
STATE OF ILLINOIS 

ILLINOIS COMMERCE COMMISSION 

 

 

NORTH SHORE GAS COMPANY    ) 

PEOPLES GAS LIGHT & COKE COMPANY  ) 

        ) Docket No. 11-0280 

Petition for General Increase in Delivery Service  ) Docket No. 11-0281  (cons.) 

Rates        )  

      

INITIAL BRIEF 

OF THE PEOPLE OF THE STATE OF ILLINOIS 

PUBLIC VERSION 

 

 

 

 

 

 

LISA MADIGAN 

       Attorney General 

       State of Illinois 

 

        

Karen L. Lusson 

       Senior Assistant Attorney General 

       Cathy Yu 

Assistant Attorney General 

Public Utilities Bureau 

       Illinois Attorney General's Office 

       100 W. Randolph Street, 11
th

 Floor 

       Chicago, Illinois 60601 

       Telephone: (312) 814-1136   

       Facsimile: (312) 814-3212 

       Email: klusson@atg.state.il.us 

        cyu@atg.state.il.us 

 

Dated:  September 22, 2011 

mailto:klusson@atg.state.il.us
mailto:cyu@atg.state.il.us


i 

 

I. INTRODUCTION............................................................................................................. 1 

A. Overview/Summary .............................................................................................. 4 

B. Nature of Operations ............................................................................................ 4 

1. North Shore ............................................................................................... 4 

2. Peoples Gas ................................................................................................ 4 

II. TEST YEAR (UNCONTESTED) .................................................................................... 4 

III. REVENUE REQUIREMENT ......................................................................................... 4 

A. North Shore ........................................................................................................... 4 

B. Peoples Gas ............................................................................................................ 4 

IV. RATE BASE ...................................................................................................................... 4 

A. Overview/Summary/Totals .................................................................................. 4 

1. North Shore ............................................................................................... 4 

2. Peoples Gas ................................................................................................ 4 

B. Uncontested Issues (All Subjects Relate to NS and PGL Unless Otherwise 

Noted) ..................................................................................................................... 4 

1. Natural Gas Prices – Working Capital Allowance - Gas in Storage .... 4 

2. Plant ........................................................................................................... 4 

a. Specific Plant Investments – Warehouse at Manlove Field ...... 4 

b. Pigging Well-Head Separator Project #1 .................................... 4 

c. Pigging Well-Head Separator Project #2 .................................... 4 

d. Pipeline Heaters Replacement Project ........................................ 4 

3. Accumulated Depreciation Expense on Forecasted Additions and 

Utility Plant in Service – 2010 Actual ..................................................... 4 

4. Accumulated Deferred Income Taxes ..................................................... 5 

a. Bonus Depreciation, Illinois State Income Taxes and Tax 

Accounting Method Changes ....................................................... 5 

b. Use of Average Rate Assumption Method relating to Health 

Care Reform Legislation .............................................................. 5 

c. Net Operating Loss – Tax Normalization ................................... 5 

C. Contested Issues .................................................................................................... 5 

1. Plant (All Subjects Relate to NS and PGL Unless Otherwise Noted) .. 5 

a. Forecasted Test Year Capital Additions ..................................... 5 



ii 

 

(i) Utility Plant in Service and (ii) Capital Additions 

Related to Accelerated Main Replacement – AMRP 

(PGL) .................................................................................. 5 

b. Capitalized Incentive Compensation (see also Section V.C.1) .. 9 

c. Non-Union Wages (see also Section V.C.2) ................................. 9 

d. Original Cost Determination as to Plant Balances as of 

December 31, 2009 ........................................................................ 9 

2. Materials and Supplies – Computation of Associated Accounts 

Payable ....................................................................................................... 9 

3. Gas in Storage – Computation of Associated Accounts Payable .......... 9 

4. Cash Working Capital .............................................................................. 9 

a. Pass-Through Taxes...................................................................... 9 

b. Prepayments (Uncontested) ......................................................... 9 

c. All Other (Uncontested) ............................................................... 9 

5. Retirement Benefits, Net .......................................................................... 9 

6. Accumulated Deferred Income Taxes – ................................................ 10 

a. 50/50 Sharing Related to Tax Accounting Method Changes .. 10 

b. Derivative Adjustments from Contested Adjustments ............ 13 

D. Accumulated Depreciation (Uncontested Except for Derivative Adjustments 

from Contested Adjustments) ............................................................................ 14 

V. OPERATING EXPENSES ............................................................................................. 14 

A. Overview/Summary/Totals ................................................................................ 15 

1. North Shore ............................................................................................. 15 

2. Peoples Gas .............................................................................................. 15 

B. Uncontested Issues .............................................................................................. 15 

1. Physical Gas Losses................................................................................. 15 

a. Modify Method of Accounting for Physical Gas Losses 

Associated with Manlove Field (PGL) ...................................... 15 

b. Amend written procedures for treatment of physical losses of 

gas from underground storage fields (PGL) ............................ 15 

2. Distribution O&M .................................................................................. 15 

a. Expenses for locates, leak surveys, disconnects (O&M – PGL)

....................................................................................................... 15 

b. Building Costs (PGL) .................................................................. 15 



iii 

 

3. Distribution O&M – adjustment to reflect costs that should have  

been capitalized instead of expensed ..................................................... 15 

4. Distribution O&M - Inflation ................................................................ 15 

5. Distribution O&M - Building Lease (PGL) .......................................... 15 

6. Customer Service and Information ....................................................... 15 

a. Advertising................................................................................... 15 

7. Administrative & General ...................................................................... 15 

a. Interest Expense on Budget Payment Plan ............................... 15 

b. Interest Expense on Customer Deposits ................................... 15 

c. Lobbying ...................................................................................... 15 

d. Social and Service Club Dues..................................................... 15 

e. Civic, Political, and Related ....................................................... 15 

f. Charitable Contributions – Reclassification of 2012 costs ...... 15 

g. Inflation Factor Error-Miscellaneous Expense ........................ 15 

h. Employee Benefits – Adjustment to Test Year Pension and 

Benefits Expenses to Reflect Most Recent Actuarial Report .. 16 

i. Integrys Business Support Benefits Billed Expense ................. 16 

j. Advertising................................................................................... 16 

8. Depreciation Expense on Utility Plant in Service – 2010 Actual ........ 16 

9. Current Income Taxes – ......................................................................... 16 

a. Bonus Depreciation, Illinois State Income Taxes and Tax 

Accounting Method Changes ..................................................... 16 

b. Reclassification of Income Taxes on Charitable Contributions

....................................................................................................... 16 

10. Invested Capital Tax (derivative adjustments) .................................... 16 

11. Interest Synchronization (derivative adjustments) ............................. 16 

12. Updated Inflation Rate ........................................................................... 16 

13. Rate 4 Revenues (NS).............................................................................. 16 

C. Contested Issues .................................................................................................. 16 

1. Incentive Compensation (Falls in Multiple Categories of O&M) ...... 16 

2. Non-union Base Wages (Falls in Multiple Categories of O&M) ........ 19 

3. Headcounts (Falls in Multiple Categories of O&M) ............................ 19 

4. Self-Constructed Property ..................................................................... 20 

5. Uncollectibles Expenses – Use of Net Write-Off Method .................... 20 



iv 

 

6. Administrative & General ...................................................................... 20 

a. Injuries and Damages Expenses ................................................ 20 

b. Adjustment to Account 921- Office Supplies and Expenses ... 21 

c. Rate Case Expenses..................................................................... 23 

1. Rate Case Expenses – Docket Nos. 11-0280/0281 (cons) ..................... 23 

2. Amortization of Rate Case Expenses associated with Docket Nos. 09-

0166/0167 (cons) ...................................................................................... 24 

3. Normalization of Rate Case Expenses................................................... 34 

d. Gas Transportation Administrative Costs................................ 34 

e. Solicitation Expense .................................................................... 34 

7. Depreciation............................................................................................. 34 

a. Depreciation Expense on Forecasted Additions ....................... 34 

b. Derivative Adjustments from Contested Adjustments ............ 34 

8. Revenues .................................................................................................. 34 

a. Repair Revenues.......................................................................... 34 

b. Other Issues Relating to PEHS and PEPP, Including Staff 

Request for Investigation ........................................................... 34 

c. Warranty Products (Revenue and Non-Revenue) ................... 34 

D. Taxes Other Than Income Taxes (Payroll and Invested Capital Taxes) 

(Uncontested Except for Derivative Adjustments from Contested 

Adjustments) ....................................................................................................... 34 

E. Income Taxes (Including Interest Synchronization) (Uncontested Except for 

Derivative Adjustments from Contested Adjustments) .................................. 34 

F. Gross Revenue Conversion Factor .................................................................... 34 

a. Uncollectible Rate ....................................................................... 35 

b. Derivative Adjustments from Contested Adjustments ............ 35 

VI. RATE OF RETURN ....................................................................................................... 35 

A. Overview .............................................................................................................. 35 

B. Capital Structure ................................................................................................ 35 

1. Peoples Gas .............................................................................................. 35 

2. North Shore ............................................................................................. 35 

C. Cost of Long-Term Debt .................................................................................... 35 

1. Peoples Gas .............................................................................................. 35 

2. North Shore ............................................................................................. 35 



v 

 

D. Cost of Short-Term Debt .................................................................................... 35 

1. Peoples Gas .............................................................................................. 35 

2. North Shore ............................................................................................. 35 

E.  Cost of Common Equity ..................................................................................... 35 

1. Peoples Gas .............................................................................................. 35 

2. North Shore ............................................................................................. 35 

F. Weighted Average Cost of Capital .................................................................... 35 

1. Peoples Gas .............................................................................................. 35 

2. North Shore ............................................................................................. 35 

VII. WEATHER NORMALIZATION (UNCONTESTED) ............................................... 35 

VIII. RIDERS – NON-TRANSPORTATION ....................................................................... 35 

A. Riders UEA and UEA-GC.................................................................................. 35 

B. Rider VBA ........................................................................................................... 36 

C. Rider ICR ............................................................................................................ 61 

1. Accumulated Deferred Income Taxes ................................................... 61 

IX. COST OF SERVICE ...................................................................................................... 65 

A. Overview .............................................................................................................. 65 

B. Embedded Cost of Service Study....................................................................... 65 

1. Uncontested Issues .................................................................................. 65 

a. Sufficiency of ECOSS for Rate Design...................................... 65 

2. Contested Issues ...................................................................................... 65 

a. Classification of Uncollectible Accounts Expenses Account No. 

904................................................................................................. 65 

b. Classification of A&G Related to O&M ................................... 65 

c. Classification of Fixed Costs ...................................................... 65 

X. RATE DESIGN ............................................................................................................... 65 

A. Overview .............................................................................................................. 65 

B. General Rate Design ........................................................................................... 65 

1. Allocation of Rate Increase .................................................................... 65 

2. Uniform Numbering of Service Classifications .................................... 66 

C. Service Classification Rate Design .................................................................... 66 

1. Uncontested Issues .................................................................................. 66 

a. North Shore Service Classification No. 2 .................................. 66 



vi 

 

b. North Shore Service Classification No. 3 .................................. 66 

c. Peoples Gas Use of Equal Percentage of Embedded Cost 

Method (“EPECM”) ................................................................... 66 

d. Peoples Gas Service Classification No. 2................................... 66 

e. Peoples Gas Service Classification No. 4................................... 66 

f. Peoples Gas Service Classification No. 8................................... 66 

2. Contested Issues – North Shore and Peoples Gas ................................ 66 

a. Service Classification No. 1 (Residential Service) .................... 66 

D. Tariffs – Other Non-Transportation Tariff Issues .......................................... 86 

1. Uncontested Issues - North Shore and Peoples Gas ............................. 86 

a. Terms and Conditions of Service............................................... 86 

b. Service Activation Charges ........................................................ 86 

c. Service Reconnection Charges ................................................... 87 

d. Rider 2 .......................................................................................... 87 

e. Rider 9 .......................................................................................... 87 

E. Bill Impacts .......................................................................................................... 87 

XI. TRANSPORTATION ISSUES ...................................................................................... 87 

A. Overview .............................................................................................................. 87 

B. Uncontested Issues .............................................................................................. 87 

1. Allowable Bank (AB) Calculation ......................................................... 87 

2. Rider CFY................................................................................................ 87 

3. Rider AGG (except Aggregation Charge) ............................................ 87 

4. Rider SBO ................................................................................................ 87 

C. Administrative Charges...................................................................................... 87 

D. Large Volume Transportation Program .......................................................... 87 

1. Administrative Charges.......................................................................... 87 

2. Transportation Storage – Issues ............................................................ 87 

3. Associated Rider Modifications ............................................................. 87 

a. Rider SBS/SST ............................................................................ 87 

b. Rider FST .................................................................................... 87 

c. Rider P ......................................................................................... 87 

d. Rider SSC .................................................................................... 87 

e. Transition Riders ........................................................................ 87 



vii 

 

E. Small Volume Transportation Program (Choices for You
SM

 or “CFY”) ...... 87 

1. Aggregation Charge ................................................................................ 87 

2. Purchase of Receivables (withdrawn) ................................................... 87 

XII. CONCLUSION ............................................................................................................... 88 

 



1 

 

I. INTRODUCTION 

The People of the State of Illinois (“the People”), by Lisa Madigan, Attorney General of 

the State of Illinois, and pursuant to Part 200.200 of the Illinois Commerce Commission‟s (“the 

Commission”) rules, 83 Ill.Admin.Code Part 200.200, hereby file their Initial Brief in the general 

increase in rates proposed by the Peoples Gas Light & Coke Company (“PGL”) and North Shore 

Gas Company (“North Shore”) (collectively “the Companies”). 

*  *  * 

 Peoples Gas Light & Coke Company‟s and North Shore Gas Company‟s  requests for 

increased rates -- $112 million for Peoples and $8 million for North Shore
1
 -- continues the 

Companies‟ biennial quest to significantly raise residential customer rates and guarantee revenue 

recovery, regardless of customer usage.  Having come before the Commission in 2007, 2009 and 

now again in 2011, the Companies‟ rate increase request, that includes overstated plant in service 

numbers, exorbitant rate case expense, unsupportable accounting proposals, and a return on 

equity request that is wildly out of step with competitive market profit levels, also incorporates a 

residential rate design proposal that particularly punishes the lowest users of natural gas.  

Moreover, in an attempt to lock in residential and small business revenue levels, the Companies 

also seek to make the pilot Rider VBA permanent and thereby guarantee a specific level of 

revenues between  rate cases for its Rate 1 (Residential) and 2 (General Service [small 

commercial]) customer classes, based on the claim – contradicted by its own cost study -- that all 

of its costs are fixed.   

A particularly troubling aspect of the case involves the utilities‟ request to increase the 

fixed monthly charge, otherwise known as the customer charge, by an astounding 45% for 

Peoples Gas customers and 39% for North Shore customers.   Peoples‟ customer charge would 

                                                 
1
 NS/PGL Ex. 39.0 at 14.  
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increase under the Company‟s proposal to $28.21 (compared to the current level of $19.50 per 

month).  For North Shore customers, the Company proposes to increase the customer charge 

from the current $17.80 to $24.75.  The fact that Peoples Gas and North Shore want the increase 

to come in the fixed part of customers‟ bills means that low users will be particularly hard hit by 

any rate increases ordered, and would in fact be subsidizing the Companies‟ high-use residential 

customers.  Bill impact evidence showed, for example that that lowest usage PGL customers 

would experience a whopping 40% increase in their bills while North Shore‟s highest usage 

residential customers would experience a rate decrease of 1%.   See City Cross Exs. 1 and 2.  

And all users will have less of an ability to control the size of their monthly bill by using less 

energy if the fixed portion increases as the companies propose.  That goes against every notion 

of conservation and energy efficiency that public policy makers and customers trying to limit 

their energy usage have embraced.   Moreover, as discussed below, the proposals run contrary to 

the Companies own cost studies and cost causation principles. 

If granted as requested, the Companies residential customer charges – the flat monthly 

fee all customers must pay to have access to natural gas – will have increased 213% since 

2008
2
for Peoples Gas customers ($9.00 to the proposed $28.21) and 191% for North Shore 

customers ($8.50 to $24.75).   See AG Cross Exhibits 1, 2 and 3; Tr. at 77.  The Commission 

must re-evaluate this trend, especially within the context of rate impacts on low use customers.  

If the Commission opts to end the Rider VBA pilot, the Companies propose to move to a 

“Straight Fixed Variable” rate design that would 100% of costs through the fixed portion of 

customer bills.   The result would be a delivery service charge of $42.10 for PGL customers and 

$34.91 for North Shore customers.   PGL Ex. 12.0 at 18-19; NS Ex. 12.0 at 16.   None of these 

rate design proposals are supported by the evidence or Illinois law.  

                                                 
2
 The Companies‟ proposed increases in ICC Docket Nos. 07-07241/07-0242 took effect in February of 2008. 
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A significant portion of the rate increase is derived from its request for a higher than 

needed profit level.  It‟s seeking an excessive profit level of 10.85%.   In these economic times, 

such a profit level is unnecessary and not consistent with profit levels in the competitive 

marketplace.  The Commission should adopt the low end of the return on equity range presented 

by GCI witness Chris Thomas.  The Company‟s also includes inflated plant costs, employee 

numbers and legal fees, and a failure to recognize accumulated deferred income taxes in Rider 

ICR calculations, just to name a few of the significant accounting adjustments.   

As made clear by these rate design proposals, PGL and North Shore invite this 

Commission to ensure dollar-for-dollar cost recovery of its natural gas delivery service from 

Rate 1 and 2 customers.  In the eyes of the Companies, the legal foundation for utility service 

ratemaking – that a utility is entitled to the opportunity to earn a fair return of and on its utility 

plant, nothing more and nothing less – no longer applies.  The Companies, however, have it 

wrong.  The purpose of regulation is to protect consumers from the unfettered market power of 

monopolists; not to insure the revenue stream or profit levels of those monopolists.  The 

Companies have presented no evidence that the remedies that the Public Utilities Act affords 

utilities to recover their costs (the rate case) are not sufficient to ensure cost recovery and the 

opportunity to earn a reasonable profit level, as well as the ability to provide reliable service to 

its customers.  Rider treatment of customer revenue streams, which would generate piecemeal 

rate increases in customer bills between rate cases if the weather is warmer than normal, is 

neither legal nor needed to maintain the Companies‟ financial integrity.  Steep increases to the 

customer charge portion of the bill are likewise unneeded. 
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 The People urge the Commission to reject the Companies‟ overstated rate increase 

request, as well as rate design proposals that seek to guarantee a designated level of residential 

and small business customer revenues. 

A. Overview/Summary  

B. Nature of Operations 

1. North Shore 

2. Peoples Gas 

II. TEST YEAR (Uncontested) 

III. REVENUE REQUIREMENT 

A. North Shore 

B. Peoples Gas 

IV. RATE BASE 

A. Overview/Summary/Totals 

1. North Shore 

2. Peoples Gas 

 

B. Uncontested Issues (All Subjects Relate to NS and PGL Unless Otherwise 

Noted)  

1. Natural Gas Prices – Working Capital Allowance - Gas in Storage  

2. Plant 

a. Specific Plant Investments – Warehouse at Manlove Field 

b. Pigging Well-Head Separator Project #1 

c. Pigging Well-Head Separator Project #2 

d. Pipeline Heaters Replacement Project 

3. Accumulated Depreciation Expense on Forecasted Additions and 

Utility Plant in Service – 2010 Actual 
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4. Accumulated Deferred Income Taxes 

a. Bonus Depreciation, Illinois State Income Taxes and Tax 

Accounting Method Changes 

b. Use of Average Rate Assumption Method relating to Health 

Care Reform Legislation  

c. Net Operating Loss – Tax Normalization 

C. Contested Issues 

1. Plant (All Subjects Relate to NS and PGL Unless Otherwise Noted)  

a. Forecasted Test Year Capital Additions  

(i) Utility Plant in Service and (ii) Capital Additions 
Related to Accelerated Main Replacement – AMRP 
(PGL) 

 Under Section 9-211 of the Public Utilities Act, only utility plant that is used and useful 

shall be incorporated into customer rates.  220 ILCS 5/9-211.  The burden of proof is on the 

Companies to demonstrate that forecasted levels of plant in service are supported by actual 

circumstances, and that plant additions sought to be included in rate base will actually be made.  

 The gross utility plant included in rate base is the forecasted average plant balance in 2012, 

the test year in this case.  The Companies began with the actual balances of plant as of June 30, 

2010 and then adjusted those balances for forecasted additions to and retirements from plant for the 

last six months of 2010 and calendar years 2011 and 2012.  On Rebuttal, as explained by NS-PGL 

witness Doerk, PGL and North Shore increased the forecasted capital expenses in 2011 and 2012 

from the amounts in the original rate case filing.   

