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STATE OF ILLINOIS 

ILLINOIS COMMERCE COMMISSION 
 
NORTH SHORE GAS COMPANY  ) 
       ) Docket 11-0280 
Proposed general increase in natural gas rates. )  
(tariffs filed February 15, 2011)   ) and 
       ) 
THE PEOPLES GAS LIGHT AND COKE  ) Docket 11-0281 
COMPANY      ) Consol. 
       )  
Proposed general increase in natural gas rates. )  
 (tariffs filed February 15, 2011)   ) 
 
 

DRAFT PROPOSED ORDER OF THE CITIZENS UTILITY BOARD 
AND THE CITY OF CHICAGO  

 
Pursuant to the direction of the Administrative Law Judges and the Rules of Practice of 

the Illinois Commerce Commission, the Citizens Utility Board (“CUB”) and City of Chicago 
(“City”), collectively “CUB-City”, hereby submits their Position Statement in the above-
captioned matter. 

 
IV. RATE BASE 

C. Contested Issues 
  1. Plant 
   a. Forecasted Test Year Capital Additions 

(ii) Capital Additions Related to Accelerated Main 
Replacement - PGL 

 
CUB-City recommended an adjustment to reflect the Utilities’ forecasted plant additions 

related to the accelerated main replacement program (“AMRP”).  GCI Ex. 2.0 at 6.  GCI witness 
Mr. Effron stated that actual spending through at least the end of June 2011 was significantly 
lower than originally budgeted.  GCI Ex. 7.0 at 3.  Initially, the Company claimed this was due 
to a delay in the commencement of the AMRP from January to March.  GCI Ex. 2.0 at 5.  
However, Mr. Effron found that the Company’s May and June updates reflected that actual 
spending continued to lag significantly behind budgeted amounts.  Id. at 5; GCI Ex. 7.0 at 2.  
CUB-City averred that, given the Company’s performance in 2011, it is also reasonable to reflect 
a similar reduction to the forecasted additions for 2012.  Id. at 3.  Mr. Effron testified that these 
are conservative adjustments, based only on the Company’s under-spending for the first six 
months of 2011, assuming that the actual plant additions for the second half of each year will be 
on budget even though that has not been the case previously.  Id. at 3.   
  

CUB-City acknowledged PGL’s claims that their under-spending is actually attributable 
to an erroneous, flat-line budget which did not reflect the bell-curve of the Company’s actual 
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anticipated spending.  NS-PGL Ex. 42.0 at 4.  CUB-City pointed out that the Company never 
provided any correction to this “erroneous” budget.  Sep. 2, 2011 tr. at 791.  CUB-City 
responded to Mr. Hayes’s testimony regarding the bell shape curve about which supposedly 
reflects peak expenditures in the middle months of the year, which are peak construction months.  
CUB-City found that testimony, as well as statements that the Company suffered from a 
“learning curve” early in 2011, unpersuasive, as May and June updates continued to lag so far 
behind budget.   
  

CUB-City argued that the Company has encountered obstacles in gaining City approval 
for AMRP work.  CUB-City noted that on cross-examination, Mr. Hayes admitted that although 
Peoples asserts that it has tried to coordinate its AMRP work with the City of Chicago (Sep. 2, 
2011 tr. at 793), the City has expressed concerns about its ability to process the numerous permit 
requests that Peoples Gas must submit to do work in the City’s rights of way.  Id. at 794-795.  
CUB-City also noted Mr. Hayes’s also admission that there are problems with work that Peoples 
Gas proposes to do on streets that the City has recently resurfaced.  Id. at 795.  Mr. Hayes 
testified that the City has informed Peoples Gas should avoid doing work in streets that “have 
been recently repaved, resurfaced, or rebuilt.”  Id.  Such streets are subject to a five-year 
moratorium.  Id. at 795-796.  CUB-City pointed to Mr. Hayes’s statement that there is overlap 
between some of the AMRP work that Peoples Gas plans to do and streets that are subject to the 
City’s moratorium on work being conducted in streets that have recently undergone 
improvements.  Id. at 796.   
  

CUB-City argued that the Company has failed to make investments consistent with its 
budgeted amounts, and it is not likely that it will do so now.  Nor has the Company updated its 
budget.  In addition, CUB-City noted, the Company has encountered several obstacles in its 
efforts to secure the requisite permits to do the work it claims it will do in Chicago during 2011 
and 2012.  For these reasons, CUB-City urge the Commission to find that spending will continue 
below forecasted levels and to adjust the Company’s plant accordingly.  If it happens that the 
Company does spend more than the Commission allows on AMRP, CUB-City state the revenue 
requirement effect of the incremental plant can be recovered through PGL Rider ICR.  GCI Ex. 
2.0 at 6:120-23.  Given the uncertainty of the level of future expenditures on the AMRP at this 
time, CUB-City recommend that the Commission should reduce the Company’s forecast of 
future plant additions by $37,324,000, with any increment to be recovered through the rider.  Id. 
at 6:130-33.   
   

