’ service territory” 629 

(Staff Ex. 2.0, 31:714-15);  630 

2. Warranty providers appear to be using varied methods of reaching customers; 631 

and 632 

3. Potential competition exists and seems to be providing a check on these 633 

warranty markets.  634 

Q. Would you please elaborate on the competition that the GLCG product faces 635 

from customers who self insure against the risk of incurring gas line repair 636 

costs? 637 



Docket No. 09-0301 27 Nicor Gas Ex. 4.0 

A. Most Nicor Gas customers have not signed up for the GLCG product even though 638 

they also face a risk of incurring gas line repair costs in the future.  Instead of 639 

purchasing a product that bundles insurance and gas line repair services, these 640 

customers have decided to provide the insurance themselves and to pay for such repair 641 

services as the need arises.  This option available to consumers competes with the 642 

GLCG and other similar products.  If the price of GLCG and other similar products 643 

were to increase significantly, more consumers would likely self insure; the fact that 644 

the number of customers is growing for GLCG indicates that many customers value 645 

the comfort (warranty) provided by GLCG relative to other options or the option to 646 

self-insure.  647 

Q. Within this option of self-insuring, what firms can provide gas line repair service 648 

in the Nicor Gas service territory? 649 

A. Many firms—mostly HVAC and plumbing firms—provide these services in the Nicor 650 

Gas service territory.  The customer can use the services of a certified contractor, 651 

plumber, home heating or other professional to provide repairs.  Some of these firms 652 

are on call 24 hours and can respond quickly to emergencies.  According to my 653 

research, there are more than 261 HVAC firms and 2,289 plumbing firms in the Nicor 654 

Gas service territory.7 655 

  In addition, customers who self-insure can have gas line repair services 656 

performed by Nicor Gas technicians but not as part of the GLCG program.  In the 657 

event a Nicor Gas technician is called to a residence to investigate a potential gas leak 658 

and finds the problem to be the homeowner’s responsibility, the technician may be 659 

able to provide repairs.  660 

                                                      
7 The HVAC list includes all HVAC firms with the SIC code 7623 in the IL cities Nicor Gas serves.  The 
plumbing firms were found by searching NAICS code 238220 for all the counties Nicor Gas serves in 
OneSource. 
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Q. With respect to the latter, do you believe that the Nicor Gas repair services that 661 

are not done through the GLCG program compete with the GLCG product? 662 

A.   Yes.  Nicor Gas does gas line repair services apart from the GLCG offering and 663 

charges the customer the fully-distributed cost of the repair.  The customer has an 664 

option of enrolling in the GLCG and being insured up to $600 per incident for gas line 665 

repairs or paying Nicor Gas the cost of the actual repair.  If the price of the GLCG 666 

product were to increase significantly, we would expect consumers to select other 667 

alternatives.  Among those alternatives are “non-warranty” repair services performed 668 

by Nicor Gas. 669 

Q. How can a firm like Nicor Services face competition from Nicor Gas?  Don’t the 670 

profits go to the same entity? 671 

A. While it is the case that the profits go to the same parent entity, that is not a 672 

consideration in whether two products compete against each other.  What is relevant 673 

for determining whether two products are in the same market is whether customers 674 

substitute in the face of a significant price increase.  It is not uncommon for multi-675 

product firms to produce products that compete with each other.  For example, a 676 

television manufacturer that produces flat-screen televisions in different sizes must be 677 

aware that the price of its larger-screen televisions constrains the price of its smaller 678 

size television and vice versa.  If the television manufacturer significantly increased 679 

the price of its smaller-screen televisions, some consumers would switch to its larger 680 

screen television.  Ford Automobiles manufactures different makes and models of 681 

automobiles, some of which compete against each other.  For example, the price of 682 

the Ford Focus Coupe likely constrains the price of the Ford Fusion and vice versa.  683 

In the same way, the price of Nicor Gas repair services constrains the price of the 684 

GLCG service. 685 
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Q. Is the GLCG product a relevant market? 686 

A. No.  It is one product that is available in a broader market.  In order to provide the 687 

boundaries of a market, one needs to account for all possibilities that GLCG 688 

customers have to substitute away from the product and towards other products and 689 

services.  Customers have options besides the GLCG product.  It is important to 690 

define the boundaries of a market because market power can only be exercised within 691 

the relevant market.  The analysis to define a market begins with a description of the 692 

product.  The GLCG product provides two services to consumers.  First, it is a repair 693 

service.  If the customer’s gas pipes need repairs, the repairs are provided through the 694 

