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Introduction 1 

Q. Please state your name and business address. 2 

A. My name is Scott J. Rubin.  My business address is 333 Oak Lane, Bloomsburg, 3 

Pennsylvania 17815. 4 

Q. By whom are you employed and in what capacity? 5 

A. I am an independent consultant and an attorney.  My practice is limited to matters 6 

affecting the public utility industry. 7 

Q. What is the purpose of your testimony in this case? 8 

A. I have been asked by the Office of Attorney General, the Citizens Utility Board, and the 9 

City of Chicago, otherwise referred to as the Governmental and Consumer Intervenors 10 

(“GCI”), to review the portions of the direct testimony and exhibits filed by Peoples Gas 11 

Light and Coke Company (“Peoples” or “PGL”) and North Shore Gas Company (“North 12 

Shore” or “NS”) (collectively “Companies”) as they relate to residential rate design. 13 

Q. What are your qualifications to provide this testimony in this case? 14 

A. I have testified as an expert witness before utility commissions or courts in the District of 15 

Columbia and in the states of Arizona, California, Connecticut, Delaware, Kentucky, 16 

Illinois, Maine, Maryland, New Hampshire, New Jersey, New York, Ohio, Pennsylvania, 17 

and West Virginia.  I also have testified as an expert witness before two committees of 18 

the U.S. House of Representatives and one committee of the Pennsylvania House of 19 

Representatives.  I also have served as a consultant to the Connecticut Department of 20 

Public Utility Control, several national utility trade associations, and state and local 21 
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governments throughout the country.  Prior to establishing my own consulting and law 22 

practice, I was employed by the Pennsylvania Office of Consumer Advocate (OCA) from 23 

1983 through January 1994 in increasingly responsible positions. From 1990 until I left 24 

the OCA, I was one of two senior attorneys in that Office.  Among my other 25 

responsibilities in that position, I had a major role in setting the OCA’s policy positions 26 

on water and electric matters.  In addition, I was responsible for supervising the technical 27 

staff of that Office.  I also testified as an expert witness for that Office on rate design and 28 

cost of service issues. 29   

Throughout my career, I developed substantial expertise in matters relating to the 30 

economic regulation of public utilities.  I have published articles, contributed to books, 31 

written speeches, and delivered numerous presentations, on both the national and state 32 

level, relating to regulatory issues.  I have attended numerous continuing education 33 

courses involving the utility industry.  I also periodically participate as a faculty member 34 

in utility-related educational programs for the Institute for Public Utilities at Michigan 35 

State University, the American Water Works Association, and the Pennsylvania Bar 36 

Institute. 37 

Q. Do you have any experience that is particularly relevant to the issues in this case? 38 

A. Yes, I do.  I have testified on numerous occasions as a rate design and cost of service 39 

expert.  I have been the witness for the AG, CUB, and/or the City on rate design and cost 40 

of service witness in several recent cases before this Commission, including the 2009 rate 41 

cases for Peoples and North Shore. 42 
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Q. What documents have you reviewed in preparing this testimony? 43 

A. I have reviewed the portions of the Companies’ filings, testimony, and responses to data 44 

requests that concern residential rate design issues.  45 

Summary 46 

Q.  Please summarize your conclusions and recommendations. 47 

A. In my opinion, the Companies’ rate design proposal is contrary to established notions of 48 

fairness and non-discrimination in rate-setting.  The Companies have identified their cost 49 

of service, but they are not proposing to set rates to fairly recover that cost from the 50 

customers who cause it.  As a result, the rates proposed by the Companies are highly 51 

discriminatory against low-use residential customers: requiring those customers to pay 52 

substantially more than the cost that is incurred to serve them.  53   

Specifically, the Companies’ own cost information reveals the following:  54 

 

The Companies have improperly identified essentially all of their costs as 55 
being “fixed” in nature.  This is not correct.  “Fixed” costs should be those 56 
costs that a utility cannot reasonably control as the number of customers or 57 
the throughput of gas change.  58 

 

The Companies have improperly assumed that administrative and general 59 
expenses are entirely fixed.  In fact, the Companies have significant 60 
control over many of these expenses. 61 

 

The Companies are improperly proposing to recover residential 62 
uncollectible expenses related to distribution service on a per-customer 63 
basis.  Recovering these costs as a percentage of each customer’s 64 
distribution bill would more fairly collect this cost from paying customers. 65 

 

The Companies have improperly classified administrative and general 66 
operations and maintenance expenses by including uncollectible expenses 67 
in the allocation formula.  Uncollectibles should not significantly affect 68 
these expenses and should be removed from the allocation. 69 



ICC Docket Nos. 11-0280, 11-0281 
Direct Testimony of Scott J. Rubin 

GCI Exhibit 3.0, page 4 

 
Demand-related costs account for 30% of Peoples’s total cost of serving 70 
residential customers ($124 million out of $410 million) under Peoples’s 71 
COSS, and they would account for an even higher percentage under my 72 
recommendations.  But Peoples has proposed rates that do not recover 73 
these residential demand costs from the customers who cause them to be 74 
incurred (those customers who use more gas).  Instead, Peoples is 75 
proposing to require low-use residential customers to provide substantial 76 
subsidies to high-use residential customers – charging higher-use 77 
customers only about 1/3 the demand cost that they impose on the system.  78 
The same is true for North Shore’s proposal, as well. 79 