6. Accumulated Deferred Income Taxes— 
   a. 50/50 Sharing Related to Tax Accounting Method Changes 

1. Repairs 
 
CUB-City recommended that the Commission adopt GCI Witness Morgan’s adjustment 

to the Companies’ Accumulated Deferred Income Taxes (“ADIT”) to account for 100% an 
impending tax accounting change, which would reduce rate base by $464,000 for NS and 
$5,224,000 for PGL.  CUB-City stated that the Companies are proposing to only include 50% of 
the change in rates, although they have already recorded this accounting change.  CUB-City 
noted the Companies’ statement that they recorded this accounting change because “it is 
becoming more common in the utility industry to do so.”  NS-PGL Ex. 10.0 at 7.  CUB-City 
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expressed concern that the Companies plan to continue capitalizing those costs for regulatory 
and financial reporting purposes; therefore, the taxes paid by the Companies in a given tax year 
will be less than the total tax expense reported for regulatory and financial purposes.  Aug. 29, 
2011 tr. at 157 

 
CUB-City explained that the United States Department of Treasury proposed changes, in 

2006, that affect Section 1.263(a)-0 through Section 1.263 (a)-3(h)(2) of Treasury Regulations 
relating to the capitalization of certain repairs and replacements of plant property.  GCI Ex. 1.0 at 
12.  Essentially, the proposed regulations change the “unit of property” concept in such a way as 
to make it possible to expense certain costs for tax purposes that would have to be capitalized 
under current regulations.  Id.  CUB-City stated that this difference allows deduction the entirety 
of certain costs in determining taxes for the year in which the cost was incurred (rather than 
capitalizing those costs and deducting them in increments).  Thus, the proposed change in tax 
regulations changes the timing of the deductibility of the cost, rather than creating new tax 
deductions.  Id.  As a result, the total tax expense would not change.  Id.  However, the amount 
of taxes that are payable for that year would change because of the current deductibility of costs 
that were previously capitalized.  Id.   

 
CUB-City noted that while the initial proposed regulations were withdrawn, new 

regulations were proposed and the industries affected by the change were able to participate in an 
Industry Issue Resolution (“IIR”) program, which provided guidance and ultimately prompted 
the Utilities to make this tax accounting method change (as well as recognizing an accumulated 
deferred income tax liability).  NS-PGL Ex. 10.0 at 8.  However, CUB-City stated that rather 
than recognize the full liability in their determination of rate base, the Companies have proposed 
to include only 50 percent of that amount.  NS-PGL Ex. 7.0 at 14. 

 
CUB-City averred that the Internal Revenue Service requires that tax returns be reported 

on a consistent basis.  When there is a change in accounting methods, such as the proposed 
change in tax regulations, the IRS requires a calculation of taxes as if the new method of 
accounting had always been used, to determine the accumulated effect of the change on the 
Company adopting the change.  GCI Ex. 1.0 at 12.  GCI witness Mr. Morgan explained that the 
result of that calculation of the accumulated effect of the tax accounting change may require a 
“catch up” adjustment, which is recorded as a deferred tax liability that decreases rate base and 
yields savings to ratepayers.  Id.  CUB-City averred that this change in tax accounting does not 
require prior approval from the IRS, because it was implemented under procedures that result in 
“deemed consent” (though it will be subject to modification upon examination by the IRS).  NS-
PGL Ex. 10.0 at 8.   

 
Mr. Morgan responded to the Companies’ concerns that an IRS audit might reveal that 

their deduction was incorrect and therefore they were mitigating that risk by sharing it with rate 
payers. He stated that this is not a sufficient basis on which the Commission should rely to deny 
rate payers the full benefit of this tax accounting change.  First, Mr. Morgan explained, each tax 
expense recorded by the Companies is subject to some exposure to tax audit.  GCI Ex. 1.0 at 13.  
Mr. Morgan testified that he has not seen a utility propose to include only a portion of its tax 
expense in the cost of service because of the risk that an audit would uncover a utility calculation 
error.  Id.  Second, any such calculation is a part of prudent business management and would 
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therefore be a management responsibility.  Id. at 14.  Third, there is no rational basis for 
allocating a portion of this risk to ratepayers, since they have no ability to affect the election of 
accounting options or to alter the Companies’ calculations.  Id. 

 
CUB-City contended the risk does not appear to be as significant as the Companies 

suggest.  CUB-City pointed to several examples which support their contention, including:  (1) 
the Companies acknowledge that this tax accounting change has become more common in the 
utility industry (NS-PGL Ex. 10.0 at 7; Aug. 29, 2011 tr. at 160), (2)  Mr. Stabile’s 
acknowledgment that several other utilities have already made this change in tax accounting 
(Aug. 29, 2011 tr. at 160), and (3)  The utilities’ outside advisor and financial auditor, who 
worked with the utilities on the tax accounting change and helped them prepare it, had no 
reservations regarding how the utilities recorded the tax accounting change.  Id.  at 161.  Further, 
Mr. Morgan pointed out that the Companies have access to the best practices of the industry and 
accounting guidance from industry groups regarding this tax accounting change.  GCI Ex. 1.0 at 
14.  Mr. Morgan concluded that, given that the Company is not on the forefront on this issue, its 
risk of errors is diminished.  Id.  CUB-City averred that prudent management, including utilizing 
the resources of such trade organizations, will allow the Companies to minimize risks.  Id.  
Conversely, reducing the amount returned to ratepayers does not minimize those risks.  Id.  
Instead, it withholds the benefit that is due to the ratepayers.   