 Referring to PGL Schedule B-5, it can be seen that the PGL forecasted additions to 

distribution plant in service in 2011 and 2012 are substantially greater than the additions in 2009 

or 2010.  That is, the actual additions to distribution plant in service were $56.8 million and 

$54.5 million in 2009 and 2010, respectively (response to PGL AG 1.02), while in 2011 the 
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forecasted additions to PGL distribution plant are $144.9 million, and in 2012 the forecasted 

additions to PGL distribution plant are $155.8 million.  As explained in PGL Exhibit 8.0, pages 

9-13, the main reason for the expected increase in distribution plant additions is PGL‟s 

Accelerated Cast Iron and Ductile Iron Main Replacement Program (“AMRP”).  The capital 

spending on AMRP is projected to be $124.3 million in 2011 and $140.4 million in 2012 

(response to PGL AG 1.02).  GCI Ex. 2.0 at 4. 

 Based on PGL‟s response to AG data request 4.19, the actual spending on the accelerated 

main replacement program in 2011 through May was $12.1 million.  In the original response to 

Staff Data Request PGL DGK 3.05, PGL attributed the difference between budgeted and actual 

plant additions through April 2011 to a delay in the commencement of the accelerated cast iron 

replacement program from January to March.  However, in the May update of the response to 

Staff Data Request PGL DGK 3.05, the actual plant additions continued to run substantially 

below the forecasted level of additions, even after the commencement of the program.  The plant 

additions related to the accelerated main replacement program are running below forecast in 

2011 both because the program began in March rather than January and because once the 

program began the actual plant additions were less than forecasted.  GCI Ex. 2.0 at 5. 

After reviewing updated plant investment information supplied by the Company, GCI 

witness David Effron
3
 testified that information in the response to PGL AG 6.01 shows that the 

cumulative actual spending on the AMRP in 2011 through the end of June was $24.7 million.  

The response to PGL AG 6.02 shows that the cumulative amount of budgeted spending on the 

                                                 
3
 Mr. Effron is a Certified Public Accountant and consultant specializing in utility regulation.  His professional 

career includes over 25 years as a regulatory consultant, and two years as a supervisor of capital investment analysis 

and controls at Gulf & Western Industries and two years at Touche & Ross & Co. as a consultant and staff auditor.  

He has analyzed numerous electric, gas, telephone and water filings in multiple jurisdictions.  He has testified in 

numerous cases before regulatory commissions in Alabama, Colorado, Connecticut, Florida, Georgia, Illinois, 

Indiana, Kansas, Kentucky, Maine, Maryland, Massachusetts, Missouri, Nevada, New Jersey, New York, North 

Dakota, Ohio, Pennsylvania, Rhode Island, South Carolina, Texas, Vermont, Virginia and Washington.  GCI Ex. 2.0 

at 1-2. 
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AMRP in 2011 through the end of June is $62.0 million.  Thus, through the end of June 2011, 

PGL had spent $37.3 million less than the amount reflected in its 2011 budget.  GCI Ex. 7.0 at 2. 

 Based on this plant investment experience to date, PGL‟s test year level of plant in 

service should be modified.  GCI witness Effron proposes the following adjustments:  First, at a 

minimum, the test year rate base should be adjusted to recognize the actual under-spending 

experienced on accelerated main replacements through the end of June 2011 for PGL.  This 

adjustment reduces the 2011 AMRP plant included in the test year rate base by $37,324,000.  

Mr. Effron stated that this is a relatively conservative quantification of the appropriate 

adjustment to 2011 AMRP plant additions because it implicitly assumes that the actual plant 

additions for the second half of the year will be on budget, even though that has clearly not been 

the case in the first six months of the year.  Id. at 3. 

 Given the Company‟s performance in 2011, Mr. Effron testified that it would also be 

reasonable to reflect the same reduction to the forecasted additions for 2012.  In this regard, 

reduction of the 2012 forecast by $37,324,000 would be a conservative adjustment.  This 

proposed adjustment does not extrapolate the Company‟s actual under-spending over the six 

month period in 2011 to the full year.  It simply recognizes the amount under spent in 2011.  

Further, this proposed adjustment also recognizes a level of AMRP plant additions in 2012 that is 

$16.1 million higher than the adjusted level of plant additions in 2011.  Accordingly, a reduction 

of $37,324,000 to the forecasted 2012 AMRP plant additions should be reflected, as shown on 

GCI Ex. 7.2, Schedule DJE-1.1. 

 The effect of these adjustments to the forecasted 2011 and 2012 AMRP capital 

expenditures can be seen on GCI Ex. 7.2, Schedule DJE-1.1, and result in a reduction of 

$55,985,000 to PGL test year plant in service.  The 2012 test year depreciation expense is 
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reduced by $1,931,000 and the average balance of accumulated depreciation in 2012 is lower by 

$1,610,000.  The net reduction to the 2012 test year rate base is $54,376,000.  GCI Ex. 7.0 at 3-4. 

 Other adjustments to plant in service separate and apart from the AMRP plant 

adjustments are also appropriate, in light of the most recent NS-PGL data available.  That data 

show that both companies updates to forecasted level of test year plant are significantly 

overstated.  As noted above, as explained in the Rebuttal phase of the docket by NS-PGL witness 

Doerk, PGL and North Shore increased the forecasted capital expenses in 2011 and 2012 from the 

amounts in the original rate case filing.  See NS-PGL Ex. 24.0 at 7.  Specifically, Mr. Doerk 

testified that PGL would increase capital expenditures by $10.3 million in 2011 and $56.8 million 

in 2012.  NS-PGL Ex. 24.0 at 7.  For North Shore, the increase in capital expenditures is $5.0 

million for 2011 and $13.2 million for 2012.  Id.   

 GCI witness Effron testified that these updates were not supported by the Companies‟ 

own data and are inappropriate.  For example, in 2011 through June, North Shore‟s actual plant 

additions were $1.4 million, or 25%, below the original budget (response to Staff Data Request 

NS DGK 3.5, June Update, Confidential), and Peoples Gas‟s actual plant additions were $32.9 

million, or 41%, below the original budget (response to Staff Data Request PGL DGK 3.5, June 

Update, Confidential).  GCI Ex. 7.0 at 8.  It would make little sense to adjust the rate bases for 

increases to the forecasted level of plant additions when the Companies aren‟t even keeping up 

with the original forecasts of plant additions.  The effect of eliminating the increases to the 

original forecasts of plant additions is to reduce the North Shore rate base by $11,443,000 (NS 

Schedule DJE-1) and the Peoples Gas rate base by $38,355,000 (PGL Schedule DJE-1).  Id. 

 For his part, Staff witness Kaehle took issue with the Effron-proposed adjustments, 

asserting that his includes “all of the Companies‟ budgeted capital expenditures rather than a 
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single project as does Mr. Effron.”  This criticism was rendered moot by Mr. Effron‟s rebuttal 

analysis, which relied on total plant in service budgeted and actual numbers.  As shown on AG 

Cross Ex. 11, Mr. Effron relied on the Company‟s own update to its total plant in service 

numbers.  The response, the Companies‟ update to DGK 3.05, shows that through June of 2011, 

the PGL additions to plant in service were $32.9 million under budget.  Tr. at 256.  Mr. Kahle 

confirmed that those numbers reflected this under-budgeted amount.  Tr. at 257.  AG Cross Ex. 

12, which was North Shore‟s update to the same discovery question, showed that North Shore‟s 

level of plant in service as of June, 2011 were $1.4 million under budget, an amount again 

confirmed by Mr. Kahle.  Tr. at 257.  Staff‟s suggestion, thus, that Mr. Effron‟s plant in service 

adjustment related to a single project is simply wrong.   

 In sum, the GCI adjustments, eliminating the increases to the original forecasts of plant 

additions that reduce the North Shore rate base by $11,443,000 (NS Schedule DJE-1) and the 

Peoples Gas rate base by $38,355,000 (PGL Schedule DJE-1) should be adopted.  Id. 

b. Capitalized Incentive Compensation (see also Section V.C.1) 

c. Non-Union Wages (see also Section V.C.2) 

d. Original Cost Determination as to Plant Balances as of 

December 31, 2009 

2. Materials and Supplies – Computation of Associated Accounts 

Payable 

3. Gas in Storage – Computation of Associated Accounts Payable 

4. Cash Working Capital 

a. Pass-Through Taxes 

b. Prepayments (Uncontested) 

c. All Other (Uncontested) 

5. Retirement Benefits, Net 
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GCI witness Effron has made appropriate adjustments to rate base to account for net 

retirement benefits, and updated those adjustments in his rebuttal testimony to reflect the updates 

presented in the rebuttal testimonies of NS/PGL witnesses Hentgen and Phillips. GCI Ex. 2.0 at 

8-10; GCI Ex. 7.0 at 8-9.   Mr. Effron‟s adjustments reflect the Commission‟s findings in ICC 

dockets 07-0241/07-0242 and 09-0166 and 09-0167 on the appropriate treatment to account for 

North Shore and Peoples‟ retirement benefits as part of rate base.  Those decisions both 

concluded that the accrued OPEB liability should be reflected in rate base but that the pension 

balances should not be recognized in the determination of rate base.  Staff witness Ebrey agreed 

with Effron‟s approach, and removed the Utilities respective net pension assets from rate base, 

but kept the OPEB liabilities in rate base. 

Elimination of the Companies‟ net pension asset from rate base, based on the Companies‟ 

updates to their respective pension assets (NS PGL Ex. 23.9N, p. 1 and NS/PGL Ex. 23.9P, p. 1) 

results in a reduction to rate base of $3,941,000 for North Shore (GCI Ex. 7.1, Schedule DJE-1, 

“Rate Base Adjustments”) and $118,420,000 for Peoples (GCI Ex. 7.1, Schedule DJE-1 “Rate 

Base Adjustments”).
4
   Mr. Effron‟s adjustments are consistent with the Commission‟s policy on 

this issue and the Commission should adopt them. 

6. Accumulated Deferred Income Taxes –  

a. 50/50 Sharing Related to Tax Accounting Method Changes 

 In their Schedules G-5, the Companies explained that their forecasted financial statements 

do not reflect the impact of a tax accounting method change related to overhead capitalization for 

tax purposes because IRS consent for the requested accounting change was not received until 

December 2010, which was too late to incorporate into the forecast of financial statements used 

                                                 
4
 GCI witness Effron did not make any adjustments on the OPEB liability component of the Companies‟ respective 

rate bases.   
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in these cases.  GCI Ex. 2.0 at 11.  Now that consent from the IRS has been received, the impact 

of the tax accounting method change related to overhead capitalization for tax purposes should 

be reflected in the balances of accumulated deferred income taxes (“ADIT”) deducted from plant 

in service in the determination of rate base. Id. 

 In response to Staff Data Requests NS TEE 1.17 and PGL TEE 1.17, the Companies 

estimated that the effect of the tax accounting method change is to increase the average test year 

balance of ADIT by $1,475,000 for NS and the average test year balance of ADIT by $3,945,000 

for PGL.  However, these amounts reflect only 50% of the effect of the tax accounting method 

change on the ADIT balances.  Although not explicitly stated by the Companies, apparently only 

50%, rather than 100%, of the effect of the tax accounting method change is reflected in order to 

effectuate the same 50/50 sharing of the risk of disallowance of the incremental income tax 

deductions between shareholders and ratepayers as described in NS Exhibit 7.0 and PGL Exhibit 

7.0, with regard to the income tax deductions for repair allowances.  Id. 

 It is inappropriate to reflect only 50% of the effect of the tax accounting method change in 

the determination of the average test year balances of ADIT.  The Companies have not 

established that there is any significant risk that the Internal Revenue Service will disallow the 

income tax deductions related to the tax accounting method change or that the risk of such 

disallowance is any greater than the risk of disallowance associated with any other income tax 

deduction.  As it stands now, the income tax deductions related to the tax accounting method 

change increase the balance of North Shore ADIT by $2,949,000 and the balance of PGL ADIT 

by $7,890,000.  Those increases to ADIT should be reflected in the determination of the 

Companies‟ rate bases.  
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 On page 10 of his rebuttal testimony, Mr. Stabile responds to a question that has as its 

premise that you do “not believe that there is risk related to the Overhead Change” for income tax 

purposes.  This mischaracterizes Mr. Effron‟s testimony. What he said was that the Companies 

have not established that there is any significant risk that the Internal Revenue Service will 

disallow the income tax deductions related to the tax accounting method change, or that the risk 

of such disallowance is any greater than the risk of disallowance associated with any other 

income tax deduction. Although Mr. Stabile discusses what he sees as the possible risk 

associated with the change in the tax accounting for overheads, it is difficult to see from his 

rebuttal testimony how significant the risk really is or if the risk approaches anything like the 

50% of the ADIT that the Companies are proposing to ignore.  GCI Ex. 7.0 at 9. 

 Staff witness Kahle did not take issue with the Companies‟ 50/50 recognition of ADIT 

proposal.  Staff Ex. 10.0 at 23.  During cross-examination, however, Mr. Kahle agreed that ADIT 

are not investor supplied funds.  Tr. at 261.  He also agreed that increases to ADIT are deducted 

from plant in service in the determination of rate base.  Id.  He concurred that the Companies 

have not actually provided anything that would establish that the 50.50 ratio is an appropriate 

ratio to apply, as opposed to, say, 70/30, 60/40, etc.  Id.  Mr. Kahle also stated that he has not 

seen from the Companies any evidence of the likelihood of receiving an adverse ruling from the 

IRS.  Tr. at 261-262.  He also testified that he has not seen any evidence in the Companies‟ 

testimony that would establish that there is a significant risk of a disallowance from the IRS or 

that such risk is any greater than the risk of disallowance associated with any other income tax 

deduction.  Tr. at 262.  Mr. Kahle could not cite any Commission decision in which it had 

approved a 50/50 sharing of the non-investor supplied funds associated with ADIT.  Id. 
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The full amount of the ADIT associated with the Overhead Change should be included in 

the balances of ADIT that are deducted from plant in service in the determination of the 

Companies‟ rate bases.  As noted by Mr. Effron, the ADIT balances represent the actual cash 

benefits of the increased tax deductions related to the Overhead Change already taken by the 

Companies.  The 50% offset being advocated by the Companies appears to be a purely arbitrary 

estimate of risk related to disallowances of these tax deductions; the Companies have not 

established that there is any real relationship between this 50% factor and any actual risk of 

disallowance of the deductions related to the Overhead Change.  The full amounts of the ADIT 

generated by these tax deductions should be deducted from the Companies rate bases.  That 

adjustment is reflected in GCI Ex. 7.1, Schedule DJE-1, resulting in a reduction to North Shore‟s 

rate base of $2.065 million; and in GCI Ex. 7.2, Schedule DJE-2, resulting in a reduction to 

PGL‟s rate base of $5.422 million. 

b. Derivative Adjustments from Contested Adjustments 

NS-PGL witness Stabile raises two primary points of criticism of my adjustment to 

reflect the full effect of the amount of the Accumulated Deferred Income Taxes related to the tax 

accounting related to certain repairs costs. First, he discusses the issue of the risk from 

adopting the tax accounting change. He argues that GCI witness Lafayette Morgan‟s position is 

that the risk from adopting the tax accounting change by the Companies is not significant. Then, 

in another discussion in his rebuttal testimony, he suggests that I claim there is no risk from 

adopting the tax accounting change and asserts that Mr. Morgan has not accurately 

portrayed the effects of the proposed regulation bringing about the tax accounting 

change. NS-PGL Ex. 26.0 at 5-6. 

These criticisms miss the mark. Mr. Morgan did not testify that there are no risks related 

to the tax accounting change.  Rather, in his direct testimony, he stated the Companies‟ risks are 



14 

 

“diminished”, if not eliminated.  GCI Ex. 1.0 at 13-14.  Mr. Stabile‟s rebuttal testimony includes 

an historical perspective of the proposed tax accounting change regulations. His version of the 

events relating to the proposed regulation clearly show that the regulations are not yet final, and I 

do not disagree with him in that regard.  GCI Ex. 6.0 at 4. However, the question is whether the 

risk is so high that shareholders should receive 50 percent of the tax benefit. The answer is no 

because the Companies‟ risks are diminished. That is because this is not an issue that is so 

esoteric that only these companies have taken a position contrary to the IRS and the rest of the 

industry.  Mr. Stabile‟s own rebuttal testimony shows that the IRS, the American Gas 

Association and the Interstate Natural Gas Association of America all are working on a 

resolution of the methodology to be used.  Id. 

Another issue is that excluding 50 percent of the ADIT from rate base simply 

gives shareholders a windfall because the taxes creating the ADIT were not paid by the 

shareholders, but paid by ratepayers instead. The costs to shareholders do not change 

whether or not the Company prevails on the adoption of the tax accounting change. 

Therefore, shareholders retaining 50 percent of the ADIT does not share any risk. 

Based on the foregoing, the Commission should reject the Companies‟ claim and 

flow through to ratepayers the full effect of the amount of the ADIT related to the tax 

accounting associated with certain repairs costs.  GCI Ex. 6.0 at 4-5. 

 That adjustment reduces rate base for both Companies, as shown in GCI Ex. 1.0, 

Schedule LKM-6, reduces rate base by $464,000 for North Shore and $5,224,000 for PGL. 

 

D. Accumulated Depreciation (Uncontested Except for Derivative Adjustments 

from Contested Adjustments) 

V. OPERATING EXPENSES 
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A. Overview/Summary/Totals 

1. North Shore 

2. Peoples Gas 

B. Uncontested Issues 

1. Physical Gas Losses 

a. Modify Method of Accounting for Physical Gas Losses 

Associated with Manlove Field (PGL) 

b. Amend written procedures for treatment of physical losses of 

gas from underground storage fields (PGL) 

2. Distribution O&M 

a. Expenses for locates, leak surveys, disconnects (O&M – PGL) 

b. Building Costs (PGL) 

3. Distribution O&M – adjustment to reflect costs that should have 

 been capitalized instead of expensed 

4. Distribution O&M - Inflation 

5. Distribution O&M - Building Lease (PGL) 

6. Customer Service and Information 

a. Advertising 

7. Administrative & General 

a. Interest Expense on Budget Payment Plan 

b. Interest Expense on Customer Deposits 

c. Lobbying 

d. Social and Service Club Dues 

e. Civic, Political, and Related 

f. Charitable Contributions – Reclassification of 2012 costs 

g. Inflation Factor Error-Miscellaneous Expense 
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h. Employee Benefits – Adjustment to Test Year Pension and 

Benefits Expenses to Reflect Most Recent Actuarial Report 

i. Integrys Business Support Benefits Billed Expense 

j. Advertising 

8. Depreciation Expense on Utility Plant in Service – 2010 Actual 

9. Current Income Taxes –  

a. Bonus Depreciation, Illinois State Income Taxes and Tax 

Accounting Method Changes 

b. Reclassification of Income Taxes on Charitable Contributions 

10. Invested Capital Tax (derivative adjustments) 

11. Interest Synchronization (derivative adjustments) 

12. Updated Inflation Rate 

13. Rate 4 Revenues (NS) 

 

C. Contested Issues 

1. Incentive Compensation (Falls in Multiple Categories of O&M) 

As GCI witness Effron explains, the Commission has permitted the recovery of incentive 

compensation costs in rates “…only when it is demonstrated that such compensation operates so 

as to provide identifiable benefits to the utility‟s customers.”  GCI  Ex. 2.0 at 14.  This policy 

reflects the Commission‟s reasoned approach to the incentive compensation issue, which was 

upheld by the Illinois Appellate Court in Commonwealth Edison Co. v. Illinois Commerce 

Comm’n., 398 Ill.App.3d 510, 924 N.E.2d 1065 (2d Dist 2009), reh. den.  April 6, 2010 

(“Edison”).       

In its original filing, the Companies‟ witness Hoover testified that the Peoples/North 

Shore non-executive incentive plan has been redesigned based on the Commission‟s findings on 

incentive compensation in Peoples/North Shore‟s last rate case.  PGL Ex. 9.0 at 2. Hoover‟s 
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direct testimony claimed that the new plan now “…will focus employees on key goals and 

objectives that benefit our customers, as its design measure criteria will concentrate on cost 

containment and operational goals that are aligned with the interests of customers rather than 

financial measures that might be more aligned with the interests of shareholders.”  Id. at 4.   