 

The Companies’ existing residential rate structures, as well as their 80 
proposed residential rate structures, improperly recover most demand-81 
related costs through the customer charge and the first consumption block.  82 
As a consequence, customers who use the most gas and cause the greatest 83 
residential demands are being subsidized by lower-use customers and 84 
customers who use gas efficiently throughout the year. 85 

 

I have developed rates that would recover demand-related costs equitably 86 
from all residential customers on a per-therm basis.  Those rates eliminate 87 
the unfairness inherent in the Companies’ proposed rate structure. 88 

So-Called “Fixed” Costs 89 

Q. The Companies refer to “fixed” costs throughout their filings.  How have the 90 

Companies used that term and do you agree with their definition? 91 

A. The Companies apparently refer to “fixed” costs to mean costs that do not vary in the 92 

short-term as the throughput of gas changes.  Under this definition, essentially all of the 93 

Companies’ costs are “fixed.”  I strongly disagree with this definition.  The standard 94 

economic definition of a “fixed” cost is one “whose quantity cannot be changed during 95 

the period under consideration.”1  The relevant period for determining whether a utility 96 

cost is fixed or variable should be the long run, as I discuss below. 97 

                                                

 

1 Edwin Mansfield, Microeconomics: Theory and Application (New York, 2nd Ed., 1975), p. 121.  
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Examples of Costs Improperly Treated as “Fixed” 98 

Q. Do you have any examples where the Companies have improperly treated costs as 99 

being “fixed”? 100 

A. Yes.  The Companies assume that all of their administrative and general (“A&G”) costs 101 

are fixed.  I question that assumption.  While it may be true that the Companies do not 102 

incur incremental A&G expenses if a customer uses an additional therm of gas, that does 103 

not mean that the costs are fixed.  On the contrary, the Companies are able to adjust 104 

staffing and other expenses – particularly at the administrative level – in response to 105 

changes in revenues, customer usage patterns, the economy, and other factors.  Assuming 106 

that such costs are “fixed” would imply that the Companies have no ability to adjust 107 

those costs to improve efficiency or respond to other factors. 108   

In fact, both Peoples and North Shore have reduced the amount of A&G 109 

operations and maintenance expense (“O&M”) from the levels they proposed in their last 110 

cases.  In 2009, Peoples’s filing shows A&G O&M of $74,589,927.  In this case, the 111 

comparable figure is $70,906,000.  Similarly, North Shore has reduced A&G O&M from 112 

$20,389,852 in the 2009 case to $17,689,000 in this case. 2  If these costs were truly 113 

“fixed,” it is difficult to explain how the Companies could reduce them by a combined 114 

$7 million in just two years. 115 

                                                

 

2 These figures appear on the Functionalized and Classified Expenses, O&M Expenses page of the COSS in each 
case.  In the current case, that page is Sch. E-6, p. 22, line 49, col. C for each company.  I have attached the relevant 
pages from the 2009 filing as GCI Ex. 3.1 (Peoples) and 3.2 (North Shore).  
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Q. Does the Companies’ claim that nearly all of their distribution costs are fixed mean 116 

that it costs about the same to serve large users and small users? 117 

A. No, that is definitely not the case.  The Companies’ own data show that they incur 118 

substantial costs related to the peak demand that each residential customer places on the 119 

system.  These demand-related costs are apparent in the sizing of distribution mains, 120 

storage facilities, and other types of distribution facilities and related operations and 121 

maintenance costs.  In addition, the Companies’ data show that some residential 122 

customers require substantially more expensive meters and regulators than the typical 123 

residential customer.  In other words, the Companies incur millions of dollars in costs 124 

each year that are directly related to the demands residential customers place on the 125 

systems.  These costs should be recovered from customers in proportion to the amount of 126 

natural gas that they use, particularly when that gas is used during the winter. 127 

Q. Please be specific about the demand-related costs the Companies incur. 128 

A. The cost-of-service studies (“COSS”) prepared by the Companies explicitly show 129 

residential demand-related costs.  For Peoples, residential (SC 1) customers are 130 

responsible for $124,047,669 in demand-related costs.  PGL Sch. E-6, p. 2, line 38, col. 131 

C.3  If that cost were recovered from residential customers in proportion to their annual 132 

consumption (that is, recovering the cost on a per-therm basis), the demand cost per 133 

therm would be 18.07¢ per therm.4  If the demand-related cost were collected based on 134 

residential consumption during the winter months only (that is, in a way that more closely 135 

                                                

 

3 As I explain below, the actual amount of demand-related cost is higher than the Companies show in their COSS.  

4 SC 1 demand-related cost of $124,047,669 divided by projected 2012 SC 1 consumption of 686,542,160 therms, 
from PGL Ex. 13.5, p. 2, line 15, col. C. 
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tracks a customer’s contribution to peak demand), then the demand cost per winter therm 136 

would be 21.87¢ per therm.5 137   

For North Shore, SC 1 customers are responsible for $19,232,548 in demand-138 

related costs.  NS Sch. E-6, p. 2, line 38, col. C.  If that cost were recovered from 139 

residential customers in proportion to their annual consumption, the demand cost per 140 

therm would be 10.57¢ per therm.6  If the demand-related cost were collected based on 141 

residential consumption during the winter months only, then the demand cost per winter 142 

therm would be 13.02¢ per therm.7 143   

These figures would be even higher under my proposed adjustment to the 144 

allocation of A&G O&M expenses, as I discuss later.   145 

The Companies’ Improper Focus on Short Run Costs 146 

Q. Do you agree with the Companies’ focus on the short run to determine whether 147 

costs are fixed or variable? 148 

A. No, I do not.  It is not appropriate for setting utility rates or evaluating a utility’s cost of 149 

service to focus on the short run.  To the best of my knowledge, there is no support 150 

among reputable public utility economists or among public utility commissions for 151 

setting utility rates based on short-run marginal costs.  This notion was floated by a few 152 