 
CUB-City reasoned that the Companies’ risk with regard to its adoption of this tax 

change are diminished because the change is gathering popularity amongst utilities and 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.  GCI Ex. 6.0 at 4.  Therefore, according 
to CUB-City, excluding 50 percent of the ADIT from rate base provides shareholders a windfall 
because the taxes creating the ADIT were not paid by the shareholders, but instead paid by 
ratepayers.  Id. at 5.  The costs to shareholders do not change whether or not the Company 
prevails on the adoption of the tax accounting change, which means that shareholders retaining 
50 percent of the ADIT does not share any risk in CUB-City’s opinion.  Because ratepayers pay 
for the underlying tax burden, CUB-City argued that rate payers should retain 100% of the 
benefit of the tax accounting change adopted by the Companies, and 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.    

 
2.  Overhead 

  
CUB-City averred that Companies’ forecasted financial statements do not reflect the full 

impact of a tax accounting method change related to overhead capitalization for tax purposes, 
although there is no significant risk that the Internal Revenue Service will disallow those income 
tax deductions related to the tax accounting method change.  GCI Ex. 2.0 at 11, GCI Ex. 7.0 at 9.  
Initially, Mr. Effron explained that the IRS consent for the accounting change was not received 
until December 2010, which was too late to incorporate into the forecast of financial statements 
used in these cases.  GCI Ex. 2.0 at 11.  However, the Companies did reflect 50% of the change.  
Id. at 11.  CUB-City took the position that the Companies’ proposal to “share” 50% of the risk 
associated with implementing these changes is purely arbitrary.  GCI Ex. 7.0 at 9-10.  The 
Companies did not establish that there was any real relationship between this 50% factor and any 
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actual risk of disallowance of the deductions according to CUB-City.  Id. at 9.  CUB-City stated 
that the Companies did not explain how the risk of disallowance of this change is greater than the 
risk associated with any other tax deduction.  Id. at 9.  The ADIT balances represent actual cash 
benefits of the increased tax deductions related to the Overhead Change already taken by the 
Companies.  Id. at 9.  Therefore, CUB-City recommend that the full amounts of ADIT generated 
by these tax deductions should be deducted from the Companies rate bases.  Id. at 10. 

 
b. Derivative Adjustments from Contested Adjustments 

  
CUB-City contended that to the extent that the revenue requirement effect of incremental 

plant not included in the Company’s rate base at this time can be recovered through Rider ICR, 
the formula for calculating the ICR charge should be modified.  GCI Ex. 2.0 at 7.  CUB-City 
averred PGL will receive substantial tax deductions in 2011 and 2012 which will reduce the 
investor-supplied funds necessary to finance the AMRP; therefore, QIP must therefore be offset 
with the ADIT related to these deductions or else PGL will earn a return on a non-existent 
investment and shareholders will receive a significant windfall.  Id. at 7.  CUB-City is not 
persuaded by the Company’s claims that Rider ICR was modeled on Commission rules 
applicable to water and sewer utilities and that ADIT are not a part of those rules, because while 
ICR may be similar to the water and sewer rules, it is not identical to them.  GCI Ex. 7.0 at 6.  
CUB-City argued 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 it does not actually have.  Id. at 6.   
  

NS-PGL witness Mr. Stabile argued that if ADIT are included in Rider ICR, other actions 
must be taken to avoid violation of the normalization rules.  NS-PGL Ex. 26.0 at 23.  Mr. Effron 
agreed that any ADIT offset should be limited to the amount that reflects actual reductions to 
current income taxes payable. GCI Ex. 7.0 at 6.  He also agreed that to the extent that Rider ICR 
incorporates forecasts of future plant additions, the proration requirements cited by Mr. Stabile in 
NS-PGL Ex. 26.0 could be applicable, and that there should be no overlap of deferred taxes used 
in the rate case and in Rider ICR.  Id. at 6.  However, to comply with the consistency 
requirements, Mr. Effron testified that the balance of ADIT in the annual reconciliation of Rider 
ICR should be the actual balance of applicable ADIT, with no proration.  Id. at 6.  Mr. Effron 
explained that if ADIT are calculated appropriately, the risk of violating the normalization rules 
discussed by Mr. Stabile is no greater than the risk from deducting ADIT from plant in service in 
the context of a base rate case.  Id. at 7.  CUB-City noted that the Commission regularly 
recognizes ADIT in determining base rates, and recommended that it should do the same in the 
computation of Rider ICR.  Id. at 7.  
  