According to Hoover‟s testimony, all the measurement criteria for PGL‟s non-executive 

compensation plan are operational.   Id. at 5.  Additionally, Hoover noted, employees of IBS 

participate in the Peoples Gas incentive plan based on the proportion that IBS costs are allocated 

to Peoples Gas.  Id. at 7.  On rebuttal, NS-PGL witness Cleary adopted Hoover‟s direct 

testimony and responded to issues raised by Staff and GCI, as she did on surrebuttal.  NS-PGL 

Ex. 25.0 and NS-PGL Ex. 43.0 

In his direct testimony, GCI witness Effron responded to the NS-PGL proposal and 

pointed out that incentive compensation costs included in PGL and NS test year operations and 

maintenance expense also included the costs of an Executive Incentive Plan and an Omnibus 

Incentive Plan.   GCI Ex. 2.0 at 16.  Responses to GCI discovery revealed that the Executive 

Incentive Plan was weighted 70% on earnings per share (EPS) criteria and only 30% on 

operational measures like safety and customer satisfaction.  Consequently, Effron proposed 

adjustments to remove those costs not associated with operational goals from the Companies‟ 

revenue requirements.  Specifically, these adjustments resulted in a recommended $605,000 

reduction to North Shore‟s test year operations and maintenance expense and a $3,612,000 

reduction to PGL‟s operations and maintenance expense.  Id. 

PGL/NS witness Cleary was especially critical of the notion, advanced by Effron and 

Staff witness Ebrey alike, that the 70% of the Executive Incentive Plan‟s costs weighted on EPS 

criteria should be disallowed from rates.  NS-PGL Ex. 25.0 at 4-5.  Her testimony proffered an 
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unusual, but ultimately unsatisfying take on the idea that compensation costs connected to the 

achievement of financial goals should be paid by ratepayers.  Cleary argued that because the EPS 

metric is derived from net income, and because net income is dependent on both revenues and 

costs, such a metric “…provides a significant incentive for Peoples Gas‟ and North Shore‟s 

executives to reduce operating costs, because everything else being equal, lowering costs will 

result in higher EPS.”  NS-PGL Ex. 25.0 at 5.   

Effron‟s rebuttal testimony rightly rejected this view.  GCI Ex. 7.0 at 10-11.  Although 

the Companies‟ arguments in this regard appear to create a connection between higher net 

income and lower costs for customers, that connection is much too tenuous to justify ratepayer 

responsibility for such expenses.   In theory, there are numerous ways to increase net income and 

EPS.  Some of them benefit ratepayers directly and are related to operations and service delivery, 

and others do not.  Cleary‟s claim that the EPS metric that is part of the Executive Incentive Plan 

provides benefits to ratepayers by incentivizing cost reductions is not a sufficient nexus to justify 

this cost recovery because it wrongly assumes that any increase in net income (and hence, EPS) 

will always be operations or service-related.  As the Appellate Court held, “…”to be recoverable, 

in addition to being reasonable and prudent, a cost must also pertain to operations or service 

delivery.”  Edison, 398 Ill.App.3d at 516.   The Companies‟ have not justified recovery of these 

costs that would meet the standards followed by the Commission in past orders or those endorsed 

in the Edison decision. 

No customer-oriented goals were identified in connection with the Omnibus Incentive 

Compensation Plan and the Companies‟ data request responses did not support any proposals 

that the costs of the Omnibus plan should be recoverable in rates.  GCI Ex. 2.0 at 16. Payments 

under these plans consist entirely of various categories of stocks and stock options, which 
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obviously represent compensation for reaching financial goals and which become more valuable 

with the achievement of those targets.  Moreover, the Companies do not identify any specific 

customer-oriented goals at all with regard to these plans, except to try to establish a broad 

connection between ratepayers and the need to attract “a qualified and motivated workforce.”  

NS-PGL Ex. 25.0 at 16.   

As regulated utilities, Peoples Gas and North Shore Gas have a duty to provide adequate, 

safe, reliable and affordable service to their customers.  It is reasonable to assume that a 

professional workforce is needed to meet that responsibility.  It is not reasonable to expect 

ratepayers to pay a premium for that level of service to which the law already entitles them.  The 

Commission should reject the Companies‟ proposals that ratepayers‟ bills include recovery of the 

costs of the Omnibus Incentive Compensation Plans.  None of these costs should be included in 

the Companies‟ revenue requirements. 

2. Non-union Base Wages (Falls in Multiple Categories of O&M) 

3. Headcounts (Falls in Multiple Categories of O&M) 

The number of employees reflected in the determination of Peoples Gas test year 

operation and maintenance expenses should be reduced because Peoples Gas has failed to 

substantiate their forecasted number of employees. As of early 2011, the actual number of 

employees was about 1,089. Peoples Gas, however, forecasts 1,120 employees, which results in 

an overstatement of employee expense of $1,540,000 in operation and maintenance expense.  

GCI Ex. 2.0 at 14. 

Despite Peoples Gas‟ consistent forecasts of increasing numbers of employees, the actual 

number of employees has been relatively steady through 2009 and 2010. In the 2009 rate case 

(test year 2010), Peoples Gas forecasted an employee count of 1139 for every month from 

January through December 2010. CUB Cross Ex. 2.  Peoples Gas witness Edward Doerk also 
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testified in the 2009 rate case that Peoples Gas fully expected to see their employee head count 

rise to the level of 1139 due to reasons such as pipeline safety enhancement work.  CUB Cross-

Ex. 3.  But as of December 2010, the actual data available for January to July of 2010 shows that 

the employee count never rose above 1097 in that time period and does not substantiate Peoples 

Gas‟ forecast of increased numbers of employees. CUB Cross-Exhibit 4. 

In the instant case, the actual number of Peoples Gas employees in early 2011 averages to 

1,089.  GCI Ex. 2.0 at 10, citing NS-PGL Response to AG Data Request 6.07. Contrary to what 

Mr. Doerk states in his Rebuttal Testimony, this employee count is not merely a snap shot in 

time but rather, an average of the first six months of 2011. Mr. Doerk states that Peoples Gas 

intends to increase its employee force by filling 30 temporary positions but these positions are 

temporary. Furthermore as shown in the last rate case, despite Peoples Gas‟ purported intent to 

increase their employee force, Peoples Gas failed to actually do so. Neither Peoples Gas nor Mr. 

Doerk provide any credible evidence to show that the current rate case will be any different. 

Accordingly, given the Peoples Gas‟s own evidence that the Company is unlikely to meet 

its forecasted employee levels, the test year employee forecast should be reduced from 1,120 to 

1,089, thus decreasing the forecasted operation and maintenance expense by $1,540,000.  GCI 

Ex. 2.0 at 14.    

 

4. Self-Constructed Property 

5. Uncollectibles Expenses – Use of Net Write-Off Method 

6. Administrative & General 

a. Injuries and Damages Expenses 

In the surrebuttal testimony of Peoples Gas witness Ms. Gregor, she concedes that the 

latest forecast estimates of the 2012 injuries and damages expense to be $12,142,000 and 
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therefore proposed an adjustment to decrease Peoples Gas‟ initial forecast of injuries and 

damages expense by $1,433,000. NS-PGL Ex. 38.0 at 4. Nevertheless, Peoples Gas still fails to 

adequately justify a large part of the remaining forecasted increase. 

Specifically, Peoples Gas explained that $1,119,000 of the increase is related to the 

assumption that one major claim at the maximum exposure level will occur during 2012 for one 

company within the Integrys family and that $1,119,000 is Peoples Gas‟ share of that increase. 

GCI Ex. 2.0 at 28, citing NS-PGL Response to AG Data Request 4.35.  Despite GCI witness Mr. 

Effron‟s repeated questions on this, the only explanation Ms. Gregor gives regarding this 

particular increase is that all costs related to injuries and damages will be managed by IBS in 

2012, whereas they were not in 2009. NS-PGL Ex. 38.0 at 3. But this explanation fails to explain 

why Peoples Gas assumes in the first place that there will be one major claim at the maximum 

exposure level in 2012. No such claim was experienced in 2009. While it is possible that such a 

claim will occur, Peoples Gas fails to explain how it came to the conclusion that the full amount 

of such a claim should be added to the 2012 forecast as opposed to a partial amount of a claim if 

such claims do not occur every year.  Peoples Gas simply seems to have forecasted the worst 

case scenario without an examination of whether such a scenario is likely to happen and without 

consideration of other probable scenarios. 

As Peoples Gas has failed to adequately substantiate the increase it seeks in injuries and 

damages billed from IBS, the forecasted increase should be denied.  The full amount of the 

$3,077,000 million increase forecasted should be deducted from the forecast of PGL 2012 test 

year expenses, as shown on GCI Ex. 2.0, Schedule PGL DJE-2. 

b. Adjustment to Account 921- Office Supplies and Expenses 

 PGL is forecasting office supplies and expenses of $15,199,000 for the 2012 test year.  GCI 

Ex. 2.0 at 24.  This forecasted level is significantly higher than the actual PGL offices supplies and 
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expenses incurred in recent years.  For example, the actual office supplies and expenses in 2009 

was $8,367,000, and the actual expense in 2010 was $7,177,000 (as compared to the forecast for 

2010 of $10,039,000 on PGL Schedule C-4, based on six months of actual data and six months of 

forecasted data).  The forecasted 2012 expense is 82% higher than the actual 2009 expense and 

112% higher (more than double) than the actual 2010 expense.   GCI Ex. 2.0 at 24.   

 PGL argues that the reasons for the sharp increase in this expense are: 1) an increase of 

$1,722,000 due to self-constructed property no longer being capitalized because of a change in 

policy to be consistent with other Integrys companies; 2) an increase of $2,892,000 driven by 

cellular growth for mobile data in trucks, video conferencing, Private Branch Exchange 

maintenance, self service on the internet, collection fees and call center Genesys software 

maintenance; 3) an increase of $937,000 due to a shift between accounts used in the budget 

process versus what is used in actual; 4) a $2,127,000 increase from a shift between accounts 921 

and 923 related to contracted services; and 5) a decrease of $1,531,000 related to merger costs 

expensed in 2009 that Peoples Gas will not have in 2012.  GCI Ex. 2.0 at 25.   

 While GCI witness Effron agreed with certain bases for the increase, he disputed that the 

increase in the forecasted expenses attributed to the self-constructed property should no longer be 

capitalized.  Self-constructed property is as much a capital asset as is property constructed by 

outside contractors.  This property should be capitalized and depreciated, just like any other 

capital expenditure and not charged to expense in the year of the expenditure.  The $1,722,000 

expense for self-constructed property should be eliminated, and that expenditure should be 

treated as an addition to plant and depreciated.  GCI Ex. 2.0 at 26.  These adjustments are 

detailed in GCI Ex. 7.2, Schedule DJE-2.6 Revised. 
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 In response to this adjustment, NS-PGL witness Gregor testified that the Companies‟ policy of 

capitalizing these indirect overhead costs was implemented mainly to assist the Companies‟ tax 

department in meeting requirements under the Tax Reform Act of 1986.  NS-PGL Ex. 38.0 at 4.  Now, 

she said, the Companies have shifted to a different methodology that expenses these costs.  Id.  With 

regard to the self-constructed property no longer being capitalized because of a change in policy, 

Ms. Gregor states that the relevant costs (which she describes as indirect administrative and general 

costs) are “far enough removed from the actual construction of the capital asset that it is appropriate 

to expense these types of costs.”  Id. at 5.  As it turns out, the Companies‟ policy of expensing these 

costs is new to this rate case.  See AG Cross Ex. 20. 

 The Companies‟ treatment of these items as expenses is wrong.  As noted by Mr. Effron, the 

uniform system of accounts includes items such as general administration and insurance as 

components of plant construction costs.  Ms. Gregor does not explain why capitalizing these 

overheads on self-constructed property is any less appropriate than capitalizing these overheads on 

property constructed by outside contractors.  AG Cross Ex. 13, which is an excerpts of the Uniform 

System of Accounts prescribed for natural gas companies, specifically refers to general 

administration and insurance as components of plant construction costs for capitalization. See AG 

Cross Ex. 13 and Tr. at 924. Mr. Effron‟ removal of $1,722,000 expense for self-constructed 

property should be adopted, and that expenditure should be treated as an addition to plant and 

depreciated. 

c. Rate Case Expenses 

1. Rate Case Expenses – Docket Nos. 11-0280/0281 (cons) 

In 2009, after the Order in Docket 07-0566 was entered, the General Assembly amended 

the Public Utilities Act to require the Commission to closely review rate case expense.  

Specifically, Section 9-229 of the PUA provides: 
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Consideration of attorney and expert compensation as an 

expense.  The Commission shall specifically assess the justness 

and reasonableness of any amount expended by a public utility to 

compensate attorneys or technical experts to prepare and litigate a 

general rate case filing.  This issue shall be addressed in the 

Commission‟s final order. 

 

220 ILCS 5/9-229.  In this docket, the Companies have requested recovery of $6.37 million in 

rate case expense, as shown on NS-PGL Ex. 39.4N and NS-PGL Ex. 39.4P ($2.58 million for 

North Shore and $3,791,000, respectively).
5
  The Company seeks amortization of these expenses 

over a two-year period.   

 PGL and NS witness Sharon Moy sponsored Schedule C-10, which breaks down the 

requested expense by rate case expense category.  She testified that the Companies “sought to 

incur only prudent and reasonable” costs, and described certain factors that she stated are 

relevant. PGL Ex. 6.0 at 16-17; NS Ex. 6.0 at 16-17.  However, she did not address any specific 

expense.  After both Staff witness Mike Ostrander and GCI witness Lafayette Morgan 

challenged the evidentiary basis for the rate case expense amounts, the Companies supplied 

invoices and billing statements and more detailed explanations for many of the expenses.  But 

problems persist with several expense categories and dollar figures requested. 

2. Amortization of Rate Case Expenses associated with Docket Nos. 09-

0166/0167 (cons) 

In every rate case, a utility incurs a rate case expense, and it is well settled that it is 

entitled to recover the cost of the rate case.   Du Page Utility Co. v. Illinois Commerce Comm’n, 

47 Ill.2d 550, 561 (1971).  Although the costs of a rate case are incurred in the year the rates are 

                                                 
5
 Following the objection of the Attorney General‟s Office to the confidential/proprietary designation the Companies 

attached to the Schedule C-10s, filed pursuant to Part 285.3085(a) of the Commission‟s rules, North Shore and PGL 

lifted that designation.  The Companies, however, have maintained that billing and invoice detail that support their 

requested rate case expense level is confidential and proprietary, and filed a Motion seeking to retain their 

confidential/proprietary designation of those materials.  The People filed their Opposition to the Companies‟ Motion 

on September 14, 2011.  
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set, the new rates are expected to remain in effect until the next rate case is resolved.  Therefore, 

to match the cost with the benefit, the expense is spread over a period of time that is expected to 

correspond to the time between rate cases.  This is no different from any other Operations and 

Maintenance expense that is incurred in a single year, but that has a longer effective period.  Like 

other operating expenses, the Commission should include a representative and normal annual 

level of reasonably and prudently incurred regulatory or rate case expense.   

 Although a rate case expense is recovered over the period of years the rates are expected 

to be in effect, it should not be treated as a regulatory asset that is entitled to dollar-for-dollar 

assured recovery.   Rather each year includes an allocated portion of a just and reasonable rate 

case expense, and a new rate case should result in a new rate case expense replacing – not 

joining – the prior rate case expense. The evidence shows that the Companies ask the 

Commission to treat its rate case expense as a regulatory asset, with guaranteed recovery.  The 

result of this treatment is that consumers can be expected to pay for more than one rate case 

expense in the same set of rates.   

 GCI witness Morgan recommended that the Commission commence treating the annual 

allowance for rate case expense as a normalized amount, rather than an amortization, for several 

reasons, including the following.  Although the amortization treatment afforded rate case 

expense previously effectively treats the rate case expense as an asset that is deferred and 

amortized, rate case costs should be treated as a normalized O&M expense and should not be 

afforded regulatory asset treatment. The ratemaking treatment of such costs should provide for a 

normalized expense allowance (similar to other O&M expenses) for reasonable rate case 

expenses, rather than the establishment of a regulatory asset that is amortized prospectively. GCI 

Ex. 1.0 at 22-23. 
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 The purpose of the rate case allowance should be to include in rates a representative and 

normal annual level of reasonably and prudently incurred regulatory expense, rather than to 

provide the utility with guaranteed dollar-for dollar cost recovery. Consistent with such 

normalization treatment of this expense, PGL and NS should not establish an asset for deferral of 

the current rate case cost and should not record amortization. Under a normalization approach, 

any remaining amortization of prior case balances would be replaced by a new representative, 

normalized rate case expense in each company‟s next rate case.  Id.   

 The basic premise of ratemaking is that rates set by the Commission give the utility the 

opportunity to earn its authorized return.  BPI, 136 Ill.2d 192, 209 (1989).  The prohibitions 

against retroactive ratemaking and single issue ratemaking create an incentive to the utility to 

control costs between rate cases.  Citizens Utilities v. Illinois Commerce Commission, 124 Ill.2d 

195, 207 (1988).    The argument that a utility might incur additional, actual costs during the 

amortization period is not a justification for treating an ordinary operating expense as a 

regulatory asset.  The Commission‟s amortization approach to rate case expense is both unfair to 

consumers and inconsistent with the fundamental legal principles underlying the regulatory 

bargain, which is premised on the utility controlling costs between rate cases. 

The Commission should treat the rate case expense as an ordinary, recurring cost that can 

change from rate case to rate case like any other expense.  The cost should be treated in a 

balanced way consistent with other costs.  If the amortization period expires before new rates are 

set, consumers do not receive a rebate to account for the over-payment of the rate case expense.  

Similarly, the utility should not be allowed to carry unamortized rate case balances into newly 

established rates.  Rather, a new rate case expense should be included in rates on the same terms 

as other operating costs, giving the utility the incentive to efficiently manage its operations and 
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stretch the period between rate cases so that it can retain the benefit of the rate case expense 

amortization over a longer period. 

 Normalization is a means by which abnormally high costs are spread over a period of 

years to avoid including the abnormally high costs in rates as if they occur at that level 

annually. There is no guaranteed recovery of normalized costs because it only attempts 

to depict what the annual cost would be if those costs were spread over the period 

selected. Amortization is also another means by which costs are spread over the period  

that ratepayers would benefit from the incurrence of those costs. The costs need not be 

abnormally high in order to amortize them. However, in ratemaking practice, costs are 

typically amortized when they are unusual and infrequent (extraordinary costs) and when 

those costs are found to provide benefits to more than one period.  GCI Ex. 6.0 at 6. 

 Under the Commission‟s current amortization approach, if a company files a rate case 

before the end of the amortization period, the total amount recovered for amortized costs is 

subtracted from the total amount that was amortized. If not fully recovered, the Company adds 

the unrecovered balance to its revenue requirement.  If the costs are normalized and a company 

files a rate case before the end of the normalization period, then the accounts that make up those 

costs are included at the test year level or whatever is determined to be the new normalized level. 

Id.  The unamortized balance from the prior case is not separately recovered. 

 GCI witness Morgan explained that rate case expenses are discretionary expenditures. 

The decision of when to file the rate case and the level of expenditures to be incurred are at the 

control of management. The dollar for dollar guaranteed recovery of costs does not provide an 

incentive to minimize or control the level of expenditures. The normalization of costs allows the 

Companies to recover their costs if they do not file another rate case before the end of the 
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normalization period.  However, the amortization of rate case expenses with recovery of the 

unamortized balance allows the Companies to continually stack costs on top of each other and 

receive guaranteed recovery of those costs when it files a rate case before the end of the 

amortization period.  That is both improper from a ratemaking perspective and inequitable to 

ratepayers. 

 The total rate case expense presented by the Companies is comprised of two separate 

adjustments.  One adjustment reflects the costs associated with this proceeding and the 

other reflects the amortized costs of prior rate case expenses. GCI witness Morgan adjusted the 

requested rate case expense to remove the amortized costs associated with prior rate 

case expenses, consistent with his normalization proposal and consistent with the rules against 

retroactive and single issue ratemaking.  

Much of the Companies’ Rate Case Expense Is Overstated and Unexplained.   

 

The second defect in the Companies‟ rate case expense proposal is that in nearly every 

category of rate case expense, including outside consultants, legal expense and intercompany 

(affiliate) billings, the amount requested is excessive, based on invoices received by the 

Companies to date that detail dollars spent as of July 31, 2011.  As shown in AG Cross Exhibit 4 

(PGL), billings for an entity labeled as “Stafflogix”
6
 as of July 31, 2011  – which was after the 

filing of the Company‟s tariffs, direct testimony,  rebuttal testimony, and the service of more 

than 1,800
7
 data request responses – constitute only 59% of the total amount requested for that 

consultant entry.  Tr. at 127.  With the exception of Jon Hengtgen and Valerie Grace, none of the 

individuals identified as Stafflogix consultants are witnesses in the case.  Further, it is unclear 

                                                 
6
 According to NS-PGL Ex. 39.4N, the specific service rendered is “Rate base and cash working capital, rate design 

and cost of service rate case support.”   
7
 Companies‟ Motion to Preserve Confidentiality of Rate Case Expense Materials, p. 9. 
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what these other individuals are contributing to the rate case.  AG Cross Exhibit 5, which details 

category breakdowns of rate case expense for North Shore Gas Company, reveals similar 

discrepancies.  Billings for “Stafflogix” as of July 31, 2011 – again, a point in time after the 

filing of the Company‟s tariffs, direct testimony, rebuttal testimony, and the service of more than 

1,800 data request responses – constitutes 53% of the amount requested for that expense 

category.  Tr. at 131.   