                                                                                                                                    

  

5 SC 1 demand-related cost of $124,047,669 divided by projected SC 1 consumption from November through April 
of 567,268,530 therms, calculated from PGL WPE 6.9, line 1.   

6 SC 1 demand-related cost of $19,232,548 divided by projected SC 1 consumption of 181,939,248 therms, from NS 
Ex. 13.5, p. 2, line 15, col. C.  

7 SC 1 demand-related cost of $19,232,548 divided by projected SC 1 consumption from November through April of  
147,677,210 therms, calculated from NS WPE 6.9, line 1. 
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economists during the 1940s and 1950s and quickly was discredited by those who 153 

understood the public utility industry.  The essential flaw in pricing utility distribution 154 

service based on short-run marginal cost is that the industry exhibits economies of scale 155 

(as one would expect from a natural monopoly).  This means that the marginal cost 156 

declines as more of the product is supplied (at least up to some point).  We see this in the 157 

price of nearly every component of the distribution system:  for example, it does not cost 158 

twice as much to install a two-inch pipe as it does to install a one-inch pipe.  Indeed, the 159 

cost increment often is relatively small compared to the increase in capacity.  In an 160 

industry that exhibits economies of scale (that is, declining marginal costs for at least a 161 

portion of the supply curve), setting prices equal to short-run marginal cost results in the 162 

firm being unable to recover its costs.  In an industry providing an essential public service 163 

like natural gas distribution, this is simply untenable, as it would force the utility to go 164 

out of business, or at least to stop replacing and maintaining its facilities. 165   

In the first edition of Professor Bonbright’s seminal work, Principles of Public 166 

Utility Rates, published in 1961, he devotes an entire chapter to the theory of marginal 167 

cost pricing.   One portion of that chapter (pages 395-399) is a section entitled: “Critique 168 

of Proposal to Fix Rates at Short-Run Marginal Cost.”  In his critique, Professor 169 

Bonbright explains that pricing based on short-run cost is inconsistent with the long-run 170 

time horizon and function of a public utility and the proper setting of utility rates.  First, 171 

he explains that pricing based on short-run costs would violate consumers’ expectations 172 

(one of his fundamental principles: rate continuity).  Specifically, he writes: 173 
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By and large, the major influence exercised on consumer demand for 174 
utility services by any current rates of charge for these services is an 175 
influence based on the expectation that these rates indicate, at least in a 176 
general way, the rates that will remain in effect over a considerable period 177 
of time.  For it is the anticipated, fairly long-run costs of service which a 178 
potential consumer wisely takes into account when he faces a decision … 179 
whether to equip his home with an electric range or with electric space 180 
heating; or whether to locate his aluminum plant on the St. Lawrence 181 
River rather than in the state of Washington.  Once having become 182 
dependent on the services required for the operation of expensive 183 
complementary equipment, the consumer’s responsiveness to temporary 184 
changes in rates of charge will probably be very limited.  In short, the 185 
price elasticity of demand for utility services can be expected to be much 186 
greater in the fairly long run than in the very short period of time.  But if 187 
utility rates were to be made as volatile as would be required by the 188 
mandate of conformity to short-run marginal costs, they would deprive 189 
consumers of those expectations of “reasonable continuity” of rates and of 190 
rate relationships

 

on which they must rely in order to make rational 191 
advance preparations for the use of service.8 192   

Professor Bonbright also explains that short-run marginal cost pricing of utility 193 

services (because of the economies of scale) would require some type of payment to the 194 

utility to recover the remainder of its revenue requirement.  Some economists suggested 195 

that a tax payment should be made while others suggested that a large fixed charge could 196 

be imposed by the utility.  Professor Bonbright explained that such a charge or tax would 197 

be unfair to those who did not consume the product or who consumed relatively little of 198 

it.  That unfairness is not just a social welfare concern, but a fundamental economic 199 

concern:  requiring a non-user (or low user) of a service to subsidize the service for those 200 

who use it does not increase overall economic welfare; rather, it transfers the “consumer 201 

surplus” (that is, the benefits of a service in excess of the costs paid for the service) from 202 

one group of customers (the low users) to another group (the large users).9 203 

                                                

 

8 James C. Bonbright, Principles of Public Utility Rates (New York, NY 1961), pp. 396-397 (emphasis added).  

9 Id., p. 397. 
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Professor Robert Harbeson, an economist specializing in utility regulation at the 204 

University of Illinois starting in the 1950s (and to whom Bonbright cites) addressed this 205 

concern explicitly in a paper published in 1955.10   Professor Harbeson discusses 206 

proposals to implement a two-part utility tariff consisting of a charge to “assess the 207 

portion of the costs which varied with output and would be based on marginal cost” and 208 

the second part that would “assess the portion of the costs which were independent of 209 

output” – that is, the type of tariff the Companies’ advocate in this case.  Professor 210 