CUB-City rejected Mr. Stabile’s proposition that, as a “safeguard” PGL should be given 
sole discretion in whether an ADIT adjustment can be made in the context of a reconciliation 
proceeding until PGL can secure a binding private letter indicating the adjustment would not be a 
violation.  NS-PGL Ex. 26.0 at 26.  CUB-City argued that this would be tantamount to giving 
PGL indefinite veto power over the ADIT offset that could result in the offset never being 
properly calculated.  GCI Ex. 7.0 at 7.  Mr. Effron demonstrated that the “risks” Mr. Stabile 
purports to describe are negligent, and Mr. Effron’s proposal to offset Rider ICR with the ADIT 
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generated by the plant additions in order to limit shareholder returns only to investments the 
Company actually has should be adopted.  Id. at 6. 
 
V. OPERATING EXPENSES 

C. CONTESTED ISSUES 
  1. INCENTIVE COMPENSATION 
 
 CUB-City recommended disallowance of 70% of Executive Incentive Plan costs, as well 
as 100% of Omnibus Incentive Compensation Plan costs, which do not meet the Commission’s 
standard for recovery.  CUB-City base this recommendation, in part, on the Commission 
standard which requires that incentive compensation costs are recoverable in rates only if the 
plan confers upon ratepayers specific dollar savings or if the utility demonstrates other tangible 
benefits to ratepayers.  ICC Docket No. 09-0166/09-0167 (cons.), Final Order (January 21, 2010) 
at 58.  Mr. Effron testified that the Executive Incentive Plan weighs 70% on EPS, with only 30% 
weighing on operational measures such as safety and customer satisfaction.  GCI Ex. 2.0 at 16.  
Operational goals associated with EPS targets have been expressly disallowed by the 
Commission.  ICC Docket No. 06-0070 (cons), Final Order (November 21, 2006) at 72. Mr. 
Effron explained that incentive compensation plans based on financial outcomes could, in theory, 
produce increased compensation for executives responsible for successfully convincing the 
Commission to raise rates.  GCI Ex. 2.0 at 15.  CUB-City argue that raising rates will result in 
higher earnings and return on equity, which are metrics included in these plans.  Id.  Recovery of 
these costs would amount to requiring ratepayers to reward utility management for successfully 
raising rates.  GCI Ex. 7.0 at 11.  CUB-City stated that the Companies could identify no 
customer-oriented goals for the Omnibus Incentive Compensation Plan.  GCI Ex. 2.0 at 16:352-
55.  This plan has not changed since the Companies’ last rate case in 2009, when the costs of this 
plan were disallowed because they benefitted shareholders and not customers.  ICC Docket 09-
0166/09-0167cons. Final Order of January 21, 2010 at 58; Staff Ex. 3.0 at 15. 
   

3. HEADCOUNTS 
  

CUB-City maintained that PGL’s forecasted number of employees in the test year should 
be reduced to reflect a more realistic, more probable number.  PGL is forecasting 1,120 
employees in 2012, though Mr. Effron noted that as of early 2011 the actual number of 
employees was about 1,089.  GCI Ex. 2.0 at 13.  CUB-City noted that the number of employees 
has remained relatively steady through 2009 and 2010 and does not appear to be increasing as 
forecasted by PGL.  Id. at 13.  For the first six months of 2011, the average level of total full 
time equivalent employees was approximately 1,089.  GCI Ex. 7.0 at 10.  CUB-City 
recommended that the Commission reduce the PGL forecast to 1,089 employees, as there is no 
evidence of an upward trend in the year and a half evaluated by Mr. Effron.  GCI Ex. 2.0 at 13. 
  

CUB-City explained that in its last rate case, PGL used a future test year of 2010;  Mr. 
Doerk testified in that case as well, as did Mr. Effron.  See CUB Cross Ex. 3 at 6.   Mr. Effron 
recommended an adjustment to employee levels in that case, but Mr. Doerk testified that 
“Peoples Gas fully expect[ed] to see [their] employee headcount increase to 1,139 as proposed in 
2010.  CUB Cross Ex. 3 at 7, CUB Cross Ex. 2 at 6.  Actual data is now available for that year, 
and the highest actual number of employees in 2010 never went above 1,097.  CUB Cross Ex. 4 
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at 15.  CUB-City noted that PGL over-estimated their test year employees in their last rate case 
and did not meet their estimation in the test year.  CUB-City believe the same circumstances 
exist in this case.  CUB-City averred that there is no evidence of a trend of increasing employee 
levels, and recommend an adjustment to the forecasted test year operation and maintenance 
expense accordingly.  GCI Ex. 2.0 at 13-14. 