In response to ICC Staff data request JMO10.04
8
, the Companies describe the 

backgrounds of the Stafflogix consultants, who have not prepared testimony.   These descriptions 

provide a range of experience and qualifications, but it is not clear exactly what services they are 

providing for this rate case.  For example, Karen Tiedman “provides analysis and support for rate 

design, cost of service, testimony, exhibits, and data requests for Integrys Business Support.”   

Ms. Teidman is not a testifying witness, and this description of her services is both vague and 

repetitive of what one would expect the testifying witnesses to do.  Similarly, the response has 

Allan Ikoma, who did not offer testimony, providing the same services.  These two have billed 

$XXXXXXXX to PG and NS through June 14, 2011.  A third consultant, again not a witness and who 

is not identified in the response to Staff data request JMO 10.04, billed an additional $XXXX.
9
  

Although the Companies have not identified her contribution to the rate case, this one person‟s  

billing constitutes close to half of the claimed $XXXXXX for Stafflogix.  Other than general rate 

case support, it is unclear what any of these consultants contribute to the rate case presentation to 

justify increasing the rate case expense by $1.1 million for both Companies.  The Stafflogix costs 

of non-testifying witnesses have not been sufficiently explained to justify including those costs 

in the rate case expense. 

                                                 
8
 See NS-PGL Ex. 39.9N and 39.9P. 

9
  The consultant is Lakshmi Vasa Veera. 
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The Companies include $2.265 million in Intercompany allocations.  But problems exist 

with the request to recover certain Intercompany billings expense.  Invoices as of July 31, 2011 

for Intercompany billings constitute only 47% of the amount requested for that rate case expense 

category.  Tr. at 128.  In support of this expense, the Companies produced the response to Staff 

data request JMO 10.01 May Update Attach 03, and the June Update of Attach 03. See NS-PGL 

Ex. 39.9N and NS-PGL Ex. 39.9P. The documents showing the Intercompany billing detail are 

indeed detailed.  However, one cannot discern the actual services associated with the entries.  A 

copy of the June update, which is only three pages, is attached (it is marked confidential by the 

Company and is being filed as a confidential schedule).   Although it contains multiple codes and 

numbers, the Companies‟ documentation does not sufficiently demonstrate what services 

consumers are paying for as Inter Company - Affiliate billings.  

 Other problems exist with the Intercompany billings. First, the Companies included time 

going back to February, 2010 in their billing for this case – a full year before the February 15, 

2011 filing.  Consumers should not be asked to cover a period that far back.  It also raises a 

question as to whether the Companies are being over-inclusive in their allocation of costs to this 

rate case.  See Ex. 39.9, Response to Staff data request JMO 10.01 APR Attach 03.  Second, the 

amount allocated to North Shore appears to be overstated relative to the amount billed. It is 

unclear what services are included in the amounts listed in AG Cross Exhibits 4 and 5, and the 

itemization fails to enable reasonable review of the bases of the costs.  

 Given the lack of evidence as to what this expense covers, as well as the overstatement of 

the amounts spent based on invoices through July 31, 2011, the Commission should reduce the 

amount of Inter-Company allocations to remove 40% of the amount requested both because the 

support for the allocations is insufficient and because the Companies have identified only 47% of 
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the requested cost to date.   This adjustment allows another 10% of the costs to be billed in total 

for both Companies, but recognizes that a majority of the expense has not been accounted for 

and that the support for these costs fails to reasonably identify the services which are being 

billed.    

For “SFIO Consulting, Inc.”, the dollar amount invoiced as of the end of July constitutes 

64% of the amount being requested for North Shore rate case expense.  Tr. at 131.  (AG Cross 

Ex. 4 shows the July 31, 2011 billed SFIO amounts account for 81% of the amount requested for 

PGL rate case expense.)  Cross-examination revealed that the SFIO Consulting contract is a flat 

rate contract.  Accordingly, as shown in AG Cross Ex. 6, the descriptions of work performed is 

sparse given the hours billed.  No dates correspond with the brief descriptions of services 

rendered. limited.  See AG Cross Ex. 6.  In addition, the individual listed as the vendor for SFIO 

Consulting, Inc. is not a witness in this case.  Thus, in addition to requesting overstated amounts 

for this particular vendor with respect to North Shore expense, the Companies failed to support 

the expense with billing detail describing services performed in a way that justifies the monthly 

retainers.  Given the paucity of information as to what services SFIO Consulting provides, this 

expense should be disallowed in full.  

For the total “Outside Consultants or Witnesses” category, which includes both Stafflogix 

and SFIO Consulting, the amount invoiced as of July 31, 2011 represents only 62% of the total 

amount requested.  Id.  Again, given the stage of the rate case as of July 31, 2011, and the very 

limited role experts play post-hearing in a rate case, the Outside Consultants or Witnesses 

budgets appear to be overstated.  As of July 31, 2011, the lion‟s share of the work involving 

outside consultants and expert witness assistance, such as Stafflogix, SFIO Consulting, Outside 

Consultants or Witnesses and Intercompany billings, was complete.  Nearly all of the discovery 
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had been served and responded to.  Both Direct and Rebuttal NS-PGL testimony had been 

served.  There simply is no reason to believe that the amounts to be billed the Companies by 

these entities will reach the amounts requested for these expense categories.     

 For legal services, the amount listed for Foley & Lardner as of July 31, 2011 constitutes 

about 30% of the amount being requested to cover that firm‟s legal expense in for each company. 

Tr. at 131-132.
10

  For Rooney, Rippie and Ratnaswamy (“R3”), the July 31, 2011 amount is only 

25% of the amount requested for each company for that firm‟s expense.  Tr. at 132.     The 

People acknowledge that much of the work for attorneys occurs at the back end of a rate case.  

However, the fact that only 30% for Foley & Lardner legal expense and 25% of the R3 expense 

has been billed as of July 31, 2011 suggests that the Companies have over-estimated the amounts 

they will spend related to these legal services.  This conclusion is supported by the fact that as of 

July 31, 2011, the Companies still had not spent the total amount requested for the 2009 rate 

case, even after appeals, full briefing and oral argument.  Tr. at 132-133. Assuming 

conservatively that 50% of the work of these law firms is performed after July 31, 2011, the 

Foley & Lardner expense should be reduced by 20% and the R3 legal expense reduced by 25%, 

in accordance with the amounts billed through July 31, 2011.  

 In addition, the Companies are requesting that ratepayers subsidize the Companies‟ 

appeal of rate case orders.  AG Cross Exhibits 4 and 5, p. 2, detail amounts that the Companies 

are requesting be recovered in rates associated with the appeals of the Companies‟ 2009 rate 

case.  NS-PGL witness Sharon Moy testified that it is the Companies‟ position that ratepayers 

should pay for the Companies‟ appeal of rate cases.  Tr. at 133.  The basis for that position is that 

“there is no provision not allowing for recovery related to … appeals.”  Tr. at 133.    

                                                 
10
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 Ratepayers should not have to pay for the Companies‟ appeal of rate cases.  Appeals are a 

legal expense that should be part of the Companies‟ legal expense budget and a discretionary 

expense.  They are not “rate case” expense per se.  Moreover, ratepayers should not subsidize the 

Companies‟ attempt to get a better result than the one handed down by the Commission in a rate 

case order.  Presumably, the Companies‟ Boards of Directors are consulted before an appeal is 

filed, and the Board represents shareholder interests.  If the Companies believe that a rate order is 

insufficient or in any way unlawful, shareholders should assume the costs associated with 

pursuing that legal avenue.  These amounts should be removed from recoverable rate case 

expense.   

*  *  *  * 

 In sum, the Commission should (1) remove unamortized rate case expense from prior 

cases from the amounts to be recovered in this case; (2) normalize the rate case reasonable rate 

case expense for this case over a two-year period; (3) disallow the Stafflogix expenses identified 

above that have not been adequately explained; (4) disallow 40% of the Inter-Company Affiliate 

billing due to the lack of reasonable support for this expense and that the allocated costs 

apparently cover more than a reasonable period prior to the rate case, including charges a full 12 

months before the filing of tariffs; (5) disallow the SFIO Consulting expense in its entirety given 

the lack of billing detail provided; (6) remove expense associated with and budgeted for appeals 

of rate case orders; and (7)  reduce legal expenses charged by Foley  & Lardner by 20% and R3 

expenses by 25%, given the overstated budget and actual invoices received as of July 31, 2011.    

 As an alternative to these specific disallowances of rate case expense identified above, 

the Commission should adopt the recommendation of GCI witness Morgan to reflect a 50/50 

sharing of rate case expenses. As noted by GCI witness Morgan, one of the objectives of a rate 
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increase is to provide an adequate return to shareholders.  Whatever increase the Companies are 

ultimately granted directly has an impact on shareholders. Therefore, there ought to be a sharing 

of the costs between ratepayers and shareholders. The sharing of rate case expenses also provides 

an incentive for the Company to control rate case expenses. There is little incentive to control 

rate case expenses if all costs are fully recovered from ratepayers.   

 Mr. Morgan calculated the ratepayers‟ share of rate case expenses and normalized those 

expenses over a two-year period. The two-year period was chosen consistent with the 

Companies‟ recent history of filing rate cases.  On Schedule LKM-11, this adjustment is 

reflected, which reduces O&M expenses by $923,750 for North Shore and $1,352,500 for PGL. 

3. Normalization of Rate Case Expenses 

d. Gas Transportation Administrative Costs 

e. Solicitation Expense 

7. Depreciation  

a. Depreciation Expense on Forecasted Additions 

b. Derivative Adjustments from Contested Adjustments 

8. Revenues 

a. Repair Revenues 

b. Other Issues Relating to PEHS and PEPP, Including Staff 

Request for Investigation 

c. Warranty Products (Revenue and Non-Revenue) 

D. Taxes Other Than Income Taxes (Payroll and Invested Capital Taxes) 

(Uncontested Except for Derivative Adjustments from Contested 

Adjustments) 

E. Income Taxes (Including Interest Synchronization) (Uncontested Except for 

Derivative Adjustments from Contested Adjustments) 

F. Gross Revenue Conversion Factor 
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a. Uncollectible Rate  

b. Derivative Adjustments from Contested Adjustments 

VI. RATE OF RETURN 

A. Overview 

B. Capital Structure 

1. Peoples Gas 

2. North Shore 

C. Cost of Long-Term Debt 

1. Peoples Gas 

2. North Shore 

D. Cost of Short-Term Debt 

1. Peoples Gas 

2. North Shore 

E.  Cost of Common Equity  

 The People of the State of Illinois incorporate by reference the Return on Equity portion 

of the Citizens Utility Board/City of Chicago Initial Brief.  The Commission should incorporate 

the low end of the Return on Equity range recommend by GCI witness Chris Thomas. 

1. Peoples Gas 

2. North Shore 

F. Weighted Average Cost of Capital 

1. Peoples Gas 

2. North Shore 

VII. WEATHER NORMALIZATION (Uncontested) 

VIII. RIDERS – NON-TRANSPORTATION 

A. Riders UEA and UEA-GC 
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B. Rider VBA 

 The Companies propose that their revenue decoupling mechanism, Rider VBA, be 

continued on a permanent basis.  Rider VBA, as approved in 2008 and as proposed in this 

docket, applies to those customers taking sales or transportation service under S.C. No. 1 

(Residential) and S.C. No. 2 (“General Service”, which typically includes small businesses).  A 

decoupling mechanism is not proposed for any of the Companies‟ large commercial and 

industrial classes or customers.  Rider VBA was approved by the Commission in the Companies‟ 

2007 rate case as a means of “balancing” the energy efficiency benefits received by ratepayers 

from the Companies‟ efficiency efforts, against the need to protect the Companies for potential 

fixed cost recovery risks that may arise from promotion of these new efficiency programs, 

conservation efforts associated with the high cost of natural gas and warmer weather trends.
11

   

For the reasons discussed below, the Companies‟ request to continue and make 

permanent Rider VBA should be denied.  The conditions that the Commission concluded 

justified the adoption of Rider VBA, including high natural gas prices that might induce 

extraordinary conservation efforts, no longer exist.  In addition, the record evidence shows that 

potential revenue losses associated with the Companies‟ statutory energy efficiency programs are 

insignificant.  As explained below, the evidence shows that the Companies‟ usage forecasts 

already account for warmer weather trends, energy efficiency, and other variables.  In addition, 

Section 8-104 of the Act limits recovery from ratepayers of costs associated with a utility‟s 

energy efficiency programs to “costs for reasonably and prudently incurred expenses for cost-

effective energy efficiency measures.”  220 ILCS 5/8-104(a).  Recovery of lost revenues 

associated with those programs is not included within this definition of “reasonably and 

                                                 
11

 Peoples Gas Light & Coke Company, North Shore Gas Company -- Proposed general increase in natural gas 

rates,  Docket Nos. 07-0241 and 07-0242 (cons.), Order of February 5, 2008 at 150-151. 
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prudently incurred expenses”.  Id.   Finally, since the Commission‟s decision in 2008, the Illinois 

Appellate Court has weighed in on when riders are appropriate for cost recovery in 

Commonwealth Edison v. Illinois Commerce Comm’n, 405 Ill.App.3d 389, 937 N.E.2d 685 

(Second Dist. 2010) (“ComEd”).  Rider VBA fails to satisfy the test outlined by the ComEd 

Court as to when riders are appropriate as a cost recovery mechanism.   Legal issues aside, the 

Companies‟ simply failed to show Rider VBA is necessary to recovery their costs of service, or 

is needed to maintain safe, reliable, least-cost service.  

1. The Conditions that the Commission Assumed in 2008 Would Negatively 

Affect Utility Revenues, and Thereby Require Rider VBA, Have Not 

Materialized. 

 

 When it approved Rider VBA on a four-year pilot basis in 2008, the Commission, 

unfortunately, provided no template for the evaluation of Rider VBA at the conclusion of the 

pilot, such as specific measurement criteria or guidelines for examining or reviewing the 

necessity for Rider VBA.  The Commission did note, however, that it was cognizant of the 

concerns expressed by parties opposed to decoupling and that it would maintain some degree of 

vigilance in reviewing the ongoing progress of the VBA and presumably later in the post-pilot 

review process.
12

  In fact, one important Commission-required modification to the originally-

proposed Rider VBA was its adoption of a four-year pilot, as opposed to on a permanent basis.
13

  

What clearly emerges from the record in this docket, however, is that the rationale for adopting 

decoupling that the Commission applied in 2008 no longer applies.  

                                                 
12

 Peoples Gas Light & Coke Company, North Shore Gas Company -- Proposed general increase in natural gas rates.  

Illinois Commerce Commission, Docket Nos. 07-0241 and 07-0242 (cons.).  Order of February 5, 2008 at 152 

(“2008 Rate Order”). 
13

 Id. 
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 The Commission made clear in its 2008 ruling in ICC Docket No. 07-0241, 07-0242 

(cons.) that it believed high natural gas prices, warm weather trends and, in particular, the 

addition of an energy efficiency program, required some regulatory response to the potential for 

these phenomena to depress Residential and General Service (Rate 2) rate class revenues.  The 

Commission stated: 

We consider the underlying conditions and realities that necessitate the 

Utilities‟ proposal. No party can or does dispute the high cost of natural 

gas. Nor does any party dispute the proposition that high gas prices cause 

certain customers to conserve. Indeed, Staff makes this point clear in all of 

its testimony on record. While the benefit of conservation to ratepayers is 

obvious, we are compelled to recognize that it brings negative 

consequences to bear on the Utilities. And with warmer than normal 

conditions, a factor outside the Utilities‟ control, customers naturally 

reduce their gas consumption. This too, puts the Utilities at risk for 

recovering their authorized revenues. 

2008 Rate Order at 150.  In addition, the Commission specifically singled out the 

adoption of the Companies‟ new energy efficiency programs as a factor in their 

conclusion that “these developments need to be balanced with appropriate adjustments:”   

 While the GCI parties fully support EEP, they pay no mind to what 

this means for the Utilities. When dutifully considered, however, the effects 

of the implementation of energy efficiency programs flow exclusively to the 

benefit of customers. This means that efficiency strategies and improvements, 

by their very nature, will worsen the Utilities‟ ability to recover margin 

revenues in the immediate future. Furthermore, unlike simple conservation 

activities, efficiency improvements have more long-term sustained effects. In 

this regard, the Utilities are correct in arguing that our approval of Rider EEP 

will exacerbate the problem that Rider VBA is intended to address.  

Both the Utilities‟ embrace of energy efficiency programs, and our 

recognition of customer gas-saving initiatives, compel the view that these 

developments need be balanced with appropriate adjustments. In our view, 

energy efficiency is an underutilized resource. All market participants, 

including the Utilities need to be part of a concerted effort to change the 

status quo. And, in the process, the current regulatory structure may also have 

to be re-examined and better tuned to accept new factual realities and policy 

objectives. We have on record in this case, solid reason to find Rider VBA a 

proper regulatory response for all of the changing realties reflected in these 

premises. 
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Id. at 151. 

In this docket, Peoples Gas and North Shore offer no new rationale or evidence that the 

rider is needed, especially in light of the changed circumstances that exist today.   

a. The Companies‟ Energy Efficiency Programs Have Not and Will 

Not Impair the Companies‟ Revenue Streams and Cost Recovery.  

 

NS-PGL witness James Schott argues that Rider VBA “has functioned appropriately to 

ensure that the portion of the utility‟s Commission-approved costs of service (revenue 

requirement) that is to be recovered through the charges to which Rider VBA applies (the 

applicable portion of the utility‟s „margin‟, as defined in the rider) is neither over- nor under-

recovered.”  PGL Ex. 1.0 at 16.  In addition, he argues that Rider VBA will reduce the utility‟s 

“throughput incentive” – the financial incentive to encourage natural gas sales.  Id.   

Conspicuously absent from this point, however, is any kind of a proposal from the Companies to 

tie revenue losses from the Companies‟ energy efficiency programs to any forecasted revenue 

losses. 

The only other “evidence” supplied to support the rider comes from NS-PGL witness 

Grace, who again emphasizes the Companies‟ view that all costs are fixed, and because 30% of 

North Shore‟s and 36% of Peoples Gas‟s costs will be recovered through volumetric charges, 

Rider VBA is needed to ensure recovery of the revenue requirement established in the 

Commission‟s order in this docket.  NS Ex. 12.0 at 49, 51; PGL Ex. 12.0 at 52.   She adds that 

ratepayers, to date, have benefitted from the decoupling mechanism because North Shore and 

PGL refunded $3.5 million and $14.3 million, respectively, to their Rate 1 and 2 customers.  NS 

Ex. 12.0 at 50; PGL Ex. 12.0 at 53.   Ms. Grace testified that should the Commission reject their 

Rider VBA proposal, the Companies propose the implementation of a “straight fixed variable” 
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rate design, that would recover 100% of the Companies‟ residential service costs through a fixed 

charge, with no per therm charges assessed each month for delivery service.  That rate would 

result in a $34.91 monthly charge for North Shore customers and a $42.10 charge for PGL 

customers.  NS Ex. 12.0 at 16-17; PGL Ex. 12.0 at 18-19.  Thus, as GCI witness Dr. David 

Dismukes noted, it would seem that the Companies‟ primary motivation for requesting a 

permanent Rider VBA rests more with using it as a “back-up” for its residential rate design 

proposals, rather than a mechanism for maximizing the outcomes of its energy efficiency 

program (reducing the throughput incentive), as Mr. Schott suggests.  GCI Ex. 4.0 at 10. 

GCI witness Dismukes, a professor at Louisiana State University and a consulting 

economist with the Acadian Consulting Group (“ACG”), a research and consulting firm that 

specializes in the analysis of regulated and energy industries, has studied utility decoupling 

mechanisms, as implemented in various states.
14

  In this docket, he analyzed both the rationale 

supplied by the Commission, in its 2008 Order, as well as the Companies‟ claims in this docket 

that Rider VBA is needed to recover its “fixed” costs.  His unrebutted testimony demonstrated 

that the conditions that led the Commission down the decoupling path in 2008 either no longer 

apply (high natural gas prices) or did not and will not come to fruition (significant revenue losses 

associated with NS-PGL energy efficiency programs).  