Harbeson explains that this type of two-part tariff would be reasonable only on one 211 

condition:  “the individual’s share of the fixed costs must be arrived at voluntarily on the 212 

basis of individual negotiation; only in this way can we be certain that the contributions 213 

of the individual users toward the fixed costs do not exceed their respective estimates of 214 

the utility of the project to themselves, and hence that there has been an increase in 215 

welfare.”11 216   

Professor Harbeson recognized this would not be possible when there are a large 217 

number of users, but he explained that if the fixed-cost component is not individually 218 

negotiated, it would have the same economic effect as a tax: transferring consumer 219 

welfare from non-users (or low users) to large users of the service.12  As he states:  “a 220 

lump-sum tax is likely to exceed consumers surplus for some individuals and to fall short 221 

                                                

 

10 Robert W. Harbeson, A Critique of Marginal Cost Pricing, Land Economics, 31:1:54-74 (Feb. 1955).  

11 Id., p. 61.  

12 Id.
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of consumer surplus for others and no conclusion can be reached as to whether or not 222 

welfare has been increased …”13 223   

In short, economists considered and rejected the Companies’ type of pricing 224 

proposal more than 50 years ago.  Such a method of utility pricing is simply a method of 225 

transferring wealth (or consumer surplus) from one group of customers to another.  There 226 

is no discernible increase in overall societal welfare and no improvement in the efficiency 227 

of use of the utility’s service.  In fact, such a pricing proposal could lead consumers and 228 

utilities to make decisions that are not in their long-run best interests.  That is, indeed, a 229 

critical flaw in such a utility rate structure, since gas distribution service by its very 230 

nature is a long-run service.  231 

Cost Allocation Issues 232 

Q. What categories of costs have the Companies used in their cost-of-service studies? 233 

A. With the exception of some minor production-related costs, the Companies divide costs 234 

into two categories: demand-related and customer-related.  Demand-related costs are 235 

defined as costs incurred based on customers’ average and peak requirements for natural 236 

gas delivery.  Customer-related costs are defined as costs incurred on an approximately 237 

equal basis for each customer, without regard to the amount of gas used by the customer. 238 

Q.  Do you agree with the Companies’ calculation of customer-related costs and 239 

demand-related costs? 240 

A. No, I do not.  I am most concerned with two aspects of the Companies’ proposed 241 

allocation: (1) the treatment of residential uncollectible expense as being solely related to 242 

                                                

 

13 Id., p. 60. 
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the number of customers, and (2) the allocation of administrative and general operations 243 

and maintenance (“A&G O&M”) expenses between the customer and demand 244 

functions.14 245 

Uncollectibles 246 

Q. How did the Companies treat residential uncollectible expenses in their cost-of-247 

service studies (“COSS”)? 248 

A. The Companies treat residential uncollectible expense as being solely related to the 249 

number of customers.  They propose to recover it, therefore, as part of the customer 250 

charge. 251 

Q. Is that a reasonable way to treat uncollectible expense? 252 

A. No, it is not.  First, the Companies’ themselves acknowledge in another part of their case 253 

that this is not a proper way to allocate or recover uncollectibles.  The Companies have 254 

proposed Rider UEA-GC that would recover uncollectibles related to gas costs for 255 

bundled sales customers on a per-therm basis from bundled customers.  This is an 256 

appropriate way to allocate and recover such costs, but the Companies’ COSS do not use 257 

this approach.  Importantly, gas-cost uncollectibles account for more than 50% of 258 

residential uncollectibles for each company. 259   

Second,  I think everyone recognizes that uncollectible expense is not “caused” by 260 

paying customers.  That expense, however, needs to be recovered in a fair manner from 261 

paying customers.  In effect, we socialize the cost (similar to a tax), not based on cost 262 

                                                

 

14 The Companies divided A&G expenses into three categories: labor-related, O&M, and plant-related.  My 
testimony is addressing the allocation only of A&G O&M expenses. 
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causation (because no paying customer causes the Companies to incur costs for unpaid 263 

bills), but based on our notions of fairness.  In my opinion, it is not fair to require each 264 

residential customer to pay the same amount toward recovery of the costs of non-paying 265 

customers.  Doing so has the effect of requiring the smallest customers, such as a non-266 

heating customer using just a few therms per month, to pay a much larger percentage of 267 

his or her bill toward non-paying customers than would be paid by a higher-use customer. 268   

In nearly every instance, our system of taxation is based on a notion of fairness 269 

that is based on either equivalent percentages or abilities to pay.  For instance, in 270 

Pennsylvania where I live, the state constitution requires (with very few exceptions): “All 271 

taxes shall be uniform.”  That does not mean that each person, whether a millionaire or a 272 

pauper, pays the same income tax, but that each person pays the same percentage rate