 
6. ADMINISTRATIVE AND GENERAL 

   a. Injuries and Damages Expense 
 

CUB-City stated that PGL included in its test year costs of injuries and damages billed by 
IBS, which includes a forecasted increase of $3,077,000 from 2009 to 2012.  GCI Ex. 2.0 at 28, 
citing the response to PGL AG 4.35.  Actual total injuries and damages expense decreased from 
$12,912,000 in 307 2009 to $8,684,000 in 2010, representing an increase of 56% over the actual 
2010 injuries and damages expense.  Id.  CUB-City argued that this increase far exceeds the 
forecasted inflation noted by PGL, though PGL claimed the overall growth in injuries and 
damages expense, aside from that portion billed from IBS, is reasonable, given the actual 
inflationary increases in those types of expenses in 2010 and the forecasted inflation in 2011 in 
2012.  NS-PGL Ex. 21.0 at 11.  CUB-City added that PGL did not respond directly to the 
question raised by GCI as to whether the underlying assumptions regarding medical costs were 
justified, GCI Ex. 7.0 at 14, nor did PGL explain why the assumption of one major claim at the 
maximum exposure level is appropriate for 2012 even if no such claim appears to have been 
experienced in 2009.  GCI Ex. 2.0 at 28.  CUB-City concluded that this failure to produce 
evidence justifying such a dramatic increase shows the adjustment proposed by Mr. Effron to 
reduce the forecasted test year injuries and damages expense allocated from IBS to PGL by 
$3,077,000 is appropriate.  GCI Ex. 7.0 at 14, GCI Ex. 2.0 at 29 (as shown on Schedule PGL-
DJE 2).   

  
b.  Adjustment to Account 921 – Office Supplies and Expenses 

 
CUB-City disagreed with PGL that it was appropriate to include in its test year forecast 

approximately $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.  GCI Ex. 2.0 at 26, citing 
the response to PGL AG 1.29.  GCI witness David Effron testified that since self-constructed 
property is as much a capital asset as is property constructed by outside contractors, such 
property should be capitalized and depreciated, just like any other capital expenditure and not 
charged to expense in the year of the expenditure.  GCI Ex. 2.0 at 27. For example, the uniform 
system of accounts includes items such as general administration and insurance as components 
of plant construction costs, and PGL offered no explanation for why capitalizing these overheads 
on self-constructed property is any less appropriate than capitalizing these overheads on property 
constructed by outside contractors.  GCI Ex. 7.0 at 13.  CUB-City recommended that the 
Commission adopt Mr. Effron’s proposed adjustment reducing the PGL forecasted test year 
operation and maintenance expense by $1,722,000 to eliminate the expensing of self-constructed 
property.  GCI Ex. 2.0 at 271.   

                                                 
1 Mr. Effron’s schedules showed the adjustments he made to PGL’s rate base to reflect the inclusion of the self-
constructed property and the adjustment to test year depreciation expense to reflect depreciation on that property.  
GCI Ex. 2.0 at 27, referring to Schedule PGL DJE 2.6.  The Companies agree that if Mr. Effron’s adjustment is 
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c. Rate Case Expenses 
1. Rate Case Expenses – Docket Nos. 11-0280/0281 (cons) 
 

CUB-City stated that it is not reasonable for rate-payers to bear the full burden of the 
Companies’ requested rate case expense amounts, $4,086,000 for PGL and $2,721,000 for NS 
were not reasonable. GCI witness Mr. Morgan specifically highlighted certain invoices that 
lacked substance or detail as to the work and individuals attributable to the amounts incurred.  
GCI Ex. 1.0 at 18-21.  CUB-City recommended that the Commission adopt Mr. Morgan’s 
proposal to normalize, rather than amortize, a representative amount of rate case expense to be 
included in rates, rather than provide the utilities dollar-for-dollar recovery, which will be 
discussed in section (c)(3) below.  Id. at 22.  CUB-City also argued in support of Mr. Morgan’s 
conclusion that, because of the direct impact of higher rates on the Companies’ shareholders, and 
to encourage cost control, the Commission should require that rate case expense be shared 
between ratepayers and shareholders 50/50.  GCI Ex. 6.0 at 7. 

 
CUB-City noted that PGL and NS witness Sharon Moy sponsored Schedule C-10 and 

testified that the Companies “sought to incur only prudent and reasonable” costs, and described 
certain factors that she stated are relevant.  NS-PGL Ex. 6.0 at 16-17.  However, she did not 
address any specific expense. 

 
In his direct testimony, Mr. Morgan reviewed invoices produced by PGL and NS for the 

above three categories of expense in response to Staff data requests.  Mr. Morgan raised 
concerns regarding the lack of support for some of the itemized expenses and found that the lack 
of information made it difficult for the Commission to specifically assess the reasonableness of 
the costs.  GCI Ex. 1.0 at 18.  For example, Mr. Morgan noted the invoice for Stafflogix services 
does not contain a description of the work performed by the various people it identifies and 
covers the time period from April 1, 2010 to May 1, 2011.  Id.  Further, regarding the Companies 
Inter-Company Affiliate billing for the period February, 2010 through April 30, 2011, Mr. 
Morgan found that the invoices included several categories of information, but did not contain 
the name of the witness or consultant or associate the category of work performed with a rate 
case witness or function.  Id. at 19.  In addition to the lack of detail about the expenses incurred, 
Mr. Morgan found it did not appear that the Companies were on track to spend the full amount 
requested.  Id. at 21.  With regard to legal fees, the Companies produced invoices for both Foley 
& Lardner and Rooney Rippie and Ratnaswamy.  Id.  CUB-City noted that the invoices for each 
firm contained a single monthly charge, but do not show the number of hours billed, the hourly 
charge, or the service provided.  Mr. Morgan testified on direct that although the production of 
the Companies’ direct testimony, exhibits and schedules, as well as substantial discovery, had 
already taken place, the invoices accounted for less than 15% of the total amount claimed.   