                                                 
14

 Dr. Dismukes is a full Professor, Associate Executive Director, and Director of Policy Analysis at the Center for 

Energy Studies, Louisiana State University.  Over the past 23 years, he has been actively involved in research, 

government service, and consulting involving energy and infrastructure industries. His professional experience 

includes the examination of economic, statistical, and public policy issues in regulated and energy industries, and 

has participated in over 200 regulatory proceedings, in 18 states, and prepared expert witness testimony, reports, and 

affidavits in Louisiana, Texas, Nevada, Utah, Michigan, Ohio, New Jersey, Mississippi, Kansas, South Carolina, 

Nebraska, Tennessee, Indiana, Massachusetts, Washington, Florida, and before the Federal Energy Regulatory 

Commission (“FERC”).  He also testified before the U.S. Congress and various state legislatures.  He also serves as 

an Adjunct Professor in the E.J. Ourso College of Business Administration (Department of Economics) at LSU, is 

the co-director of the Coastal Marine Institute in the School of the Coast and Environment, and a member of the 

graduate research faculty at LSU.  He has published more than 120 articles, professional papers, reports, book 

chapters, books, and manuscripts on energy and infrastructure industries.  GCI Ex. 4.0 at 1-2. 
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With respect to energy efficiency, the plan referenced in the 2008 Order was part of a 

condition for merger approval established by the Commission in ICC Docket No. 06-0540 that 

required the Companies to propose a new ratepayer-funded energy efficiency program of no less 

than $7.5 million per year.  The programs adopted in the Companies‟ 2007 rate case, known as 

the “Chicagoland Natural Gas Savings Program,” (“Chicagoland Program”) are governed by five 

different stakeholder representatives, and have a cost recovery mechanism referred to as the 

Energy Efficiency Program (“EEP”) Rider.  As of June 1, 2011, the existing Chicagoland 

Program has winded down and the Companies will begin offering energy efficiency programs 

pursuant to Section 8-104 of the Public Utilities Act.
15

  In ICC Docket No. 10-0564, the 

Companies proposed, and the Commission approved, with some modifications, similar energy 

efficiency programs consistent with the Companies‟ Section 8-104 requirement to achieve 

specific energy efficiency goals.
16

   

 As noted by Dr. Dismukes, neither the energy efficiency savings associated with the 

Companies‟ Chicagoland program nor with its forecasted energy savings resulting from the new 

Section 8-104 programs have or will result in any cost recovery challenges for the Companies.  

The initial Chicagoland Program was limited to an annual investment of $7.5 million
17

 for both 

Companies.  Peoples Gas in particular has experienced very limited participation in its high 

                                                 
15

 220 ILCS 5/8-104. 
16

 Under Section 8-104 of the Act, the General Assembly established an energy efficiency mandate for natural gas 

utilities, requiring utility companies to implement cost-effective energy efficiency measures with the goal of meeting 

annual incremental reduction benchmarks. The goals start with a 0.2 percent reduction in natural gas sales by May 

31, 2012, increasing each year until 2019 when the total reduction is anticipated to reach a cumulative total 

reduction of 7.1 percent of annual natural gas demand
16

, with an additional 1.5% each year thereafter.  Significantly, 

however, the efficiency spending is modulated by a gas spending cap that prohibits efficiency spending from 

exceeding two percent of revenue each year.
16

   

 
17

 Of the $7.5 million amount, $6.6 is allocated to the Peoples Gas service territory and $1.1 million is allocated to 

the North Shore service territory. 



42 

 

efficiency residential furnace program.
18

  If anything, both the dollar amount of investment in 

and the market transformation hurdles facing any new program suggest that Rider VBA has had 

no meaningful impact in changing the manner in which the Companies promote or pursue energy 

efficiency.  GCI Ex. 4.0 at 28-29.   

 Indeed, the Companies never promised, nor were required by the Commission, to 

increase spending over and above the $7.5 million allotted for the program in exchange for 

approval of Rider VBA.  In fact, the Companies in Docket 07-0241, 07-0242 specifically 

rejected the idea of spending any more than the $7.5 million allotted.  See ICC Docket  Nos. 07-

0241, 07-0242, PGL Ex. IR-1.0 at 3, 4 (Testimony of Ilsa Rukis).  Likewise in this docket, the 

Companies have rejected any notion of increasing energy efficiency spending or altering its 

statutory commitment to delivering energy efficiency programs as a quid pro quo for the 

adoption of Rider VBA.   Unlike other decoupling mechanism adopted in some other states, the 

ability to assess surcharges under Rider VBA is not tied to any efficiency metrics or lost 

revenues specifically attributable to the Companies‟ energy efficiency programs. 

 Mr. Schott‟s simple assertion that decoupling reduces the Companies‟ throughput 

incentive should, therefore, not serve as a basis for implementing Rider VBA on a permanent 

basis.  Dr.  Dismukes testified that the core policy rationale for the adoption of revenue 

decoupling proffered by utilities around the country has been to remove what is perceived to be a 

utility‟s disincentive to promoting energy efficiency.  If this policy premise is correct, then a 

utility‟s post-decoupling energy efficiency efforts should reveal a noticeable and meaningful 

change in both the promotion and performance of energy efficiency programs.  That is not the 

case with the Companies since the Commission‟s approval of Rider VBA did not trigger any 
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Mr. Michael Marks, the President of Applied Economic Group, a consulting firm developing and managing the 

Companies‟ energy efficiency programs, noted in his rebuttal testimony in Docket No. 10-0564 on behalf of the 

Companies the limited participation and savings levels.  Rebuttal Testimony of Michael Marks, lines 308-315.  
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commitment by the Companies to increase the $7.5 million allotted to energy efficiency 

programs.    The Companies have provided no evidence in this proceeding that suggests that the 

efforts of the Chicagoland program necessitate a decoupling mechanism and the permanent 

adoption of Rider VBA.    Similarly, there is no evidence that the Companies have altered their 

promotion of natural gas usage either prior to, and after the adoption of Rider VBA.  Any 

promotion of energy efficiency that took place after Rider VBA can be tied to the Companies‟ 

agreement in the merger docket settlement to propose the Chicagoland Program in its next rate 

case – not Rider VBA. Moreover, the Companies have shown no financial harm as a result of the 

Chicagoland efficiency program nor any forecast of financial harm related to the newly-initiated 

statutory efficiency programs.  Further, there is simply no performance-based evidence detailing 

an incremental investment in or further promotion of efficiency efforts that can be specifically 

tied to Rider VBA and the alleged elimination of a throughput incentive that supports the 

continuation of Rider VBA.   GCI Ex. 4.0 at 29-30. 

 The Companies new set of energy efficiency programs, approved in Docket No. 10-0564, 

consist of four residential and four commercial and industrial (“C&I”) measures.  The 

Companies anticipate cumulative savings of some 5.5 million therms (Peoples) and 1.2 million 

therms (North Shore) over the next three years from these programs, collectively.  This 

represents less than 1% (0.60 percent for Peoples and 0.62 percent for North Shore) of the 

Companies anticipated sales in 2014.
19

  The Companies also have not proposed to tie their 

performance with these new energy efficiency programs to Rider VBA recoveries, as noted 

above.  The lost base revenues resulting from these programs do not exceed 0.35 percent of total 

company base revenues even when the current test year is used for comparison purposes.  GCI 

Ex. 4.0 at 28-29.   
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 ICC Docket No. 10-0564, Direct Testimony of Michael Marks, NS-PGL Exhibit 1.2. 
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 NS-PGL witness Grace specifically challenged Dr. Dismukes‟ calculations of the 

potential lost revenues associated with the new statutory programs.  Both Dr. Dismukes‟ rebuttal 

testimony and cross-examination revealed these criticisms to be hollow and, in fact, wrong.   

First, the Companies claimed that he estimated their potential lost base revenues based upon 

PGL‟s Rate 1 and 2 customer classes front block rates and North Shore‟s proposed end block 

rates for these same classes.  NS-PGL Ex. 28.0 at 28.  This is simply incorrect, as Dr. Dismukes 

showed in his Rebuttal testimony.  He used the Companies‟ proposed front block (which is 

significantly higher than the tail block) in each of the calculations as shown in his attached 

Exhibit 9.2.  See GCI Ex. 9.0 at 14; GCI Ex. 9.2; See also Tr. at 869-872.  Inexplicably, Ms. 

Grace did not acknowledge her error in her Surrebuttal testimony, and instead asserted the debate 

over lost revenues was irrelevant.  See NS-PGL Ex. 45 at 20.  

 Second, Ms. Grace argues that actual base revenue impact is likely to fall somewhere 

between estimates made using the front end and the tail end block of their respective rate 

schedules, since customers are likely to have usage levels that span these blocks. NS-PGL Ex. 

28.0 at 28.  This argument is a red herring, however.  As Dr. Dismukes explained, his use of the 

first block ensured that his calculation erred on the conservative (i.e., in the Companies‟ favor) 

end because of the Companies‟ declining block rate structure.  If an average or assumed 

distribution across the other, declining block rates were used, the average rate would fall, and the 

estimated total base revenue would be lower.  GCI Ex. 9.0 at 14-15. 

 Third, Ms. Grace stated that some of the energy efficiency programs offer opportunities 

for Rate 2 customers, and the calculation by Dr. Dismukes failed to reflect that fact.  NS-PGL 

Ex. 28.0 at 28.  This argument, too, is a tempest in a teapot, since the use of the higher front 

block Rate 1 rates, again, resulted in a more conservative estimate of revenue losses associated 
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with the programs.  Dr. Dismukes prepared GCI Exhibits 9.3 and 9.4 as examples of how his lost 

base revenues calculations would actually decrease using assumptions comparable to those 

suggested by Ms. Grace‟s rebuttal testimony.  See GCI Ex. 9.0 at 15-16, Exs. 9.3 and 9.4.  

Importantly, both of these exhibits produce lost base revenue estimates that are lower than 

projected in Dr. Dismukes‟ Direct testimony.   GCI Exhibit 9.3 produces average lost volumetric 

revenue (assuming an average residential use customer) that does not exceed 0.2 percent of 2009 

base revenues (as compared with the 0.35 percent shown in GCI Ex. 4.5).  GCI Exhibit 9.4 

addresses the other criticism related to the programs themselves and the rate classes benefitting, 

using average use characteristics of potential participating customers across multiple rate 

schedules.  Again, the lost base revenue estimate is lower than the one provided in Dr. Dismukes 

Direct testimony, not exceeding 0.18 percent of forecasted base revenues.  In sum, the Grace 

Rebuttal arguments regarding Dr. Dismukes lost revenues calculations ring hollow.  

 One other point is worth mentioning relative to the Companies‟ criticism of the 

Dismukes‟ lost revenue calculations.  The Attorney General‟s Office sent the Companies 

repeated discovery requests to quantify their lost base revenue exposure.  In response, North 

Shore and PGL stated that “[t]he Company has not forecasted annual lost margin due to the 

energy savings associated with each program/measure.  As a result the information is not 

available.”  GCI Ex. 9.0 at 13-14.  The Companies‟ responses are attached to Dr. Dismukes‟ 

rebuttal testimony as GCI Exhibit 9.1.   

 The Companies waited until their Rebuttal testimony to finally offer a calculation of their 

lost revenue exposure.  This last-minute estimate, however, is of hyperbolic proportions.  Ms. 

Grace used a factor of 8.6% -- the level of energy savings required to be achieved in the year 

2020 – to generate her calculations.  This case, however, is about setting rates and establishing a 
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rate design based on a test year – not some exaggerated estimate of what might occur over the 

next decade.
20

  These numbers should be dismissed for the rhetoric that they are.  

 The lack of need for Rider VBA is not altered by the establishment of Section 8-104 

programs.  The programs being implemented are in direct response to a legislative requirement 

and not a change in the incentives created by Rider VBA.  The statute sets cost-effective energy 

efficiency mandates for all regulated utilities.  Thus, any disincentives in the promotion of 

energy efficiency that could be said to exist prior to the adoption of this legislation no longer 

exist.  Illinois gas delivery utilities have a firm and well-defined incentive to pursue cost-

effective energy efficiency under Section 8-104 and if they do not, they will be subject to 

penalties under Section 8-104(f) of the Act.  The statute establishes a framework for energy 

efficiency spending and cost recovery that is consistent with traditional ratemaking principles:  

utilities are expected to pursue cost-effective least-cost energy efficiency resources.  In return, 

utilities will be allowed cost recovery for their prudently-incurred costs of providing those 

programs.  Conspicuously absent is any allowance or cost recovery for “lost revenues” 

associated with meeting these statutory goals.  Thus, the statute serves to “recouple” traditional 

regulatory incentives and preserve the traditional risk sharing relationships between utilities and 

ratepayers, thereby contradicting the notion that Rider VBA is needed or appropriate.  

 It is worth noting, too, that should the Commission grant the Companies‟ request to 

approve Rider VBA on a permanent (or even a continued pilot) basis, PGL and North Shore 

would be the only utilities in the state to have recovery of their approved revenue requirements 

guaranteed through Rider VBA.  Neither Commonwealth Edison nor Ameren, utilities that have 

been operating energy efficiency programs since 2008, have decoupling mechanisms to recover 
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 Absent, too, in Ms. Grace‟s calculation is any attempt to determine how the statutory cost cap in Section 8-104(d), 

which would undoubtedly be triggered over the decade, would diminish those numbers.   
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lost revenues associated with energy efficiency or to otherwise help recover “fixed costs”, as NS-

PGL claims they need.  Northern Illinois Gas Company (“Nicor”) specifically requested the 

approval of a cost recovery mechanism that recovered so-called “lost revenues” associated with 

their proposed programs in its Section 8-104 petition filed last year.  ICC Docket No. 10-0562, 

Ex 3.0 (Malcolm Quick testimony) at 7-10.  That request, like the NS-PGL request, claimed such 

a mechanism was needed to ensure “fixed cost” recovery established in the last rate case.  That 

request was denied.   

 Finally, the Section 8-104 itself is an effective limit on any lost base revenues the 

Companies‟ might experience as a result of energy efficiency. Section 8-104(d) places an explicit 

cap on efficiency spending, which will limit the Companies‟ lost revenue exposure: 

…a natural gas utility shall limit the amount of energy efficiency implemented in any 

3-year reporting period established by subsection (f) of Section 8-104 of this Act, by an 

amount necessary to limit the estimated average increase in the amounts paid by retail 

customers in connection with natural gas service to no more than 2% in the applicable 

3-year reporting period. The energy savings requirements in subsection (c) of this Section 

may be reduced by the Commission for the subject plan, if the utility demonstrates by 

substantial evidence that it is highly unlikely that the requirements could be achieved 

without exceeding the applicable spending limits in any 3-year reporting period.
21

 

  

220 ILCS 5/8-104(d).  

In sum, there simply is no evidence in the record that the Companies‟ energy efficiency 

programs would significantly impair North Shore‟s and PGL‟s ability to recover their cost of 

service, or in any way necessitate the permanent implementation of Rider VBA. 

b. The Significant Market Price Reductions and Increased 

Availability of Natural Gas Will Ensure Continued Use of the 

Commodity, Thereby Diminishing the Conservation Levels That 

Concerned the Commission Back in 2008.  
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 In 2008, when the Commission approved Rider VBA, the market price of natural gas was 

significantly higher than current market prices.  As noted earlier in this Brief, the Commission 

was especially cognizant of the likely conservation response that these high prices would trigger 

in the residential class as it considered whether to adopt Rider VBA.  (“No party can or does 

dispute the high cost of natural gas. Nor does any party dispute the proposition that high gas 

prices cause certain customers to conserve.”  2008 Rate Order at 150.)   

 The natural gas market landscape, however, as detailed by Dr. Dismukes, has changed 

dramatically since “the high cost of natural gas” so concerned the Commission.      

The increased prices began during the winter of 2000-2001, and particularly in the aftermath of 

Hurricanes Katrina and Rita in 2005.  Since that time, however, natural gas commodity prices 

have fallen by 64 percent.  In the winter of 2009-2010, Chicago registered its highest number of 

heating degree days in 24 years.   GCI Ex. 4.0 at 12.   

 Dr. Dismukes testified that natural gas markets have undergone a number of very 

important structural changes over the past several years that have entirely changed the nature of 

gas availability and prices, all of which affect a customer‟s interest in conservation and energy 

efficiency.  His Exhibit 4.6, attached to GCI Ex. 4.0, shows the historic trends in natural gas 

prices over the past 13 years and highlights the dramatic structural change in natural gas markets.  

Prior to 2008, natural gas prices averaged $6.25/Mcf, considerably higher than the pre-2000 

historic averages of $2.89/Mcf.  Natural gas prices were also very volatile during this time period 

with the standard deviation in prices increasing from $1.46 per Mcf (pre-2000) to $2.40/Mcf 

(2002-2008).  Those trends are already reversing themselves.  Since 2008, the year the 

Commission adopted Rider VBA, the average natural gas prices have fallen to $4.17/Mcf and are 

much less volatile, varying by only $0.72/Mcf over the past several years.  GCI Ex. 4.0 at 13-14. 
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 These changes in natural gas prices impacted the ratio of the gas commodity portion of 

customer bills relative to the delivery portion.  Exhibit 4.7 shows the historic trend in the 

gas/non-gas cost shares for natural gas utilities in the U.S. as well as Illinois.  Over the past 8 to 

10 years, natural gas costs for all U.S. gas utilities have averaged about 60 percent of total rates 

with one year (2005) the share increasing to as high as 68 percent.  Today, those shares are as 

low as 55 percent.  The deviations in gas/non-gas rate shares have followed a similar trend in 

Illinois.  Natural gas cost bill portions have averaged about 67 percent over the past decade, but 

have fallen 20 percent since 2006.  Id. at 14.  That decrease in the commodity portion of 

customer bills likewise diminishes customer interest in conservation efforts, according to Dr. 

Dismukes.  The incentive to conserve, too, will be diminished under Rider VBA, to the extent 

that a customer recognizes that reduced consumption will increase the likelihood of surcharges 

under Rider VBA.   

 According to Dr. Dismukes, the main driver in the change in natural gas markets has 

been the dramatic increase in natural gas supplies, primarily through the exploration and 

development of unconventional natural gas fields in the various shale plays and basins 

throughout the U.S.  These new shale plays, mapped in GCI Exhibit 4.8, are geographically 

located throughout the U.S., not just in traditional conventional production basins, and have 

produced prolific volumes of natural gas over the past several years.  The development of these 

resources, both in the U.S. and abroad, has dramatically changed the market outlook, and the 

opportunities for lower-cost (and less volatile) and lower-emission energy resources. 

 These supply changes are apparent in natural gas reserves and production figures.  

Natural gas reserves increased by their largest amount on record (12.6 percent) from 2006 to 
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2007.  Reserves have been growing by an annual average rate of about seven percent since 2005, 

the year Hurricane Katrina made landfall and significantly disrupted U.S. natural gas markets.  

See also GCI Ex. 4.9.  Today, U.S. dependence on foreign natural gas has fallen by as much as 

20 percent since 2007 alone.  In fact today, a number of the LNG regasification facilities along 

the Gulf of Mexico (“GOM”) have applied to the DOE for a re-export/export license -- a 

dramatic turn of events since 2005 when the momentum for revenue decoupling began.  Id. at 

15-16. 

 These reserve growth and production trends are anticipated to continue into the future.  

GCI Exhibit 4.11 shows the recent EIA Annual Energy Outlook (“AEO”) for 2010 and the 

forecasted growth in natural gas reserves to 2035.  The most recent AEO forecasts that natural 

gas reserves will continue to increase at an annual average rate of 0.7 percent.  In short, natural 

gas availability, unlike the period when Rider VBA was being considered by the Commission, is 

not a problem affecting the price of the commodity.  Today, it is widely believed that the U.S. 

easily has over 100 years of natural gas supplies available.  GCI Exhibit 4.12 shows the 

worldwide expectation of shale gas reserves around the world.  This development is a dramatic 

one that changes the entire dynamics and thinking about natural gas pricing and usage.  Rather 

than focusing on restricting natural gas use, newly proposed policies are increasingly looking at 

expanding the growth of this relatively lower-cost and environmentally-friendly energy 

resource.
22

   Id. at 16-17. 

 In short, the significant drop in the price of natural gas, as well as the increased 

availability of the commodity raises a number of questions about the merits of moving forward 

with revenue decoupling.  If gas commodity cost percentages of customer bills are decreasing 
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 The New Alternative Transportation to Give Americans Solutions (NAT GAS) Act of 2011 (H.R. 1380) 

encourages more domestic production and usage of natural gas by way of extended tax credits.  See 

http://www.govtrack.us/congress/bill.xpd?bill=h112-1380. 
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relative to the delivery service cost, the ability for customers to attain positive net savings from 

their efficiency efforts becomes increasingly more challenged with continued revenue 

decoupling.  As noted by Dr. Dismukes, any commodity charges savings would likely be offset 

to some degree by decoupling surcharges.  This outcome is something that has rightfully 

concerned other regulators in past decoupling reviews, even when natural gas prices were at their 

record highs.  The Arizona Corporation Commission, in both its 2004 and 2007 Southwest Gas 

rate cases, rejected a revenue decoupling proposal because of its concern that “…decoupling 

proposals could provide a disincentive to customers to undertake conservation efforts, because 

they would be required to pay for gas they did not use.”
23

 Likewise, the Tennessee Regulatory 

Authority, in rejecting Piedmont Natural Gas Company‟s decoupling proposal, found no 

evidence that decoupling was the only method under which the Company could reach its energy 

efficiency goals.  Director Hill of the TRA specifically noted: 

 …the decoupling plan presented by Piedmont may have the opposite effect.  A 

customer‟s incentive to conserve is getting a lower bill in the mail.  Under Piedmont‟s 

proposed rate structure, a consumer‟s usage may decrease … but that consumer‟s bill 

may look the same as it did the month before and the month before that or nearly so. 