 

of 273 

tax on his or her income.  Similarly property taxes, sales taxes, and most other forms of 274 

taxation are based on uniform (or other measures of fair) percentage rates; not on 275 

precisely equivalent dollar amounts. 276   

In contrast, the Companies’ proposal to include uncollectibles as part of the 277 

customer charge would recover the costs in equal amounts from each customer, 278 

regardless of the size of the bill.  For example, Peoples shows residential distribution-279 

related uncollectible expense of $10,663,718.15  Peoples will issue 9,010,251 residential 280 

bills.  PGL Sch. E-5, Secs. B and C.  Thus, if distribution-related uncollectible expense is 281 

recovered equally from each residential customer, each bill would be increased by $1.18 282 

to recover the costs of non-paying customers.  A typical customer averaging 150 therms 283 

                                                

 

15 PGL Ex. 12.12 shows total residential uncollectibles of $24,049,395, less gas-cost uncollectibles of $13,385,677.   
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in a winter month and 25 therms in a non-winter month would pay a monthly winter 284 

distribution bill of $53.49 and a monthly non-winter distribution bill of $35.36 under 285 

Peoples’s proposed rates.  A low-use, non-heating customer using 10 therms per month 286 

would pay a monthly distribution bill of $31.07 under Peoples’s proposed rates.  The 287 

$1.18 increment to the customer charge, therefore, would represent 2.2% of the winter 288 

bill and 3.3% of the non-winter bill of a typical heating customer, but 3.8% of the bill of 289 

a typical non-heating customer. 290   

In my opinion, allocating and collecting uncollectible expense on a per-customer 291 

basis with such a diverse customer base is unreasonable.  Such expenses should be 292 

collected from residential customers as a percentage of the total distribution bill. 293 

A&G O&M Expenses 294 

Q. Do you also have a concern with how A&G O&M expense are split between the 295 

customer and demand functions? 296 

A. Yes, I do.  In the COSS in this case, the Companies allocate A&G O&M between the 297 

customer and demand functions based on all other O&M expenses, including storage, 298 

transmission, distribution, and customer service costs.  My concern with this allocation 299 

method is that it includes uncollectible accounts expense as part of the calculation of the 300 

composite factor.  The level of uncollectibles should not directly affect the incurrence of 301 

A&G O&M expenses (expenses such as officers’ salaries, office supplies, and so on), and 302 

the Companies have not explained why or how such an effect would occur.  Thus, 303 

without some demonstration that the level of uncollectibles would affect the amount of 304 
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A&G O&M expenses, it would be inappropriate to include uncollectibles as part of the 305 

A&G O&M allocation factor. 306   

This issue is important because uncollectible accounts are a significant expense 307 

for each company.  For Peoples, uncollectibles are $29.4 million out of all non-A&G 308 

O&M expenses of $194.5 million, or approximately 15% of the total.  For North Shore, 309 

uncollectibles are $1.7 million out of total non-A&G O&M of $20.2 million, or about 8% 310 

of the total.  In my opinion, A&G expenses should not be affected by the level of 311 

uncollectibles. 312 

Q. What is the effect of allocating A&G O&M expenses based on a factor that excludes 313 

uncollectible expense? 314 

A. On GCI  Ex.3.3, I provide a calculation that shows the effect of allocating A&G O&M 315 

expenses without using uncollectible expense as part of the allocation factor.  For Peoples 316 

(page 1 of the exhibit), the effect is to reduce the amount allocated to customer costs by 317 

$4.65 million.  Demand-related costs are increased by the same amount.  For North Shore 318 

(page 2 of the exhibit), the effect is to reduce the amount allocated to customer costs by 319 

$0.45 million.  Demand-related costs are increased by the same amount. 320 

Recommendation 321 

Q. What do you recommend? 322 

A. I have the following recommendations to be used in designing residential rates: 323 

 

Uncollectibles expense should be removed from the customer cost and 324 
included as a percentage adjustment to each distribution charge. 325 
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Customer costs should be reduced (and demand-related costs increased) 326 
for Peoples by $4.65 million and for North Shore by $0.45 million to 327 
reflect an allocation of A&G O&M that excludes uncollectible expense 328 
from the allocation factor. 329 

Residential Rate Design 330 

Q. Please summarize your understanding of the Companies’ existing residential rate 331 

design. 332 

A. The Companies’ existing residential rates consist of a monthly customer charge and a 333 

per-therm distribution charge.  The distribution charge has two blocks:  the first 50 334 

therms per month and all consumption in excess of 50 therms per month.  The first block 335 

of consumption is billed at a rate that is three to four times as much as the rate for 336 

consumption in excess of 50 therms per month.  In addition, the Companies currently 337 

have lower customer charges for transportation customers (also known as Choices for 338 

You or CFY customers) than for bundled (or Sales) customers. The existing residential 339 

rates for the Companies are shown in Table 1.  340 

Table 1.  Existing Residential Rates 

 

Peoples North Shore 

 

Sales CFY Sales CFY 
Customer charge / month $19.50 $18.00 $17.80 $17.30 
First 50 therms / month 33.372¢ 33.372¢ 26.036¢ 26.036¢ 
All over 50 therms / month 12.360¢ 12.360¢ 7.319¢ 7.319¢ 

     

Q. Do the Companies propose to modify the residential rate design in this case? 341 

A. Yes, they do.  In addition to increasing the rates for any increase in revenue requirement 342 

that the Commission authorizes, the Companies also propose two important changes in 343 

the structure of the residential rates.   344 
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First, the Companies propose to increase the customer charge by significantly 345 

more than the increase in the revenue requirement.  Specifically, Peoples proposes to 346 

increase the customer charge for (bundled) Sales customers by 45% to $28.21 per month.  347 