 
Mr. Morgan stated that the invoices produced by the Companies fail to provide sufficient 

detail to allow him to assess what services were being performed as part of the rate case expense.  
Id. at 21.  Mr. Morgan concluded the invoices for the three major expense items (Stafflogix, 
InterCompany Affiliate Billing, and Legal Services) lacked detail showing the services provided, 

                                                                                                                                                             
accepted, the amount of self-constructed property currently in expense would need to be added to rate base.  NS-
PGL Ex. 38.0 at 5.   
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the issue addressed, the relevant witness, the hours spent, or the hourly charges associated with 
specific services.  Id.   

 
CUB-City contended that one of the objectives of a rate increase is to provide an 

adequate return to shareholders, and whatever increase the Companies are ultimately granted 
directly has an impact on shareholders.  CUB-City pointed to NS-PGL Witness Moy testimony 
that, all things being constant, if a utility is not earning its authorized return, increasing rates 
would be one way to rectify that deficiency.  Aug. 29, 2011 tr. at 119.  Ms. Moy also agreed the 
higher rates equal higher revenues, which then leads to higher returns for shareholders.  Id. at 
120.  CUB-City averred that since the utilities have consistently included rate case expense in 
their rate increase requests, (id.), the increased rates that result from a rate increase request, and 
the consequential shareholder profit resulting from the increased rates, are to some extent 
generated by the amount spent by the utilities on seeking the rate increase in the first place.  
Additionally, CUB-City noted there is little incentive to control rate case expenses if all costs are 
fully recovered from ratepayers.  GCI Ex. 6.0 at 7. 

 
Mr. Morgan concluded that there ought to be a sharing of the costs between ratepayers 

and shareholders.  His rebuttal adjustment reflects a 50/50 sharing of rate case expenses.  GCI 
Ex. 6.0 at 7.  CUB-City stated the sharing of rate case expenses provides an incentive for the 
Company to control rate case expenses.  For example, in this proceeding, an additional rebuttal 
witness was brought in for the purpose of arguing for a higher return for shareholders.  Id.  CUB-
City noted that under Companies’ proposal, none of those additional costs will be borne by the 
shareholders who would be the primary beneficiaries if the Commission adopts his 
recommendation.  Such a proposal is unfair to ratepayers, CUB-City averred.  Id. 

 
CUB-City stated 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 Ex. 6.0 at 7.  Mr. Morgan 
likewise presented his adjustment in two parts.  First, he calculated the ratepayers’ share of rate 
case expenses and normalized those expenses over a two-year period.  GCI Ex. 6.1N and 6.1P.  
The two-year period was chosen consistent with the Companies’ recent history of filing rate 
cases.  Second, he removed the amortized costs associated with prior rate case expenses.  GCI 
Ex. 6.0 at 7.  CUB-City argued for adoption of Mr. Morgan’s adjustments, which reduce the 
Companies’ O&M expenses by $923,750 for North Shore and $1,352,500 for Peoples Gas Light.  
Id.  

2. Amortization of Rate Case Expenses associated with 
 Docket Nos. 09-0166/0167 (cons) 

 
CUB-City recommend that the unamortized costs associated with prior rate case expenses 

should be disallowed.  GCI Ex. 6.0 at 7.  CUB-City argued that the Commission’s treatment of 
rate case expense effectively and improperly singles out rate case expense for treatment as a 
regulatory asset.  CUB-City took the position that ratemaking principles dictate that a utility’s 
new test year rate case expense should replace, rather than be added to, prior rate case expenses 
when new rates are set, and doing otherwise amounts to single-issue ratemaking.  In Business 
and Professional People for the Public Interest v. Illinois Commerce Commission, 146 Ill. 2d 
175, 237-43 (1991) (“BPI II”), the Supreme Court discussed the test year rule in detail, and held 
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that the Commission erred in allowing Commonwealth Edison Company (“ComEd”) to add 
expenses (depreciation and decommissioning) from prior years to the test year amount, thereby 
inflating rates.  The Court said: 

 
Despite this finding that decommissioning expense was a test year 
item, the Commission permitted Edison to defer decommissioning 
expenses for the regulatory delay period.  The Commission based 
this decision on its belief that ratepayers are responsible for the 
cost of decommissioning.  Because decommissioning expense is a 
test-year item, we again find the Commission violated its own 
rules to the detriment of intervenors, and, therefore, committed 
reversible error.   