GLCG product.  Second, by paying a monthly premium the customer shifts some of 695 

the risk of incurring gas line repair costs to Nicor Services. 696 

Q. Isn’t the GLCG product just a warranty service? 697 

A. By subscribing to the GLCG product, the customer obtains an insurance-like product 698 

protecting the customer financially from future repair costs, and this component of the 699 

product is a typical insurance/warranty product.  In addition, however, the customer 700 

expects that the gas pipes will be repaired by a qualified professional (either from 701 

Nicor Gas or Nicor Services) without having to incur transactions and search costs to 702 

find such a person or any other out of pocket costs.  For this reason, the GLCG 703 

product competes not only with other warranty products but also with other 704 

professionals that can do similar repairs. 705 

Q. Does potential competition also play a role in disciplining the price of the GLCG 706 

product? 707 

A. Yes.  Potential competition can exert competitive pressure on a good or service.  The 708 

economic literature recognizes that under certain conditions a firm that is the only 709 
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participant in the market must still set prices at a competitive level.8  If the firm were 710 

to set prices above the competitive level, potential competitors could enter the market, 711 

earn short-run economic profits and drive prices down to competitive levels.  The 712 

conditions that must hold for potential competition to play a role are that barriers to 713 

entering the market must not be high.  An important consideration to determine the 714 

level of entry barriers is whether there exist significant sunk costs.  Sunk costs are 715 

those costs that a firm cannot recoup if it were to exit a market.  An example of sunk 716 

costs is product-specific advertising.  Large sunk costs make it more risky for a firm 717 

to enter the market and lessen the impact of potential competition.  The sunk costs 718 

required to provide similar warranty products are not significant, however, apart from 719 

perhaps some advertising and brand promotion costs.  Most of the other costs required 720 

to provide warranty products are not sunk.  721 

Q. Can customers find other ways of lowering some of the risk of incurring gas line 722 

repair costs or the severity of repairs apart from the GLCG or other warranty 723 

service? 724 

A. Yes, customers can find other ways of lowering some of the risk of incurring gas line 725 

repair costs and by so doing they make self-insuring a more attractive option.  Recall 726 

that GLCG is a product that shifts and lowers the customer’s risk of incurring gas line 727 

repair costs up to $600 per incident.  The product does not eliminate all risk of 728 

incurring gas line repair costs but it does significantly lower such risks.  In a similar 729 

fashion, customers can purchase home inspection and maintenance products that 730 

provide a similar benefit—lowering the risk of incurring gas line repair costs.  Nicor 731 

Gas Exhibit 5.5 provides a list of products available to Nicor Gas customers that 732 

provide home inspection and home maintenance plans that cover gas lines.  733 

                                                      
8 See e.g., W. Baumol, J. C. Panzer, and R. D. Willig, Contestable Markets and the Theory of Industry Structure, 
San Diego, Harcourt Brace Jovanovich, 1982.  
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Q. Is there support in the literature that market insurance products sometimes 734 

compete with self-insurance options that are available to consumers?  735 

A. Yes.  The early economic literature on the demand for insurance products recognized 736 

that market insurance and self-insurance are substitute products, a finding that has 737 

continued in subsequent research.9  Also, in a report on competition in insurance 738 

products the OECD identified that some insurance products may compete with self-739 

provision of insurance.10 740 

Q. What is your overall conclusion regarding the relevant market? 741 

A. My conclusion is that the relevant market at issue here is broader than the GLCG 742 

product.  The relevant market should include: (1) other products offered by competing 743 

firms that offer warranty and repair service, and (2) all the options consumers have 744 

when they self insure, including HVAC and plumbing gas line repair services, Nicor 745 

Gas repair services and home inspection and maintenance plans that include gas lines.  746 

Q. Within that market, does Nicor Services possess market power for its GLCG 747 

product? 748 

A. No.  Nicor Services must compete with these other alternatives available to customers 749 

including potential competitors, and the existence of this competition means that 750 

Nicor Services cannot price its product above the competitive level. 751 

Q. How do you respond to the inferences by Mr. Sackett (Staff Ex. 2.0, 20:452-53) 752 

and Mr. Effron (AG/CUB Ex. 1.0, 7:19-8:2) that Nicor Services possess market 753 

power with respect to the GLCG product based on profit margins? 754 

                                                      
9 See: Isaac Ehrlich and Gary S. Becker (1972), “Market Insurance, Self-Insurance, and Self-Protection,” The 
Journal of Political Economy, Vol. 80, No. 4 and Christophe Courbage (2001), “Self-Insurance, Self-Protection 
and Market Insurance within the Dual Theory of Choice,” The Geneva Papers on Risk and Insurance Theory, 
26:43-56 (2001).   
10 OECD Policy Roundtable (1998), “Competition and Related Regulation Issues in the Insurance Industry.” 