North Shore proposes a customer charge for Sales customers of $24.75, which is a 39% 348 

increase.  These percentage increases are well in excess of the overall increases to the 349 

residential class of 28% (Peoples) and 10% (North Shore) proposed by the Companies.16 350   

Coupled with the extraordinary increase in customer charges, the Companies are 351 

proposing to decrease

 

the per-therm distribution charges.  Table 2 shows the Companies’ 352 

proposed residential rates, with the percentage increase in each rate shown in parentheses. 353 

Table 2.  Companies’ Proposed Residential Rates and Percentage Increases 

 

Peoples North Shore 

 

Sales CFY Sales CFY 
Customer charge $28.21 (45%) $26.65 (48%) $24.75 (39%) $24.20 (40%) 
First 50 therms 28.608¢ (-14%) 28.608¢ (-14%) 18.089¢ (-31%) 18.089¢ (-31%) 
All over 50 therms 10.974¢ (-11%) 10.974¢ (-11%) 5.120¢ (-30%) 5.120¢ (-30%) 

      

Q. Do you have any concerns with the structure of the Companies’ residential rates? 354 

A. Yes, I do.  I have serious concerns with the steady, non-cost-justified increase in the 355 

customer charge portion of the monthly bill over the Companies’ last couple of rate 356 

cases.  This is based on the Companies’ skewed definition of “fixed” costs, and the 357 

supposition that its delivery service costs are not affected by gas consumption.  In fact, as 358 

I explained above, the Companies’ own cost-of-service studies show that there are 359 

                                                

 

16 The percentage increases are calculated from the base rate revenues for SC 1 on Schedule E-5, Section A, page 2, 
line 16 for each company.   
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substantial demand-related costs that are incurred because of the amount of gas consumed 360 

by customers.  361   

I also reject the Companies’ position that the utilities must be guaranteed 362 

recovery of its delivery service costs through higher fixed charges or decoupling 363 

mechanisms.  The Companies’ approach to residential rate design would result in the 364 

inequitable and unjustified subsidization of the Companies’ highest residential users of 365 

natural gas by the lowest users.   366   

I also have serious concerns with the steeply declining distribution charge in the 367 

Companies’ residential rates.  There is no cost basis for such a steeply declining block 368 

charge, and this type of charge is inconsistent with the establishment of cost-based rates 369 

and the goal of encouraging enhanced energy efficiency. 370 

Q. In the portion of your testimony addressing fixed costs, you discussed the magnitude 371 

of the Companies’ demand-related costs.  Do the Companies’ proposed rates 372 

appropriately recover these demand-related costs from residential customers? 373 

A. No.  As shown in Table 2, above, the Companies are proposing per-therm distribution 374 

rates that are significantly less than the per-therm demand costs incurred to serve 375 

residential customers.  Specifically, Peoples is proposing a second-block distribution 376 

charge of 10.974¢ per therm, while it incurs demand-related costs of 21.87¢ to deliver a 377 

therm of gas to a customer in the winter.  Similarly, North Shore is proposing a second-378 

block charge of 5.120¢ per therm, which is substantially less than the 13.02¢ it incurs to 379 

deliver a therm of gas to a residential customer in the winter. 380 
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Q. How are the Companies proposing to recover these demand costs from customers? 381 

A. The Companies are proposing to recover most of their demand-related costs on a per-382 

customer basis. 383 

Q. Is it reasonable to recover demand-related costs on an equal amount per customer? 384 

A. No, it is not reasonable to recover demand-related costs on a per-customer basis.  The 385 

Companies have tremendous diversity within their residential classes – ranging from 386 

customers who do not use natural gas for space heating (and thus place very low demands 387 

on the system) to those who use hundreds, or even thousands, of therms per month during 388 

the winter for space heating. 389   

For example, Peoples shows that its non-heating residential customers, on 390 

average, use a total of 96 therms per year.  PGL response to DR CLH 1.04, attached as 391 

GCI  Ex. 3.4.  In contrast, most residential heating customers use more than that amount 392 

of gas in one month

 

during the winter.  In the 2009 rate case, Peoples provided data 393 

showing that a typical residential customer had peak winter monthly

 

consumption of 394 

more than 190 therms – or more than twice as much as the annual

 

consumption for a non-395 

heating customer.17 396   

Similarly, North Shore shows that its non-heating residential customers, on 397 

average, use a total of 154 therms per year.  NS response to DR CLH 1.04, attached as 398 

GCI  Ex. 3.6.  In contrast, most residential heating customers use more than that amount 399 

of gas in one month

 

during the winter.  In the 2009 rate case, North Shore provided data 400 

                                                

 

17 PGL response to DR CLH 1.01 in the 2009 rate case showed that the median SC 1 customer used 197 therms in 
its peak month, and in excess of 130 therms in each of four months during the year.  A copy of the relevant pages 
from this response is attached as GCI  Ex. 3.5.  
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showing that a typical residential customer had peak winter monthly

 
consumption of 401 

more than 390 therms – or more than twice as much as the annual

 
consumption for a non-402 

heating customer.18 403 

Q. You also mentioned earlier that the Companies may incur greater costs to serve 404 

larger residential customers.  Can you be more specific? 405 

A. Yes, Peoples shows that while the typical residential meter has an original cost of $99, 406 

some residential customers have meters that cost $1,000 or more.  PGL WPE 6.4b.  407 