 
Id. at 241.  CUB-City averred that in the instant case, the utilities seek for the Commission to 
allow a test-year item to become a regulatory asset.   
  
To allow prior, unamortized rate case expense in current rates would also constitute retroactive 
ratemaking in CUB-City’s opinion.  Once rates are set based on a test year, the costs associated 
with that test year cannot be singled out and added to a later test year for recovery—just as 
expenses that are fully amortized prior to new rates being set cannot be refunded to consumers.  
The Supreme Court addressed the issue of retroactive ratemaking in BPI II, stating: 

 
Once the Commission establishes rates, the Act does not permit 
refunds if the established rates are too high, or surcharges if the 
rates are too low.  This rule is consistent with the prospective 
nature of the Commission’s legislative function in ratemaking. 

 
BPI II, 146 Ill. 2d at 243.  Consumers would not have received refunds if the Utilities’ 2009 rate 
case expense was in rates for longer than the amortization period, and so CUB-City believe that 
the Utilities’ should not recover their unamortized expense even though they have filed for 
another rate case before the amortization period has run.   
  

CUB-City noted that the Commission has recognized the problem with treating rate case 
expense as a regulatory asset, which often leads to consumers paying for more than one rate case 
expense in the same set of rates.  ICC Docket No. 10-0467, Final Order (May 29, 2011) at 68.  In 
that Order, the Commission ordered a rulemaking to examine this problem.  Id.  That rulemaking 
has not yet been initiated.  However, CUB-City stated that a rulemaking is not necessary, as the 
law on this issue is clear.  CUB-City maintained that unamortized rate case expense from the 
Utilities’ previous rate case cannot be recovered in current rates, as it constitutes single-issue and 
retroactive ratemaking. 

 
Alternatively, at a minimum, CUB-City recommends that the Commission should adopt 

Staff’s adjustment to limit recovery of rate case expense associated with its 2009 rate case, ICC 
Docket No. 09-0166/0167 (cons), to the actual amount of the expense incurred for the rate case, 
and not for costs associated with rehearing or appeal which were not previously approved by the 
Commission.  Staff Ex. 11.0 at 8.  The actual expense incurred during that rate case was less than 
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the Commission approved, and CUB-City supports Staff’s recommendation that the Commission 
should permit recovery of the lesser of the actual expense incurred, excluding rehearing costs, or 
the amounts the Commission approved in that rate case.  Id. at 8.  The Utilities seek to include 
their actual rate case expense, including for the rehearing and the actual costs-to-date for their 
appeal.  NS-PGL Ex. 39.0 at 7.  Section 9-229 provides for recovery only of expense incurred 
“to prepare and litigate and general rate case filing.”  220 ILCS 5/9-229.  The PUA makes no 
mention of expenses incurred after the Commission’s final order.  CUB-City stated that it is 
inappropriate to force ratepayers to fund the Utilities’ rehearing and appellate pursuits, which 
continue years beyond the rate case, which are not contemplated in Section 9-229, and which 
were not considered by the Commission in approving the costs.   

 
3. Normalization of Rate Case Expenses 
 

CUB-City argued for treating the annual allowance for rate case expense as a normalized 
amount, rather than an amortization.  GCI Ex. 1.0 at 22.  Mr. Morgan had several reasons in 
support of this proposal.  First, although the amortization treatment previously afforded to rate 
case expense effectively treated 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.  Id.  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.  Id.  
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.  Id.   

 
CUB-City maintained that, 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.  CUB-City argued for Mr. Morgan’s two-year normalization of rate case 
expense, which they state reflects the pattern of the Companies filing rate cases every two years, 
based on the Companies’ pattern of filing rate cases every 2 years for the last three rate filings.  
See GCI Ex. 6.0 at 7.  For both normalization and amortization, if the Companies do not file a 
rate case for a period that exceeds the normalization or amortization period, CUB-City 
acknowledged the Companies will over-recover those costs.  Id.  However, CUB-City reasoned 
that Mr. Morgan’s approach avoids the risk of ratepayers paying double for rate case expense, 
because any over-recovery is limited to the amount set in rates.   

 
CUB-City noted that in the last ComEd rate order, ICC Docket No. 10-0467 (May 24, 

2011), the Commission considered the issue of normalization of rate case expense, and 
determined a rulemaking should be initiated to consider the issue.  CUB-City pointed out that the 
Commission recognized that “when rate case expense is treated as a regulatory asset, consumers 
can be paying, and often are paying, for more than one rate case expense in the same set of 
rates…” in that Order.  CUB-City averred this means that the Commission expressly recognized 
the logic and policy rationale in favor of the normalization approach.  CUB-City contended the 
evidence in this proceeding is more explicit than in the ComEd proceeding, and provides 
sufficient basis for the Commission to conclude that normalization is a more appropriate cost 
recovery approach than amortization, which allows the utility, as NS-PGL are attempting to do 
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here, to recover multiple years of rate case expense – from multiple different proceedings – in 
rates. 