The decoupling plan promoted by Piedmont may be an incentive for the utility to 

conserve since it will continue earning at a specific return on equity, but the consumers 

will have no such incentive.
24

 

 

 Dr. Dismukes‟ point is that while energy efficiency is a critical tool in ratepayers‟ ability 

to control their energy usage and minimize their energy bills, it is a simple fact that the continued 
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GCI Ex. 4.0 at 17-18, citing In the Matter of the Application of Southwest Gas Corporation for the Establishment 

of Just and Reasonable Rates and Charges Designed to Realize a Reasonable Rate of Return on the Fair Value of its 

Properties throughout Arizona,  Arizona Corporation Commission, Docket No. G-01551A-07-0504; Decision No. 

70665. December 24, 2008; and In the Matter of the Application of Southwest Gas Corporation for Establishment of 

Just and Reasonable Rates and Charges Designed to Realize a Reasonable Rate of Return on the Fair Value of the 

Properties of Southwest Gas Corporation Devoted to its Operations throughout the State of Arizona, Arizona 

Corporation Commission, Docket No. G-01551A-04-0876; Decision No. 68487. February 23, 2006. 
24

 Before the Tennessee Regulatory Authority, Transcript of Authority Conference.  Tennessee Regulatory 

Authority, Monday, January 25, 2010. 
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opportunities for cost-effective energy efficiency will be driven by market forces.  As natural gas 

prices fall (or remain stable and low), so too will the opportunities for natural gas energy 

efficiency and the lost base revenues associated with these utility-sponsored efficiency efforts.  

In addition, lower and more stable natural gas prices will push the delivery service share of a 

ratepayer‟s bill higher, because gas prices are lower, challenging the opportunity for overall 

savings if revenue decoupling is continued, particularly in its current form. Thus, the alleged 

need for revenue decoupling in a low natural gas cost environment is considerably reduced, if not 

eliminated.   Id. at 18. 

2. Revenue Decoupling Is Illegal Under Illinois Law 

 The Surrebuttal testimony of NS-PGL witness Grace reveals the inherent legal flaw in the 

Companies‟ proposed Rider VBA.  At page 20, she states:  

 

Adjustments under Rider VBA recover or refund the distribution revenue requirements 

approved for the Utilities in rate cases by the Commission. Revenue requirements 

represent the costs incurred by the Utilities to serve its customers. These costs are no 

different than gas costs, which at one time were included in the revenue requirements 

with any over- or under-recovery of such costs being refunded or recovered through 

monthly adjustments. 

 

NS-PGL Ex. 45.0 at 20.  The Companies are wrong, and distort the purpose of riders.  The 

notion that the Companies are entitled, through rider surcharges, to receive a certain level of 

revenues established in the last rate case is not analogous to the recovery of specific gas costs 

that are recovered in a Purchased Gas Adjustment (“PGA”) rider.    

A revenue requirement established in a rate case represents the Commission‟s best 

estimate of revenues that a utility needs to both recover its costs and earn a reasonable profit 

level.  While rates are set based on that specific revenue requirement, monopoly regulation in no 

way assumes that utility expenses and revenues will remain static or that the utility shall be 
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guaranteed a certain level of revenues.  The opposite is true:  expenses, revenues and the cost of 

capital are inherently dynamic and ever-changing.  NS-PGL witness Schott agreed that is the 

case.  Tr. at 51.  The regulatory bargain established through rate of return regulation in Illinois is 

that regulators, when a utility seeks a rate increase, will allow prudently incurred and reasonable 

expenses to be recovered in rates based on a test year level of expenses and revenues that serves 

as a snapshot in time of the utility‟s revenue needs, including a reasonable return on the utility‟s 

rate base.  When rates are set using a designated revenue requirement based on the adjusted test 

year expense and revenue levels, utilities are given the opportunity, not a guarantee, of earning a 

designated profit level.   

 With this regulatory precept in mind, it is important to note that when North Shore and 

Peoples talk about their “cost of service”, and that Rider VBA is needed to ensure cost recovery, 

that phrase includes their proposed profit level.  NS-PGL witness Schott made this clear during 

cross-examination: 

Q. Finally, Mr. Schott, when you reference in responses to questions that I‟ve asked 

you this morning and in your testimony, when you talk about (the) Company‟s ability to recover 

its cost of service (a)ffecting its rate proposals, when you say “The ability of the Company to 

recover its cost of service,” you‟re including in there, are you not, the Company‟s proposed 

overall rate of return on rate base with the Company‟s proposed return on equity? 

 

A. Yes, I am. 

 

Tr. at 99.  Thus, when the Companies assert repeatedly that they need Rider VBA in order to 

recover their costs, that assertion includes the belief that they are entitled to be guaranteed a 

specific profit level until rates are reset in a future rate case.  Rider VBA is referred to as 

decoupling because the utility‟s earnings between test years are no longer “coupled” to changes 

in sales volumes.   All business risks arising from changes in sales volumes are shifted from the 

utility to its customers under decoupling through the automatic rate adjustment mechanism that 



54 

 

ensures the utility will fully recover its revenue requirement. But riders are a mechanism to be 

used to recover specific kinds of expenses – not a designated level of revenues.   

The Illinois Appellate Court made this clear in the recently issued ComEd decision.    In 

Commonwealth Edison Co. v. Illinois Commerce Comm’n, (“ComEd”), 937 N.E.2d 685 (2d Dist. 

2010), the Court held that because riders always permit direct recovery of a single cost, rather 

than incorporating that cost into the aggregate calculation of the revenue requirement, they 

always pose, at the very least, a “danger of single-issue ratemaking.”  City of Chicago II, 281 Ill. 

App. 3d at 628; see also ComEd, 937 N.E.2d at 708 (“Because a rider is a method of single-issue 

ratemaking, by nature, it is not allowed absent a showing of exceptional circumstances.”).  Every 

Illinois court to review a non-statutory Commission-approved rider has judged it against the 

limits established by the rule against single-issue ratemaking.  In ComEd, the court 

comprehensively reviewed all of the Illinois judicial decisions involving riders, and identified the 

general principles that bind these cases into a uniform legal standard.  The Court concluded that 

exceptional circumstances necessary to justify a rider arise only when the proposed rider is 

designed to “recover a particular cost if (1) the cost is imposed upon the utility by an external 

circumstance over which the utility has no control and (2) the cost does not affect the utility‟s 

revenue requirement.” Id. at 687 (emphasis added).   The Court further held: 

In other words, a rider is appropriate only if the utility cannot influence the cost 

(Citizens Utility Board, 166 Ill.2d at 138 [„a rider mechanism is effective and appropriate 

for cost recovery when a utility is faced with unexpected, volatile, or fluctuating 

expenses‟) and the expense is a pass-through item that does not change other expenses or 

increase income (Citizens Utility Board, 166 Ill.2d at 138 (a valid rider has no ‘direct 

impact on the utility’s rate of return‟). 

 

Id. at 687 (emphasis added). 

In its review of Illinois law, the Court reconciled and distinguished past cases affirming 

Commission approval of riders that involved the recovery of expenses related to the purchase of 
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natural gas, federally-mandated environmental remediation costs and a municipality‟s franchise 

fee.  The Court concluded: 

In each instance, the expense was an externality imposed on the utility, and the expense 

was passed directly on to the consumer without affecting the utility‟s return on 

investment. 

 

Id. at 688.  Rider VBA, as proposed by the Companies, constitutes illegal single-issue 

ratemaking.  First, recovery of per customer revenues is not recovery of a pass-through 

“expense.”  Second, the sole purpose of a decoupling rider is to increase income (when revenues 

are down) and directly impact the utility‟s rate of return.  

Rider VBA is illegal because revenue decoupling has the effect of adjusting utility rates 

based solely upon changes in residential and Rate class 2, sales volumes, without regard to other 

changes in the utility‟s rate base, operating expenses or the cost of capital.  Decoupling assumes, 

inappropriately, that the utility‟s financial health is dependent on ensuring that an established 

revenue level is maintained between rate cases.  This unjustified premise for a revenue 

decoupling mechanism ignores the fact that utility expenses, rate base, and cost of capital are 

dynamic and ever-changing.  For example, Rider VBA fails to properly account for (1) changes 

in usage and sales to customer classes not decoupled; (2) changes in operating expenses, such as 

labor force reductions and operating efficiencies gained through new technology; (3) changes in 

the rate base; and (4) changes in the cost of capital – all elements that affect a utility‟s revenue 

requirement.  This is why decoupling is reasonably characterized as single-issue ratemaking; it 

changes future customer rates to account for changes in only a single element of the revenue 

requirement formula – forecasted revenues for the Residential and General Service customer 

classes, while ignoring all other changes.   
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The People of the State of Illinois, along with the City of Chicago and the Citizens Utility 

Board, appealed the Commission‟s approval of Rider VBA in the February 5, 2008 Order.  That 

appeal is pending in the Second District Appellate Court.  The case, which had been fully briefed 

and argued before the First District Appellate Court more than a year ago, was transferred to the 

Second District by the First District in an opinion that concluded that the Second District (not the 

First District), had original jurisdiction over the appeal based on the order of filing of the various 

Petitions for Review.  Peoples Gas Light & Coke Company v. Illinois Commerce Comm’n, 

People v. Ill. Commerce Comm'n, 2-10-0029.  It is unknown when a decision will be issued by 

the Court.  The Court has been advised of the September 30, 2010 ComEd ruling, which was 

issued after oral argument before the First District.   

It is clear that the Companies‟ proposed Rider VBA fails to meet the test for permissible 

riders spelled out by the Appellate Court, as noted above.  Under ComEd and the cases cited in 

the Second District opinion that came before ComEd, the decoupling tariff would not pass legal 

muster. The Commission should not gamble on another reversal by continuing Rider VBA in 

either a pilot or permanent basis.  The plug should be pulled on Rider VBA.   

3. The Fact that Rider VBA, To Date, Has Resulted in Net Refunds to 

Customers, Does Not Mean Rider VBA Should Be Continued. 

 

 The Companies highlight the fact the Rider VBA has produced net refunds for the Rate 1 

and 2 Classes as evidence that decoupling has worked as intended and as support for their 

request to make the decoupling mechanism permanent.  NS Ex. 12.0 at 50; PGL Ex. 12.0 at 53.  

While revenue decoupling holds out the opportunity for rate decreases, this opportunity comes at 

a cost.  Revenue decoupling puts ratepayers in the position in which they have traded delivery 

service rate certainty for rate uncertainty.  Moreover, all of the risk that revenues fall below the 
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Companies‟ Rider VBA forecast, based on a revenue requirement established in the most recent 

rate case, fall on ratepayers. GCI Ex. 4.0 at 19. 

 As Dr. Dismukes, noted, it is important to understand that a very different alternative 

scenario could have occurred had the Chicago winters of the last two years not been so cold.  But 

for the cold winter, the Companies‟ ratepayers would likely have paid surcharges during one of 

the most severe economic recessions in this nation‟s history.  At the same time, the Companies‟ 

ratepayers had in place a very limited set of energy efficiency programs that they may have been 

able to use to offset normal weather-related surcharges.  So, the Companies would have likely 

gotten the benefit of being made whole for recession-induced decreases in revenues (under 

normal weather conditions and the fact that new customer numbers net revenues were retained 

by the Companies under the VBA calculation), and ratepayers would have gotten surcharges.  

This is clearly not in the spirit of the “balancing” considerations included in the Commission‟s 

original Order approving Rider VBA as a pilot, and is one of the primary reasons why the 

Commission should reject its continuation. 

 When Rider VBA was first proposed, the Companies made it quite clear that this was a 

mechanism designed to address per customer revenue loss.  See 2008 Rate Order at 150-151. The 

Companies argued that average use per customer was falling, in part, on the fact that the weather 

was getting warmer, due to climate change, and proposed altering the then-existing Commission 

practice of predicting heating degree days (“HDDs”) for purposes of forecasting test year 

revenues from using a 30-year average to a 10-year average.  The Companies‟ noted: 

…given the clear downward trend in HDD, a forecast based on a 30-year HDD average 

will tend to overstate expected HDD. A 10-year HDD average has less of a tendency to 

overstate HDD since it focuses on a more recent period, thus partly reflecting the 

historical downward trend in HDD. A forecast based on the 10-year average reflects the 

historical trend, without forecasting that the trend will continue. Based on these 
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observations and the RMSE test results, I conclude that a 10-year HDD average, 6,044 

HDD, provides an appropriate forecast of normal weather.
25

 

The Companies are not requesting the Rider to ensure that Rider VBA somehow prevents 

ratepayers from paying too much for their service, or that Rider VBA prevents the Companies‟ 

from receiving too much for providing service, as NS-PGL witness Schott suggests.  PGL Ex. 

1.0 at 16.  The applicable portion of the utility‟s “margin”, as defined in the rider, is a false 

metric precisely because utility costs and revenues are dynamic and ever-changing.  Locking in 

revenue streams through Rider VBA and its annual true-up is a gamble the Companies are 

willing to risk, given their forecast of declines in per customer revenue streams and the number 

of customers, and warmer weather.  Tr. at 51.  The Company admits that the addition of new 

customers results in net revenue gains.  Tr. at 51.  If that is the case, the opposite is true:  Should 

the Companies lose customers, the results are net revenue losses, and very likely Rider VBA 

surcharges.  Given the Companies‟ forecasted reduction in customers, it is not surprising that 

they have agreed to adopt Ms. Ebrey‟s recommendation to incorporate overall changes in annual 

revenues, as opposed to the current examination of simply per customer revenues, in the 

calculation of Rider VBA adjustments.   See Staff Ex. 3.0 at 37-39. 

 Rate of return regulation is about regulating (and preventing) excess profits not revenues.  

So, the fact that revenues collected in any given year are above those in the test year does not 

necessarily mean that ratepayers are paying “too much” for utility service provided that the 

regulated utility in question is providing safe, reliable, and economic service, and not earning 

more than its allowed rate of return.  Likewise, when Rate 1 and 2 revenue streams dip below the 

                                                 
25

 Brian Marozas, Direct Testimony, NS BMM-1.0 at 7; PGL BMM-1.0 at 7.  



59 

 

forecasted amount built into the revenue requirement established in this case, that does not mean 

ratepayers are paying “too little” for natural gas delivery service.  

4. Test Year Revenue Forecasting and the Public Utilities Act Already 

Provide the Tools for Needed Utility Rate Adjustments. 

 

 The mechanics of Rider VBA are complicated.  It currently works as follows:  Each year, 

the Companies file a forecast of expected monthly revenues for both the residential and S.C. No. 

2 customer classes, based on the Commission-approved revenue requirement in its last rate case.  

The expected revenue per customer is set by the allowed (test year) revenue requirement, divided 

by the total number of test year customers.  This allowed revenue per customer is then compared 

to actual revenue per customer (actual revenues collected per the actual number of customers in 

the same reconciliation period) to determine a per customer revenue deficiency or surplus.  This 

per customer difference is then multiplied by the rate case number of customers each month to 

arrive at a total revenue deficiency or surplus for that month.  This total revenue deficiency or 

surplus is then divided by reconciliation period sales to develop a per therm surcharge or credit 

that is then applied to customer bills two months after the reconciled month.  In other words, 

ratepayers see in June Rider VBA surcharges or credits that resulted from their class‟s usage in 

April.  See NS Ex. 12.1 at 40-45; PGL Ex. 12.1 at 41-46 (attached to Grace testimony). 

In the instant docket, NS-PGL witness Grace proposes that the monthly true-ups of per 

customer revenues by customer class for Rates 1 and 2 be determined on an annual rather than a 

monthly basis as they are today.  NS Ex. 12.0 at 48.  However, ratepayers would still see 

surcharges or credits each month because “[t]he annual adjustments would be filed with the 

Commission each March and billed over a nine-month period beginning April 1.”  NS Ex. 12.0 

at 51.  An annual reconciliation adjustment for any under or over-recoveries arising from the 

prior year would be added to the annual adjustment, resulting in an annual reconciliation filing.  
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Id.  The Companies‟ revenue decoupling mechanism is based upon actual, non-normalized 

revenues that, by definition, include a true up for weather-related differences in usage.  Thus, 

Rider VBA assesses a charge (or credit) on ratepayers‟ bills if the prior month‟s weather was 

warmer (or colder) than normal, holding other factors influencing natural gas demand constant.  

Here, “normal” weather is defined as the 12-year average of the observed heating degree days 

(“HDDs”) used to normalize the test year allowed revenue per customer.
26

  

 In response to Staff witness Theresa Ebrey‟s recommendation
27

, the Companies agreed to 

incorporate total revenues gained or lost, including impacts from changes in customer numbers, 

in the Rider VBA calculation – not just per customer revenue figures, assuming ICC adoption of 

the Companies‟ rate design proposals.  NS-PGL Ex. 28.0 at 21.   As noted earlier, this 

accommodation is understandable, given the Companies‟ forecast of declining customer numbers 

and Mr. Schott‟s admission that customer gains result in net revenue growth.   Tr. at 51.  The 

Staff-recommended change to the Rider VBA tariff is akin to attempting to make a silk purse out 

of a sow‟s ear.  It does nothing to alter the single-issue ratemaking problems described above, 

nor lessen the risk ratepayers assume when they are subject to surcharges when customer 

numbers drop and relative Rates 1 and 2 usage decline.   

 On the other hand, Section 9-201, as well as Section 9-202(b), of the Act permit utilities 

to file with the Commission any time they believe rate relief is needed.  220 ILCS 5/9-201, 9-

202(b).  Section 9-202 permits interim rate relief when more immediate relief is needed than can 

be provided under the 11-month time-frame of Section 9-201.  The Companies regularly take 

                                                 

26
 A heating degree day (“HDD”) is a measure that relates temperature to energy demand.  One HDD is defined as 

the difference in average daily temperatures to a reference temperature of 65 degrees.  If the average temperature is 

equal to or greater 65 degrees, there are no HDDs for that day.  If the average temperature is lower than 65 degrees, 

then each degree lower is counted as an HDD.  See National Oceanic and Atmospheric Administration, National 

Weather Service, Internet website:  http://nws.noaa.gov/glossary/. 
27

 Staff Ex. 3.0 at 37-39. 



61 

 

advantage of these opportunities for rate relief, as evidenced by their 2007, 2009 and the instant 

2011 filings.  Clearly, Rider VBA has introduced no rate stability into the regulatory process by 

extending the time period between rate cases.  The Companies appear to have embarked on 

regular, biennial rate filings in accordance with corporate wishes.  As noted earlier above, the 

Companies, quite simply, have failed to prove a legitimate need for Rider VBA. 

 One more point should be made about the need for Rider VBA as compared to traditional 

ratemaking.  As confirmed by NS-PGL witness Grace, the Companies‟ rate design, and its filed 

rates, incorporates the demand forecasts supplied by Mr. Kuse.  Tr. at 867-868.  In addition, the 

Companies‟ forecast of revenues relies on Mr. Kuse‟s forecast.  Tr. at 343.  Mr. Kuse testified 

that when the Companies are forecasting demand, they take into account variables that might 

affect customer usage, including weather, price of gas, estimated energy efficiency investments 

by customers and socioeconomic trends.  Tr. at 343.  There simply is no need to further adjust 

rates going forward, between rate cases, for the Companies to recover its costs.  

*  *  *  *  

 For all of the reasons cited above, the Companies request to continue and permanently 

implement Rider VBA should be denied.  

 

C. Rider ICR 

1. Accumulated Deferred Income Taxes 

 In the 2009 NS-PGL rate case, the Commission approved Rider ICR, which permits PGL to 

earn a return on and depreciation expense related to the Company‟s investment in its accelerated main 

replacement program investments over and above a designated threshold investment of $45.28 million, 
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as modified annually by an inflationary index.  Docket No. 09-0166, 09-0167, Order on Rehearing at 

9.  

 In his Direct testimony, GCI witness Effron testified that the formula for the Net QIP (the 

base to which the pre-tax rate of return is applied to calculate the return requirement component of 

the ICR) should be modified so that the accumulated deferred income taxes related to the 

qualifying plant expenditures are offset against the plant balance, as is the accumulated 

depreciation.  With the bonus depreciation in effect for 2011 and 2012 and with the tax deductions 

related to the repair allowance and the overhead capitalization (discussed later in this brief), the 

qualifying plant additions will provide PGL with substantial tax deductions (in addition to the 

normal tax deductions for accelerated depreciation) that reduce the investor supplied funds 

necessary to finance the accelerated main replacement program.  Failure to offset the QIP with the 

deferred taxes related to these tax deductions would allow PGL to earn a return on a non-existent 

investment and result in a significant windfall to shareholders.  GCI Ex. 2.0 at 7.   