Similarly, while many Peoples residential customers do not require regulators, some 408 

residential customers have regulators that cost hundreds or even thousands of dollars.  409 

PGL WPE 6.4c.  Further, Peoples explained that residential customers in multi-family 410 

buildings would share a regulator, while those in single-family buildings would have 411 

their own regulator.  PGL response to DR AG 2.08, attached as GCI  Ex. 3.8. 412   

In other words, there can be a substantial difference in the cost to serve a 413 

residential customer depending on the customer’s consumption requirements and whether 414 

the customer is in a multi-family building or single-family building.  The Companies’ 415 

proposed rates, however, do not recognize this distinction.  In fact, the Companies’ 416 

proposed rates are moving in exactly the opposite direction:  moving toward eliminating 417 

differences in bills based on the size of the customer, the amount of natural gas 418 

consumed, or the peak demands placed on the system.  The Companies’ proposal is not 419 

consistent with cost-based rate-making and is directly contrary to the long-established 420 

                                                

 

18 NS response to DR CLH 1.01 in the 2009 rate case showed that the median SC 1 customer using 392 therms in its 
peak month, and in excess of 130 therms in each of five months during the year.  A copy of the relevant pages from 
this response is attached as GCI  Ex. 3.7.  
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principle that utility rates should bear a reasonable relationship to the cost of serving a 421 

customer. 422 

Q. What is the significance of the Companies’ proposal being contrary to the notion of 423 

setting cost-based rates? 424 

A. Our system of establishing utility rates is based on a fundamental notion that rates should 425 

be “just and reasonable” and that rates should not improperly discriminate among 426 

customers; that is, that people should not be asked to pay different rates for the same 427 

service.  In order to determine whether rates are just, reasonable, and not improperly 428 

discriminatory, we rely on information about the cost to serve different types of 429 

customers.  If the rates are not more than the value of service to the customer, then we 430 

have some assurance that the rates are reasonable (that is, the customer is not being asked 431 

to pay more than the service is worth to him or her).  If the rates are related to the cost of 432 

providing service, then we have some assurance that the rates are just or fair (that is, the 433 

utility is not being unjustly enriched at the expense of the customer).  Finally, if 434 

differences in rates among different types of customers are related to differences in the 435 

cost of providing service, then we have confidence that the rates are not improperly 436 

discriminatory. 437   

To make these determinations, we rely on a COSS that identifies differences in 438 

costs to serve customers with different characteristics.  In this case, the Companies each 439 

prepared a COSS (and I have proposed some modifications) that identifies a significant 440 

cost-driver for residential customers: demand-related costs.   441 
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Demand-related costs account for 30% of Peoples’s total cost of serving 442 

residential customers ($124 million out of $410 million) under Peoples’s COSS, and they 443 

would account for an even higher percentage under my recommendations.  But Peoples 444 

has proposed rates that do not recover these residential demand costs from the customers 445 

who cause them to be incurred (those customers who use more gas).  Instead, Peoples is 446 

proposing to require low-use residential customers to provide substantial subsidies to 447 

high-use residential customers – charging higher-use customers only about 1/3 the 448 

demand cost that they impose on the system.  The same is true for North Shore’s 449 

proposal, as well. 450   

In my opinion, the Companies’ proposal is contrary to established notions of 451 

fairness and non-discrimination in rate-setting.  The Companies have identified the cost, 452 

but they are not proposing to set rates to fairly recover that cost from the customers who 453 

cause it.  In my opinion, the rates proposed by the Companies are highly discriminatory 454 

against low-use residential customers: requiring those customers to pay substantially 455 

more than the cost that is incurred to serve them.  456 

Q. What do you conclude from these data? 457 

A. I conclude that it is grossly unreasonable to recover most demand-related costs on a per-458 

customer basis.  The Companies’ proposal to increase the customer charge and decrease 459 

the variable usage charges does just that.  Heating customers place dramatically larger 460 

demands on the system than do non-heating customers.  Further, larger heating customers 461 

place greater demands on the system than smaller heating customers.  Compare, for 462 
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example, the demand for natural gas from a small apartment to the demand from a large 463 

single-family home that may be heating thousands of square feet. 464 

Q. You stated earlier that Peoples and North Shore are proposing increases in their 465 

customer charges much greater than the overall increase in the residential revenue 466 

requirement.  What is your understanding of the reasons for the Companies’ 467 

proposal? 468 

A. The Companies are proposing to recover a greater percentage of their fixed costs through 469 

the residential customer charge.  The Companies’ witness, Ms. Grace, claims that the 470 

fixed cost to serve each residential customer (under the Companies’ proposed revenue 471 

requirements) is $44.74 per month for Peoples and $35.61 for North Shore.  PGL Ex. 472 