Docket No. 09-0301 32 Nicor Gas Ex. 4.0 

A. First, as described in the rebuttal testimony of Mr. O’Connor, the profit margin 755 

calculations by Mr. Sackett and Mr. Effron are incorrect.  (Nicor Gas Ex. 2.0).  756 

Second, the existence of high economic profits sustained over time can be one 757 

indication that a firm possesses market power.  Mr. Sackett and Mr. Effron, however, 758 

have not estimated economic profits.  Economic profits are defined as the difference 759 

between total revenue and total cost (fixed and variable costs) including opportunity 760 

costs, i.e, the cost of foregoing investing in a similar risk opportunity.  Mr. Sackett has 761 

not measured profits, in the economic sense, and, according to the testimony of 762 

Mr. O’Connor, he has left out important costs.  (Nicor Gas Ex. 2.0).  Moreover, 763 

economic profits are calculated at the firm level, not the individual service level, 764 

usually by measuring a firm’s return on assets.  No evidence has been presented that 765 

Nicor Services is earning economic profits.  766 

Q. Have Mr. Sackett and Mr. Effron provided analyses to support their allegation 767 

that Nicor Gas is leveraging its market power?  (Staff Ex. 2.0, 30:711-31:721; 768 

AG/CUB Ex. 1.0, 9:17-22)?  769 

A. No.  As I describe above, there is competition for the GLCG service and a firm like 770 

Nicor Services cannot price its product above the competitive level.  There are no 771 

essential inputs that Nicor Gas provides to Nicor Services to compete in the relevant 772 

market.  Thus, the story of leveraging Nicor Gas market power to benefit Nicor 773 

Services does not make sense in this case. 774 

VII. NICOR SERVICES IS NOT RECEIVING A SUBSIDY FROM NICOR GAS 775 
WHEN PROVIDING THE GLCG SERVICE  776 

Q. Is Nicor Gas providing a subsidy to Nicor Services?   777 

A. No.  A subsidy occurs if a company receives a service from an affiliate at a price that 778 

is below the cost of providing the service.  Nicor Services pays Nicor Gas for services 779 

that Nicor Gas renders to it, such as billing services, customer solicitation and repair 780 
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services.  The prices of these transactions recover the fully-distributed cost that Nicor 781 

Gas incurs to provide the service and are above incremental costs, the economically 782 

relevant cost measure to determine whether a firm is providing or receiving a subsidy.  783 

Fully-distributed costs are the direct costs of providing a service and include a markup 784 

above direct costs to account for shared and common costs.  Incremental costs, on the 785 

other hand, are the direct cost to provide a service and do not include a markup to 786 

recover shared and common costs. 787 

Q. Is the Agreement preventing discrimination in favor of Nicor Gas’ affiliates? 788 

A.  Yes.  Because Nicor Gas does not provide any essential inputs to Nicor Services for 789 

the provision of the GLCG service and the services that are provided to Nicor 790 

Services are provided at cost, there is no discrimination in favor of affiliates.  Staff 791 

believes there is discrimination because of the “inequity and unfairness in the 792 

customer solicitation.”  (Staff Ex. 2.0 10:216-17).  For the reasons mentioned above, 793 

however, customer solicitation is not an essential input.  Other competitors have 794 

access to different solicitation channels.  As previously discussed, the non-795 

discrimination provisions between a gas utility and its affiliates contained in Part 550 796 

do not prohibit the utility from providing customer solicitation to affiliates or require 797 

the utility to provide the service to its affiliate’s competitors for warranty services.  798 

Nor does Part 550 require the utility to provide sale leads to competitors as is 799 

recommended by Dominion. 800 

VIII. CONCLUSION 801 

Q. Does this conclude your rebuttal testimony? 802 

A. Yes.  803 