 As noted in the plant in service section above, under Section 9-211 of the Public Utilities 

Act, only utility plant that is used and useful shall be incorporated into customer rates.  220 ILCS 

5/9-211.  Section 9-211 of the Act provides that a utility‟s rate base may include “only the value of 

such investment which is both prudently incurred and used and useful in providing service to 

public utility customers.”  220 ILCS 5/9-211 (emphasis added).   The Commission has recognized 

the need to recognize ADIT in its calculation of plant in service.  See Docket No. 10-0467, Order 

at 25-26.  There is no evidentiary basis to treat Rider ICR plant balances differently. 

 PGL witness Grace objected to this modification of the Rider ICR formula, arguing that 

Rider ICR was modeled on Commission rules applicable to water and sewer utilities and that 

accumulated deferred income taxes are not part of those rules. NS-PGL Ex. 28.0 at 41.  This 
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rebuttal rings hollow.  While Rider ICR was modeled on Commission rules applicable to water 

and sewer, it is not identical to those rules. Certainly, there was nothing in the Commission‟s 09-

0166/09-0167 Order that requires identical treatment of the Rider QIP balances for water and 

sewer and Rider ICR main replacement figures.  Mr. Effron noted further that if the ADIT 

generated by the plant additions are not offset against the plant included in the calculation of the 

return component of Rider ICR, PGL will earn a return on an investment that it does not actually 

have.  Such a windfall would be inappropriate and inconsistent with the intent of Rider ICR.  

GCI Ex. 7.0 at 6. 

 NS-PGL witness John Stabile testified that if the ADIT are included in Rider ICR, then any 

concomitant increases in NOL carry-forwards must be taken into account, as is the case in the 

determination of the Company‟s test year rate base.  NS-PGL Ex. 26.0 at 23.  Mr. Effron agrees that 

any ADIT offset should be limited to the amount that reflects actual reductions to current income taxes 

payable.  Id.  NS-PGL witness Stabile argued further that there is a risk of violation of normalization 

rules, with associated consequences that lead him to not recommend Mr. Effron‟s adjustment.   

 Mr. Effron responded that he agreed that there should be no overlap of deferred taxes used in 

the rate case and in Rider ICR, as Mr. Stabile states. To the extent that Rider ICR incorporates 

forecasts of future plant additions, the proration requirements cited by Mr. Stabile would also arguably 

be applicable.  However, the reconciliation of the actual QIP to the forecasted QIP is based on actual 

plant and actual accumulated depreciation.  To comply with the consistency requirements, the balance 

of ADIT in the annual reconciliation should also be the actual balance of applicable ADIT, with no 

proration. 

 While Mr. Stabile references consequences associated with a risk of violating normalization 

rules, Mr. Effron rejected those assertions out of hand.  He noted that if the ADIT are calculated 
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appropriately, there is no more risk of violation of the normalization rules from recognition of ADIT 

in the computation of Rider ICR than there is from deducting ADIT from plant in service in the 

context of a base rate case.  ADIT are recognized in the determination of base rates, and they should 

be recognized in the computation of Rider ICR. 

 Mr. Stabile also proposes that, as a “safeguard,” no adjustment for ADIT can be made in the 

context of any reconciliation proceeding that Peoples Gas in its sole opinion believes would be a 

violation of the normalization requirements until such time as Peoples Gas can secure a binding 

private letter ruling that indicates the adjustment would not be a violation.  NS-PGL Ex. 26.0 at 26.   

 This also is a strawman argument that should be rejected.  The “safeguard” advocated by Mr. 

Stabile would effectively give Peoples Gas veto power over the ADIT offset for an indefinite period of 

time, based on any hypothetical normalization violation that could be concocted, no matter how 

contrived, remote, or unlikely.  This condition would be tantamount to enabling Peoples Gas to reject 

an appropriate ADIT offset to the QIP on any whim or flimsy pretext that it could imagine. GCI Ex. 

7.0 at 7.   

 Staff witness Kahle takes issue with the Effron-proposed modification to Rider ICR, arguing 

that the change would “overly complicate the annual reconciliation of the rider.”  Staff Ex. 10.0 at 22.  

One of the perceived complications Mr. Kahle recites is the filing of a rate case before the conclusion 

of a Rider ICR reconciliation proceeding.  Id. at 22-23.  He asserts that calculations for a 2014 test year 

would need to incorporate the amount of ADIT related to its baseline level of cast iron and ductile iron 

main replacement not subject to cost recovery under Rider ICR.  That amount, he said, would be 

affected by potential issues and disallowances still under investigation in a hypothetical 2013 Rider 

ICR reconciliation proceeding.  Id.   
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 But cross-examination revealed the holes in Mr. Kahle‟s logic.  All of these potential 

complications also apply to the annual reconciliation of plant additions that occur in a Rider ICR 

reconciliation, a fact Mr. Kahle acknowledged.  Tr. 259.  In other words, whenever a rate case is filed, 

there will be complications associated with reconciliations of plant investment in a Rider ICR 

reconciliation proceeding and the filing of  test year plant additions.  Recognizing the appropriate level 

of ADIT in the Rider ICR calculation is a necessary step to ensure shareholders don‟t receive a 

windfall on Rider ICR investment.   

 For all of the reasons stated above, the Commission should adopt Mr. Effron‟s 

recommendation to offset the Rider ICR QIP balances with the deferred taxes related to these tax 

deductions. Failure to adopt this recommendation would allow PGL to earn a return on a non-existent 

investment and result in a significant windfall to shareholders. 

IX. COST OF SERVICE 

A. Overview 

B. Embedded Cost of Service Study 

1. Uncontested Issues 

a. Sufficiency of ECOSS for Rate Design 

2. Contested Issues 

a. Classification of Uncollectible Accounts Expenses Account No. 

904 

b. Classification of A&G Related to O&M 

c. Classification of Fixed Costs 

X. Rate design 

A. Overview 

B. General Rate Design 

1. Allocation of Rate Increase 
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2. Uniform Numbering of Service Classifications 

C. Service Classification Rate Design 

1. Uncontested Issues 

a. North Shore Service Classification No. 2  

b. North Shore Service Classification No. 3 

c. Peoples Gas Use of Equal Percentage of Embedded Cost 

Method (“EPECM”) 

d. Peoples Gas Service Classification No. 2 

e. Peoples Gas Service Classification No. 4 

f. Peoples Gas Service Classification No. 8 

2. Contested Issues – North Shore and Peoples Gas 

a. Service Classification No. 1 (Residential Service) 

As noted in the Introduction of this Brief, the Companies propose to increase the fixed, 

monthly residential charge, otherwise known as the customer charge, by an astounding 45% for 

Peoples Gas customers and 39% for North Shore customers.   Peoples‟ customer charge would 

increase under the Company‟s proposal to $28.21 (compared to the current level of $19.50 per 

month).  For North Shore customers, the Company proposes to increase the customer charge 

from the current $17.80 to $24.75.  These company proposals are rooted in a rate design 

methodology that improperly identifies essentially all of their costs as being “fixed” in nature 

and thwarts principles of cost causation.   

The Companies also propose per-therm distribution rates that are significantly less than 

the per-therm demand costs incurred to serve residential customers. These proposals, as even the 

Companies acknowledge, will significantly and disproportionately impact PGL‟s and North 

Shore‟s low-usage customers by hitting lowest users with the biggest percentage increase and the 

highest users with rate decreases.  In addition, under the Companies‟ approach, all users will be 
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less able to control the size of their monthly bill by using less energy if the fixed portion 

increases as the companies propose.  Neither the Companies‟ own cost studies nor public policy 

embracing conservation and energy efficiency as statutory goals support these proposals.  

Instead, the Commission should adopt the rate design of GCI witness Scott Rubin, which allows 

the utilities to recover their costs while more equitably distributing rate increase impacts based 

on cost causation.  

(i) The Companies’ Residential Rate Design Proposals Are 

Inconsistent With the Companies’ Own Cost Studies. 

 

As explained by GCI witness Rubin, Illinois‟ system of establishing utility rates is based 

on a fundamental notion that rates should be “just and reasonable” and that rates should not 

improperly discriminate among customers; that is, that people should not be asked to pay 

different rates for the same service.  In order to determine whether rates are just, reasonable, and 

not improperly discriminatory, the Commission relies on information about the cost to serve 

different types of customers.  If the rates are not more than the value of service to the customer, 

then it has some assurance that the rates are reasonable (that is, the customer is not being asked 

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

providing service, then the Commission has some assurance that the rates are just or fair (that is, 

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

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

service, then the Commission has confidence that the rates are not improperly discriminatory.  

GCI Ex. 3.0 at 21. 

In this case, the Companies each prepared an ECOSS that identifies a significant cost-

driver for residential customers: demand-related costs.  PGL/NS rate design witness Valerie 
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Grace testified that basic principles of utility rate design require that utility rates to particular 

customer classes be based on the cost of serving those classes.  Tr. at 852.  Fellow utility witness 

Joylyn Hoffman Malueg also testified, “The costs that customers become responsible to pay 

should be those costs that the particular customers caused the utility to incur because of the 

characteristics of the customers‟ usage of utility service.”  PGL Ex. 13.0 at 7.   

While Ms. Grace also testified that she based her rate design on the embedded cost of 

service study (“ECOSS”)  prepared by PGL/NS witness Hoffman Malueg, (Tr. at  853), the 

evidence suggests that the proposed rate design fails to follow basic cost causation principles and 

the very categorization of costs enumerated in Ms. Hoffman Malueg‟s cost studies.  These 

discrepancies are highlighted in Ms. Grace‟s claim that virtually 100% of the Companies‟ 

residential delivery service costs are “fixed”, “i.e.  they do not vary with the volume of gas 

delivered to customers.”  PGL Ex. 12.0 at 11.  The Companies‟ ECOSS, however, does not break 

costs down into “fixed” costs and “variable” costs.  Instead, the study divides the functionalized 

plant and expenses into three broad categories, based on how they are incurred:  1) customer-

related, (2) demand (or capacity) related and (3) commodity-related costs.  Tr. at 855; PGL Ex. 

13.0 at 8.  Here is how  NS-PGL witness Hoffman  Malueg defined these three cost categories: 

Customer related costs are incurred to extend service to and attach  a customer to the 

distribution system, meter any gas usage, and maintain the customer‟s account.  Customer related 

costs are found to vary with the number and density of customers, regardless of the customers‟ 

gas consumption …Examples of costs classified to the customer classification include 

distribution services, meters, regulators, and customer billing and accounting expenses. 

 

Demand related costs are incurred to service the peak demand of the system.  Examples 

of costs classified to the demand classification include transmission and distribution mains, and 

localized distribution facilities designed to meet customer maximum peak day demand. 

 

Commodity related costs are those costs that vary with the throughput sold to, or 

transported for, customers.  However, when, as is the case with Peoples Gas, a gas utility‟s cost 

of gas is not recovered through its base rates, very little, if any, of its remaining delivery service 

cost structure is commodity related. 
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NS-PGL Ex. 13.0 at 8 (emphasis added).   As noted above, the Companies‟ own cost of service 

testimony acknowledges the existence of costs that vary by customer usage.   Ms. Hoffman 

Malueg  notes, “Costs that are classified to the demand cost element are typically allocated to the 

rate classes using an allocation factor based upon the rate classes‟ demand imposed upon the 

system during specific peak days.”  Id. at 9.  Thus, demand related costs are those that vary with 

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

the sizing of distribution mains, storage facilities, and other types of distribution facilities.  Id.  at 

24.  

The Companies‟ own ECOSS establishes that demand-related costs account for 30% of 

Peoples‟ and 31% of North Shore‟s total cost of serving residential customers ($123 million out 

of $409 million for PGL, $19 million out of $63 million for NS).  PGL Ex. 13.7, p. 1; NS Ex. 

13.7 p. 1.  But the Companies have proposed rates that do not recover these residential demand 

costs from the customers who cause them to be incurred (those customers who use more gas).  

Instead, the Companies would require low-use residential customers to provide substantial 

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

demand cost that they impose on the system.   

Clearly, the Companies ECOSS have identified their cost of service into categories that 

include costs that vary with customer usage:  Demand  related and, to a much  lesser extent, 

commodity related costs.  However, they are not proposing to set rates to fairly recover demand  

related cost from the customers who cause it.   Instead, they propose to recover most of their 

demand-related costs on an equal amount per-customer basis through the customer charge.  As 
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noted by GCI witness Scott Rubin
28

, the result is residential  rate proposals that are highly 

discriminatory against low-use residential customers, requiring those customers to pay 

substantially more than the cost that is incurred to serve them.   GCI Ex. 3.0 at 3.  The 

Companies‟ blanket categorization of all costs as fixed – despite the presence of demand and 

commodity related costs identified in the ECOSS – is the foundation for the Companies‟ 

inequitable rate design proposals.    

 After analyzing the Companies‟ ECOSS, as well as their propose rate design, Mr. Rubin 

identified several examples of costs that the Companies improperly categorize as “fixed”.  For 

example, the Companies assume that all of their administrative and general (“A&G”) costs are 

fixed.  While it may be true that the Companies do not incur incremental A&G expenses if a 

customer uses an additional therm of gas, that does not mean that the costs are fixed.  On the 

contrary, the Companies are able to adjust staffing and other expenses – particularly at the 

administrative level – in response to changes in revenues, customer usage patterns, the economy, 

and other factors.  Assuming that such costs are “fixed” would imply that the Companies have no 

ability to adjust those costs to improve efficiency or respond to other factors.  Id. at 5. 

 In fact, as pointed out by Mr. Rubin, both Peoples and North Shore have reduced the 

amount of A&G operations and maintenance expense (“O&M”) from the levels they proposed in 

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

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

                                                 
28

 GCI witness Scott Rubin is a regulatory analyst and attorney, specializing in rate design and cost of service 

analysis, since 1983.  Mr. Rubin has testified as an expert before utility commissions or courts in the District of 

Columbia and in the states of Arizona, California, Connecticut, Delaware, Kentucky, Illinois, Maine, Maryland, 

New Hampshire, New Jersey, New York, Ohio, Pennsylvania and West Virginia.  He also has testified as an expert 

witness before two committees of the U.S. House of Representatives and on e committee of the Pennsylvania House 

of Representatives.   Mr. Rubin has published numerous articles, contributed to books and delivered numerous 

presentations, on both the national and state level, related to regulatory issues.   He also periodically participates as a 

faculty member in utility-related educational programs for the Institute of Public Utilities at Michigan State 

University, among other organizations.  See GCI Ex. 3.0 at 1-2.   
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$20,389,852 in the 2009 case to $17,689,000 in this case.
 29

  If these costs were truly “fixed,” it is 

difficult to explain how the Companies could reduce them by a combined $7 million in just two 

years.  Id. 

Under the Companies‟ view that all costs are fixed, it would cost about the same to serve 

large and small users.  Of course, that is definitely not the case.   The Companies‟ own data show 

that they incur substantial costs related to the peak demand that each residential customer places 

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

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

costs.  In addition, the Companies‟ data show that some residential customers require 

substantially more expensive meters and regulators than the typical residential customer.  In 

other words, the Companies incur millions of dollars in costs each year that are directly related 

to the demands residential customers place on the systems.  These costs should be recovered 

from customers in proportion to the amount of natural gas that they use, particularly when that 

gas is used during the winter.  Id. at 6.  Heating customers place dramatically larger demands on 

the system than do non-heating customers.  Further, larger heating customers place greater 

demands on the system than smaller heating customers.  Compare, for example, the demand for 

natural gas from a small apartment to the demand from a large single-family home that may be 

heating thousands of square feet.  GCI Ex. 3.0 at 22-23. 

GCI witness Rubin identified explicit evidence in the Companies‟ ECOSS -- as prepared 

by the Companies – that show residential demand-related costs.  For Peoples, residential (SC 1) 

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

                                                 
29

 GCI Ex. 3.0 at 5.  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.  Mr. 

Rubin  attached the relevant pages from the 2009 filing as AG/CUB/City Ex. 3.1 (Peoples) and 3.2 (North Shore). 
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38, col. C.  If that cost were recovered from residential customers in proportion to their annual 

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

be 18.07¢ per therm.
30

  If the demand-related cost were collected based on residential 

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

customer‟s contribution to peak demand), then the demand cost per winter therm would be 

21.87¢ per therm.
31

  Peoples, however, is proposing a second block distribution charge of 10.974 

cents per therm, while it incurs demand-related costs of 21.87 cents per therm of gas to a 

customer in the winter.  

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

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

in proportion to their annual consumption, the demand cost per therm would be 10.57¢ per 

therm.
32

  If the demand-related cost were collected based on residential consumption during the 

winter months only, then the demand cost per winter therm would be 13.02¢ per therm.
33

 North 

Shore, however, is proposing a second block distribution charge of 5.120 cents per therm, while 

it incurs demand-related costs of 13.02 cents per therm of gas to a customer in the winter.  GCI 

Ex. 3.0 at 18. 

As discussed further below, the Companies residential rate design proposals – which run 

counter to their own cost data – also contradict accepted principles of rate design and equity.   

                                                 
30

 GCI Ex. 3.0 at 6.  (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.) 

 
31

 GCI Ex. 3.0 at 6.  (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.) 

 
32

 GCI Ex. 3.0 at 7.  (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.) 

 
33

 GCI Ex. 3.0 at 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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(ii) The Companies’ Rate Design Proposals Improperly 

Focus on Short Run Costs. 

 

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

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

Companies‟ costs are “fixed.”  GCI witness Rubin testified that labeling costs in such a manner 

is contrary to well-established cost of service principles.  The standard economic definition of a 

“fixed” cost is one “whose quantity cannot be changed during the period under consideration.”
34

  

The relevant period for determining whether a utility cost is fixed or variable should be the long 

run.  GCI Ex. 3.0 at 7-8. 

 GCI witness Rubin testified that there is no support among reputable public utility 

economists or among public utility commissions for setting utility rates based on short-run 

marginal costs.  This notion was floated by a few economists during the 1940s and 1950s and 

quickly was discredited by those who understood the public utility industry.  The essential flaw 

in pricing utility distribution service based on short-run marginal cost is that the industry exhibits 

economies of scale (as one would expect from a natural monopoly).  This means that the 

marginal cost declines as more of the product is supplied (at least up to some point).  This is 

apparent in the price of nearly every component of the distribution system:  for example, it does 

not cost twice as much to install a two-inch pipe as it does to install a one-inch pipe.  In an 

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

the supply curve), setting prices equal to short-run marginal cost results in the firm being unable 

to recover its costs.  In an industry providing an essential public service like natural gas 
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 GCI Ex. 3.0 at 4, citing Edwin Mansfield, Microeconomics: Theory and Application (New York, 2
nd

 Ed., 1975), p. 

121. 
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distribution, this is simply untenable, as it would force the utility to go out of business, or at least 

to stop replacing and maintaining its facilities.  Id. at 7-8. 

 In the first edition of Professor Bonbright‟s seminal work, Principles of Public Utility 

Rates, published in 1961, the renown economist devotes an entire chapter to the theory of 

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

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

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

horizon and function of a public utility and the proper setting of utility rates.  First, he explains 

that pricing based on short-run costs would violate consumers‟ expectations (one of his 

fundamental principles: rate continuity).  Specifically, he writes: 

By and large, the major influence exercised on consumer demand for utility 

services by any current rates of charge for these services is an influence based on 

the expectation that these rates indicate, at least in a general way, the rates that 

will remain in effect over a considerable period of time.  For it is the anticipated, 

fairly long-run costs of service which a potential consumer wisely takes into 

account when he faces a decision … whether to equip his home with an electric 

range or with electric space heating; or whether to locate his aluminum plant on 

the St. Lawrence River rather than in the state of Washington.  Once having 

become dependent on the services required for the operation of expensive 

complementary equipment, the consumer‟s responsiveness to temporary changes 

in rates of charge will probably be very limited.  In short, the price elasticity of 

demand for utility services can be expected to be much greater in the fairly long 

run than in the very short period of time.  But if utility rates were to be made as 

volatile as would be required by the mandate of conformity to short-run marginal 

costs, they would deprive consumers of those expectations of “reasonable 

continuity” of rates and of rate relationships on which they must rely in order to 

make rational advance preparations for the use of service.
35

 

GCI Ex. 3.0 at 9.   

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

(because of the economies of scale) would require some type of payment to the utility to recover 
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 James C. Bonbright, Principles of Public Utility Rates (New York, NY 1961), pp. 396-397 (emphasis added). 
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the remainder of its revenue requirement.  Some economists suggested that a tax payment should 

be made while others suggested that a large fixed charge could be imposed by the utility.  