12.5 and NS Ex. 12.5.   473 

Q. Does Ms. Grace’s and the Companies’ definition of “fixed cost” include the demand-474 

related costs you discussed above? 475 

A. Yes, it does.  As I explained above, demand-related costs are not equal for each customer, 476 

but instead vary with the demand the customer places on the system.  That is, demand 477 

costs vary with the amount of gas used by the customer (especially gas used during the 478 

winter).   479   

It is important to recognize that the Companies’ COSS characterize fixed costs as 480 

being either customer-related or demand-related.  Customer-related costs are those that 481 

do not vary with a customer’s gas usage.  For example, every customer has its meter read 482 

and receives a bill each month. 483 
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In contrast, as I discussed above, demand-related costs are those that vary with the 484 

maximum usage that a customer places on the system.  Demand-related costs are 485 

reflected in the sizing of distribution mains, storage facilities, and other types of 486 

distribution facilities and related operations and maintenance costs. 487 

Q. How do you recommend that residential rates should be designed? 488 

A. I recommend that residential rates should be set so that demand-related costs are 489 

recovered from customers based on the amount of gas they use during the peak winter 490 

months.  With the Companies’ current rate structure, this can be accomplished by having 491 

a second-block charge (for gas usage in excess of 50 therms per month) that is at least 492 

equal to the demand cost per winter therm. 493 

Q. Have you calculated residential rates that would implement your recommendations? 494 

A. Yes, I have calculated residential rates for both Peoples and North Shore that would 495 

implement my recommendations.  I have performed these calculations using the 496 

Companies’ proposed revenue requirements, so that my recommendations can be 497 

compared directly with the Companies’ recommendations.  This does not constitute an 498 

endorsement by me or the AG, CUB, or City of the Companies’ proposed revenue 499 

requirements.  My analysis is presented in GCI  Ex. 3.9 for Peoples and GCI  Ex. 3.10 for 500 

North Shore. 501 

Q. Please summarize the results of your analysis. 502 

A. For each company, I begin by calculating the demand-related cost per winter therm.  This 503 

calculation represents total demand-related costs for residential customers divided by the 504 

number of residential therms sold during the months of November through April.  For 505 
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Peoples, this cost is 22.688¢ per therm, as shown on GCI  Ex. 3.9, p. 1, line 5.  For North 506 

Shore, this cost is 13.330¢ per therm, as shown on GCI  Ex. 3.10, p. 1, line 5. 507   

I then calculate the customer-related cost, based on the Companies’ cost study and 508 

the modifications to it I discussed earlier in my testimony, and divide its recovery 509 

between the customer charge and the first block charge.  Specifically, I propose to 510 

recover all customer-related A&G expenses through the first block charge rather than the 511 

customer charge, since (as I discussed above), I question whether these costs are truly 512 

“fixed.”  In addition, recovering these costs through the first consumption block requires 513 

all customers to contribute to these costs, but does impose somewhat higher costs on 514 

larger users, which is an appropriate way to recover these types of overhead costs (such 515 

as officers’ salaries, administrative overheads, and so on). 516   

The remaining customer costs are appropriate for recovery through the customer 517 

charge.  For Peoples, this results in a customer charge (before uncollectibles) of $18.32 518 

per month, as shown on GCI  Ex. 3.9, p. 1, line 15.  For North Shore, the customer charge 519 

(before uncollectibles) would be $12.61, as shown on the same line of GCI  Ex. 3.10. 520   

Page 2 of each exhibit shows the specific rates I propose to recover the 521 

Companies’ proposed residential revenue requirements.  The customer charges and 522 

second block charges are as I explained above, with an additional amount to recover 523 

uncollectibles.  The first block charge is set to ensure recovery of the revenue 524 

requirement, and is essentially equal to the demand costs plus the customer-related 525 

administrative and general expenses.  Uncollectible expenses associated with distribution 526 

service are included in these charges.  Thus, for example, for Peoples the customer 527 

charge of $18.86 consists of the customer charge I calculated of $18.32 plus an additional 528 
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2.9162% to recover uncollectibles.  Uncollectibles associated with gas costs for bundled 529 

gas customers are not recovered through these charges, consistent with the Companies’ 530 

proposal to establish Rider UEA-GC that would recover such costs only from bundled 531 

sales customers.  532   

In my opinion, the rates I developed on GCI  Ex. 3.9 and 3.10 reasonably reflect 533 

differences in the cost of serving different types of residential customers and would be a 534 

fair and reasonable way to collect the Companies’ proposed residential revenue 535 

requirements. 536 

Q. Why do your proposed rates not differentiate between transportation customers and 537 

bundled sales customers? 538 

A. The only cost difference between residential sales and transportation customers that the 539 

Companies identified is for uncollectible expense associated with the cost of gas.  I am 540 

advised by counsel that an Illinois statute apparently prohibits the recovery of 541 

uncollectibles associated with bundled gas supply from transportation customers.  In light 542 

of this statute, I do not oppose the Companies’ proposal to establish Rider UEA-GC that 543 

would recover gas-cost uncollectibles only from bundled sales customers.  If this rider is 544 

implemented, there is no reason to have different customer or per-therm distribution 545 

charges for sales and transportation customers. 546 

Q. How do you recommend that your proposed rates should be modified to collect a 547 

lower revenue requirement than the Companies proposed? 548 

A. If the Commission finds the revenue requirement to be lower than the Companies 549 

proposed, I recommend that the customer charges I developed should remain the same.  550 
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Because these charges are lower than the existing bundled customer charges, I do not 551 

believe it is necessary to lower them further at this time.  Thus, any reduction in the 552 

revenue requirement should be reflected by proportionately scaling back the block 1 and 553 

block 2 charges that I recommend. 554 

Q. Does this conclude your direct testimony? 555 

A. Yes, it does. 556 