Professor Bonbright explained that such a charge or tax would be unfair to those who did not 

consume the product or who consumed relatively little of it.  But that is precisely what the 

Companies propose with their inflated customer charges for all residential customers, regardless 

of usage.  That unfairness is not just a social welfare concern, but a fundamental economic 

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

use it does not increase overall economic welfare; rather, it transfers the “consumer surplus” 

(that is, the benefits of a service in excess of the costs paid for the service) from one group of 

customers (the low users) to another group (the large users).
36

  Other seminal economic treatises 

echo these Bonbright principles.  See GCI Ex. 3.0 at 10-11.   

In short, economists considered and rejected the Companies‟ type of pricing proposal 

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

wealth (or consumer surplus) from one group of customers to another.  There is no discernible 

increase in overall societal welfare and no improvement in the efficiency of use of the utility‟s 

service.  In fact, such a pricing proposal could lead consumers and utilities to make decisions that 

are not in their long-run best interests.  That is, indeed, a critical flaw in such a utility rate 

structure, since gas distribution service by its very nature is a long-run service.   Id.at 11.   

(iii) The Companies’ Rate Design Proposal Fails to Reflect 

the Wide Usage Diversity of the Residential Class. 

 

The Companies‟ proposal to recover demand-related costs on an equal amount per 

customer basis, i.e. through the customer charge, fails to acknowledge and reflect the tremendous 
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diversity within the residential classes, which ranges from customers who do not use natural gas 

for space heating (and thus place very low demands on the system) to those who use hundreds, or 

even thousands, of therms during the winter for space heating.  For example, Peoples shows that 

its non-heating residential customers, on average, use a total of 96 therms per year.  PGL 

response to DR CLH 1.04, attached to Rubin Direct as AG/CUB/City Ex. 3.4.  In contrast, most 

residential heating customers use more than that amount of gas in one month during the winter.   

In the 2009 rate case, Peoples provided data showing that a typical residential customer 

had peak winter monthly consumption of more than 190 therms – or more than twice as much as 

the annual consumption for a non-heating customer.
37

  See GCI Ex. 3.0 at 19.  Similarly, 

North Shore shows that its non-heating residential customers, on average, use a total of 154 

therms per year.  NS response to DR CLH 1.04, attached to Rubin Direct as AG/CUB/City Ex. 

3.6.  In contrast, most residential heating customers use more than that amount of gas in one 

month during the winter.  In the 2009 rate case, North Shore provided data showing that a typical 

residential customer had peak winter monthly consumption of more than 390 therms – or more 

than twice as much as the annual consumption for a non-heating customer.
38

  NS-PGL witness 

Grace agreed during cross-examination that a residential customer who uses natural gas for space 

heating would have a higher peak demand than a residential customer who does not use natural 

gas for space heating.  Tr. at 856-857.  She also acknowledged that PGL‟s and North Shore‟s 

non-heating (cooking only) customers us less than one-tenth of the amount of gas as a typical 

heating customer.  Tr. at 858-859. 

                                                 
37

 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 AG/CUB/City Ex. 3.5. 

 
38

 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 AG/CUB/City Ex. 3.7. 

 



77 

 

 Mr. Rubin also detailed how the Companies incur greater costs to serve larger residential 

customers.  For example, PGL shows that while the typical residential meter has an original cost 

of $99, some residential customers have meters that cost $1,000 or more.  GCI Ex. 3.0 at 20, 

citing PGL WPE 6.4b.  Similarly, while many Peoples residential customers do not require 

regulators, some residential customers have regulators that cost hundreds or even thousands of 

dollars.  Id. citing PGL WPE 6.4c.  Further, Peoples explained that residential customers in 

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

have their own regulator.  PGL response to DR AG 2.08, attached to Rubin Direct as 

AG/CUB/City Ex. 3.8. 

 In other words, the substantial evidence in the record shows there can be a considerable 

difference in the cost to serve a residential customer depending on the customer‟s consumption 

requirements and whether the customer is in a multi-family building or single-family building.  

The Companies‟ proposed rates, however, do not recognize this distinction.  In fact, the 

Companies‟ proposed rates are moving in exactly the opposite direction:  moving toward 

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

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

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

that utility rates should bear a reasonable relationship to the cost of serving a customer. 

(iv) The PGL-NS Proposed Rate Design Unreasonably 

Punishes Low-Users of Natural Gas and Results in Rate 

Decreases to the Companies’ Highest Residential Users. 

 

The Companies‟ rate design proposal to assign demand-related costs to the fixed 

customer  charge is contrary to established notions of cost causation and the long-run analysis 
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and function of a public utility.  The Companies have identified the cost, but are not proposing to 

set rates to fairly recover that cost from the customers who cause it.  The result is rates that 

punish the Companies‟ lowest users and subsidize, in some instances, with rate decreases for¸ 

the Companies‟ highest users.   

As shown on GCI Ex. 3.9 (labeled as AG/CUB/City Ex. 3.9), attached to Mr. Rubin‟s 

direct testimony, the Companies‟ rate design proposal results in a 45% increase in the customer 

charge for bundled sales residential customers and a 48% increase for PGL‟s transportation 

(Choices for You) residential customers.  For North Shore‟s bundled and transportation 

residential customers, the increases are 39% and 40% respectively.  See GCI Ex. 3.10.   Non-

heating (“cooking gas only”) customers make up 1.3% of North Shore‟s and 15.1% of PGL‟s 

residential customer base.  These customers only account for 0.2% of North Shore‟s and 1.5% of 

PGL‟s total residential gas usage.  NS-PGL Response to ALJ data request 1.02, 1.03. Clearly, 

these customers put minimal demands on the system and certainly do not contribute to the 

customer maximum peak demand that are recognized in demand costs in the ECOSS.  Yet, they 

are being assigned the costs that accrue from maximum peak day demand, and are being asked to 

shoulder a significantly larger share of any rate increase granted in this docket than their high 

usage residential counterparts. 

During cross examination of NS-PGL witness Grace, it came to light that the bill impacts 

within the residential class also varied significantly, depending on a customer‟s usage.  For 

example, customers whose usage falls within the 0 to 10 therms range would see a 40% increase 

in their overall bill under the Companies‟ proposed  rate design, while customers with usage 

between 100 and 1000 therms would see increases of only 8% to 4%.   See City Cross Ex. 1; Tr. 

at 836.  Customers who use 10 therms in a month could expect a 27% increase.  Id.  While NS-
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PGL witness Grace argued that “96% of bills are for 320 therms or less” (Tr.at 837), she 

confirmed that customers who use 250 therms experience only a 6% increase, as compared with 

the 27% and 40% figures for the lowest usage customers.  Id. 

For North Shore customers, similar inequities permeate the Companies‟ rate design 

proposals.  Customers whose usage falls within the 0 to 10 therms range would see a 38% 

increase in their bill under the Companies‟ proposed  rate design, while customers with usage 

between 100 and 1000 therms would see increases of 3% to negative  1%.   See City Cross Ex. 2; 

Tr. at 840.  In other words, the highest residential users would see rate decreases under the 

Companies‟ proposal despite their significant contribution to peak demand.  Ms. Grace  

confirmed that customers who use 250 therms would see no increase.  Id. 

Given the ECOSS‟ definition of demand costs – i.e. costs incurred to meet customer peak 

demand on the distribution system – assigning these costs to the fixed customer charge on an 

equal amount per customer basis is contrary to cost causation principles and clearly inequitable, 

as evidenced by the rate impact data contained in City Cross Exhibits 1 and 2.  As discussed 

below, the rate impacts that result from the Companies‟ proposed rate design are clearly 

discriminatory as well.  

(v) The PGL-NS Proposed Residential Rate Design Is 

Unreasonably Discriminatory. 

 

Section 9-241 of the Act prohibits the establishment of rates and charges that “make or 

grant any preference or advantage to any corporation or person to any prejudice or 

disadvantage.”  220 ILCS 5/9-241.  The statute further reads:  

No public utility shall establish or maintain any unreasonable difference as to rates or 

other charges, service, facilities or in any other respect, either as between localities or as 

between classes of service. 
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220 ILCS 5/9-241.  As noted above, the Companies‟ own ECOSS establishes that demand-

related costs account for 30% of Peoples‟ and 31% of North Shore‟s total cost of serving 

residential customers ($123 million out of $409 million for PGL, $19 million out of $63 million 

for NS).  PGL Ex. 13.7, p. 1; NS Ex. 13.7, p. 1.  The Companies‟ proposed  rates, however, do 

not recover these residential demand costs from the customers who cause them to be incurred, 

i.e. those customers who use more gas and require larger facilities. The PGL/NS proposed 

residential rate design requires low-use residential customers to provide substantial subsidies to 

high-use residential customers, charging higher use customers only about 1/3 the demand cost 

that they impose on the system.  GCI Ex. 3.0 at 22.   The Companies have identified the cost but 

are not proposing to set rates to fairly recover that cost from the customers who cause it.  GCI 

witness Rubin labeled the PGL-NS residential proposal “highly discriminatory against low-use 

residential customers, requiring those customers to pay substantially more than the cost that is 

incurred to serve them.”   Id.  

In City of Chicago v. Illinois Commerce Comm’n, 281 Ill.App.3d 617 (First Dist. 1996), 

the First District Appellate Court held that the test to be applied in determining whether rate 

discrimination has resulted is whether the differential treatment is reasonable and not arbitrary. 

That question is one of fact to be based solely on the evidence presented.  City of Chicago, 281 

Ill.App.3d at 623-624. 

In the instant case, the Companies have identified no reasonable basis for such 

discrimination against low-use residential customers.  As noted above, the Companies‟ rationale 

for this inequitable rate structure is rooted in their stubborn adherence to the notion that all of its 

delivery service costs, including demand-related costs, are fixed.  But the ECOSS categories 
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identified and the way the Companies size and outfit mains, meters and other parts of its delivery 

service system demonstrate otherwise.  In addition, there is no evidence that Mr. Rubin‟s 

proposed rate design would not permit them to recover the revenue requirement established in 

this case.  Instead, the Companies merely point to the Commission‟s rulings in an Ameren rate 

case and Northern Illinois Gas Company rate case, which authorized the recovery of 80% of 

delivery service costs through the fixed customer charge, as reason why their proposal to 

continue the steady climb toward a straight fixed variable rate structure should be adopted.   

The Commission should reject that invitation.  Illinois courts have held that “decisions of 

the Commission are not res judicata.”  Commonwealth Edison Company v. Illinois Commerce 

Comm’n, 405 Ill.App.3d 389, 937 N.E.2d 685 (Second Dist. 2010), Rehearing Denied, Nov. 16, 

2010.   The concept of public regulation requires that the Commission have power to deal freely 

with each situation that comes before it, regardless of how it may have dealt with a similar or 

even the same situation in a previous proceeding.  ComEd at 682 citing Mississippi River Fuel 

Corp. v. Illinois Commerce Comm’n, 1 Ill.2d 509 (1953).  A record containing new evidence or 

argument that implicates a past decision compels reconsideration on the new record and may 

require a different result.  Id.  The evidence in this record of the unexplained  and 

unsubstantiated cross-subsidization of the Companies‟ highest residential users of gas by their 

lowest users of gas constitutes unreasonable discrimination.  This evidence supports a finding 

that the Companies‟ residential rate design is unreasonably discriminatory. 

(vi) The Commission Should Adopt Mr. Rubin’s Proposed 

Rate Design, Which Permits the Companies to Recover 

their Costs Without Punishing Low-Usage Customers 

and Subsidizing High-Usage Customers. 
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Unlike the Companies‟ proposed  rate design, which assigns nearly all demand costs to 

the fixed customer charge (in addition to fixed customer costs), Mr. Rubin‟s proposed rate design 

recovers the demand-related costs through volume-based charges, which is fully consistent with 

cost causation.  By doing so, it ensures that rates send an appropriate price signal to those 

customers who effectively cause facilities to be enlarged to meet their greater demand for gas.  If 

rates are not set in this manner, then customers would have the mistaken belief that their 

increased use of gas has no effect on the costs of the distribution network.  That is absolutely 

false.  GCI Ex. 8.0 at 9. 

The GCI-proposed rate design enables the Companies to recover their costs.  Demand-

related costs, including storage costs, are recovered in proportion to gas consumption.  Mr. 

Rubin‟s rate design accomplishes this by setting rates based on the amount of gas customers use 

during the year.  Under the Companies‟ current rate structure, this is accomplished by having a 

second-block per therm charge (for gas in excess of 50 therms per month) that is at least equal to 

the demand cost per winter therm.  GCI Ex. 3.0 at 24.  When customers increase their demand 

for gas, it leads the Companies to install larger pipes, valves, regulators, and other facilities.  

Indeed, each time a facility must be replaced, the Companies must consider the likely demands 

to be placed on the facility in the future.  If rates do not send that price signal to customers – that 

increased demand leads to increased costs – then an essential economic signal that customers 

should reduce demand (and thereby control the cost of facilities) is lost.  The GCI-proposed SC 1 

rate design recognizes this fact; the Companies‟ rate design ignores it.  GCI Ex. 8.0 at 9-10. 

 Administrative and General (A&G) costs are recovered through the first consumption 

block, which is unlikely to vary significantly based on weather conditions.  All other costs are 

recovered through the customer charge which, again, will not vary with weather conditions.  
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Thus, the GCI rate design is consistent with the Companies‟ own cost studies and their apparent 

goal of ensuring a relatively stable stream of revenues to the utilities.  GCI Ex. 8.0 at 10. 

 The stability of revenues under GCI‟s proposal was demonstrated by Mr. Rubin.   GCI 

Exhibit 8.4 provides a calculation of the actual fixed cost recovery that the Companies‟ rate 

design accomplishes.   It shows a calculation that removes storage-related costs.
39

  As shown on 

that exhibit, Peoples Gas actually is proposing to recover 67% of its total base rate cost of 

serving SC 1 customers through the customer charge, while North Shore actually is proposing to 

recover 71% of its total base rate cost of serving SC 1 customers through its customer charge.  

GCI Ex. 8.0 at 8. 

 Moreover, even this calculation understates the level of the revenue certainty achieved 

under the Companies‟ proposal.  In particular, it must be recognized that revenues recovered 

through the first consumption block (the first 50 therms per month) are extremely constant:  the 

Companies exhibit very little change in consumption in this first block.  GCI Exhibit 8.0 at 7-9. 

 Specifically, starting with the Companies‟ proposed revenue requirement, Mr. Rubin 

calculated the percentage of SC 1 base rate revenues that would be recovered through the 

customer charge and block 1 charge under his proposed rate design. GCI Exhibit 8.6, shows the 

calculation of the percentage of SC 1 revenues recovered through the customer charge and first 

block charge under present rates, the Companies‟ proposed rates, and the Rubin-proposed rates.  

The exhibit shows that the GCI proposed rate design would still recover in excess of 80% of the 

total SC 1 revenue requirements for both Companies through the customer charge and first block 

charge, as is the case under present rates.  Most importantly, GCI‟s rate design proposal recovers 
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 Initially, PGL/NS witness Grace challenged the accuracy of Mr. Rubin‟s calculation as it relates to the treatment 

of storage costs.  On cross-examination, however, Ms. Grace acknowledged that her criticism was incorrect and that 

Mr. Rubin properly showed the revenues to be collected under the storage rider (Rider SSC) were $31 million for 

PGL and $1.5 million for North Shore.  Tr. 860-867. 
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these revenues in a manner that is much fairer to low-use residential customers than the 

Companies‟ proposal.  Id.  The evidence in the record supports their adoption by the 

Commission. 

 Finally, if the Commission establishes a lower revenue requirement for each company 

than requested by PGL and North Shore, Mr. Rubin recommended that the customer charges he 

developed, which are set at the present customer charge levels, should remain the same.  See GCI 

Ex. 8.2, p. 2 of 2 (PGL); GCI Ex. 8.3, p. 2 of 2 (NS).  Any reduction in the revenue requirement 

should be reflected by proportionately scaling back the block 1 and block 2 charges he 

recommends.  GCI Ex. 3.0 at 26-27.   

 

(vii) The Rubin-Proposed Rates Correct the Companies’ 

Misallocation of Uncollectibles Costs to the Customer 

Charge. 

 

In addition to inequitably recovering demand-related costs through the fixed, customer 

charge, the Companies‟ residential rate design includes two other mistakes that require 

correction.  First, the Companies treat residential uncollectible expense as being solely related 

to the number of customers, and include these costs in the customer charge.  Second, they 

mistakenly include storage costs as part of the “fixed” cost to be recovered through base rates, 

even though the Companies are proposing Rider SSC to recover those costs outside of base 

rates on a per-therm basis. 

Including uncollectible costs in the residential customer charge is an unreasonable way to 

treat uncollectible expense for several reasons.  First, as noted by GCI witness Rubin, the 

Companies‟ themselves acknowledge in another part of their case that this is not a proper way 
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to allocate or recover uncollectibles.  Specifically, the Companies have proposed Rider UEA-

GC that would recover uncollectibles related to gas costs for bundled sales customers on a per-

therm basis.  This is an appropriate way to allocate and recover such costs, but the Companies‟ 

ECOSS does not use this approach.  Importantly, gas-cost uncollectibles account for more than 

50% of residential uncollectibles for each company.  GCI Ex. 3.0 at 12. 

Second, policy makers have determined that while uncollectible expense is not “caused” 

by paying customers, the expense nevertheless needs to be recovered in a fair manner from 

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

(because no paying customer causes the Companies to incur costs for unpaid bills), but based on 

our notions of fairness.  As Mr. Rubin testified, however, it is not fair to require each residential 

customer to pay the same amount toward recovery of the costs of non-paying customers.  Doing 

so has the effect of requiring the smallest customers, such as a non-heating customer using just 

a few therms per month, to pay a much larger percentage of his or her bill toward non-paying 

customers than would be paid by a higher-use customer.  GCI Ex. 3.0 at 12-13. 

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

based on either equivalent percentages or abilities to pay.  For instance, “uniform tax” policies 

require that each person pays the same percentage rate of tax on his or her income.  Similarly 

property taxes, sales taxes, and most other forms of taxation are based on uniform (or other 

measures of fair) percentage rates; not on precisely equivalent dollar amounts.  Id. at 13. 

 In contrast, the Companies‟ proposal to include uncollectibles as part of the customer 

charge would recover the costs in equal amounts from each customer, regardless of the size of 

the bill.  Allocating and collecting uncollectible expense on a per-customer basis with such a 
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diverse customer base is unreasonable.  Such expenses should be collected from residential 

customers as a percentage of the total distribution bill.  Id. at 13-14. 

 Just as the Companies are proposing to recover uncollectibles related to the cost of gas 

through a per-therm charge, GCI recommends that a portion of SC 1 base-rate uncollectibles also 

be recovered on a per-therm basis.  There is tremendous diversity within the SC 1 class, as noted 

above, and it is unfair to small customers to have to pay the same dollar amount for 

uncollectibles as very large SC 1 customers pay.  Instead, such costs should be shared among all 

SC 1 customers in proportion to the base rate portion of their bills, just as the Companies are 

proposing to share gas-cost-related uncollectibles in proportion to the gas-cost portion of SC 1 

customers‟ bills. 

  *  *  *  *  *   

 As noted above, the GCI-proposed residential rate design would retain the existing 

customer charge and still permit recovery of the Companies‟ costs.  Unlike the Companies‟ 

proposal, which establishes inequitable and discriminatory rates that punish low-users of natural 

gas while subsidizing the highest users, the GCI proposal recovers costs in a manner that is much 

fairer to low-use residential customers and is more consistent with the Companies‟ own cost 

study and cost causation principles that are the foundation of utility rate design.  The GCI-

proposed rate design should be adopted by the Commission.  

 

D. Tariffs – Other Non-Transportation Tariff Issues 

1. Uncontested Issues - North Shore and Peoples Gas 

a. Terms and Conditions of Service  

b. Service Activation Charges 
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c. Service Reconnection Charges 

d. Rider 2 

e. Rider 9 

E. Bill Impacts  

XI. Transportation Issues 

A. Overview 

B. Uncontested Issues 

1. Allowable Bank (AB) Calculation 

2. Rider CFY 

3. Rider AGG (except Aggregation Charge) 

4. Rider SBO  

C. Administrative Charges 

D. Large Volume Transportation Program 

1. Administrative Charges 

2. Transportation Storage – Issues 

3. Associated Rider Modifications 

a. Rider SBS/SST 

b. Rider FST 

c. Rider P 

d. Rider SSC 

e. Transition Riders 

E. Small Volume Transportation Program (Choices for You
SM

 or “CFY”) 

1. Aggregation Charge 

2. Purchase of Receivables (withdrawn) 
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XII. CONCLUSION  

For the foregoing reasons, the People request that the Commission enter an order 

establishing just and reasonable rates for the North Shore Gas Company and Peoples Gas Light 

& Coke Company incorporating the adjustments proposed herein, and employing the rate design 

discussed above. 

Respectfully submitted, 

The People of the State of Illinois 

by LISA MADIGAN, Attorney General 
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