 
8. Revenues 

c. Warranty Products (Revenue and Non-Revenue) 
 

CUB-City endorsed and supported Staff’s recommendations with regard to the 
Companies’ Pipeline Protection Program (“PPP”).   
 
VI. RATE OF RETURN 
 E.  Cost of Common Equity 

 
To limit the range of issues in the cost of equity debate in this case, GCI’s Mr. Thomas 

narrowed the focus of his analysis.  He used the Companies’ analyses and recommendation as 
starting points for both his original and his updated recommendations.  GCI argued that Mr. 
Thomas corrected the Companies’ analyses to remove the effects of (a) adjustments the 
Commission has regularly rejected in recent past orders and (b) analytical steps that are at odds 
with governing legal precedents.  GCI Ex. 5.0 at 3:50-65, 5:93-99.   
  

GCI asserted that Mr. Thomas’ critical examination of the Companies’ cost of equity 
analyses and the resulting corrections have identified a range of cost of equity estimates -- 7.09% 
to 8.94% -- that encompasses the maximum reasonable return permitted under the law and the 
Commission’s consistently applied cost of equity policies.  GCI observed that of the expert 
recommendations in this record, the one offered by the Companies’ Paul Moul (10.85%) was by 
far the highest -- some 169 basis points (BP) above the high end of the recommended range of 
GCI expert Christopher Thomas (8.94%), the next highest estimate of record.  PGL Ex. 36.0 at 
2:29-31; GCI Ex. 10.0 at 15.  Staff’s expert Michael McNally recommended an 8.75% cost of 
equity.  Staff Ex. 5.0C at 18:335.   
  

The specific corrections that GCI Expert Mr. Thomas made to the Companies’ cost of 
equity estimates were the following.   

• He eliminated from the cost of equity determination those 
estimates based on a proxy group (Combined Group) that included 
electric utilities and had other characteristics not comparable in 
risk to the Companies. 

 
• He removed leverage adjustments to the Companies’ Discounted 

Cash Flow (“DCF”) model estimate that maintain current market-
to-book ratios -- adjustments that the Commission has previously 
rejected.   

 
• He removed the Companies’ size adjustment from their Capital 

Asset Pricing Model (“CAPM”) estimate, as the Commission has 
done in past cases.   
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• Mr. Thomas corrected the Companies’ CAPM beta estimates to 
reflect estimates from multiple sources.  Though the Companies’ 
Mr. Moul recommended that approach for other elements of his 
cost of equity analysis, for this critical input he relied on a single 
source.   

 
GCI Ex. 5.0 at 3-4:53-69.  GCI noted that Staff’s expert Mr. McNally identified some of the 
same defects in his review of Mr. Moul’s analysis.  Staff Ex. 14.0C at 1-2:15-27.  
  

Mr. Thomas also addressed Mr. Moul’s Risk Premium (RP) and Comparable Earnings 
(CE) analyses.  Noting that the Commission has consistently refused to consider these 
methodologies in its utility cost of equity determinations, Mr. Thomas found no reason for the 
Commission to change its policy, and he recommended that the Commission not consider those 
Mr. Moul’s RP and CE analyses in this case.   
  

The results of Mr. Thomas’ adjustments to the analyses offered by the Companies (as 
updated in Mr. Thomas’ rebuttal testimony) are shown in the table below. 
 

Moul’s Recommendation Thomas’ Adjustment 
 

Resulting Cost 
of Equity

Moul DCF          (9.03%) Moul DCF Without Leverage Adjustment        9.03%   
Moul CAPM       (11.56%) Moul CAPM Without Size Adjustment & 

Using Average of Reported Betas 
7.09%  

 
GCI Ex. 5.0 at 5:79-81 (updated at GCI Ex. 10.0 at 15).   
 
 The Companies’ Cost of Equity Analyses and Adjustments to Financial 

Model Results Rest On Fundamentally Flawed Estimation Concepts 
 

GCI argued that the Companies' cost of equity analyses and their adjustments to financial 
model results rest on two fundamentally flawed estimation concepts -- (1) reliance on subjective 
modifications to the results of financial models that rely upon objective market data and (2) 
reliance on comparisons to returns authorized by other regulatory commissions for distinct 
utilities (of all types) over various periods of time.  GCI pointed out that this Commission has 
rejected both excessive subjectivity and comparison as methods of determining a utility’s cost of 
equity.   
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a. Subjectivity   
 

 GCI stated that Mr. Moul’s analyses rely on subjective modifications to the 
Commission’s traditional, more objective analyses -- modifications beyond the judgment 
regularly exercised by analysts in selecting appropriate models and inputs; specifically, Mr. 
Moul changed the outputs of his financial models.  Mr. Moul confirmed that his post-model 
adjustments changed his recommendations.  Aug 31, 2011 Tr. at 442.  But Mr. Moul’s testimony 
did not provide either an accepted theoretical basis for his adjustments or a coherent 
methodology for the quantification of his impressions of “market sentiment.”  As a result, GCI 
argued, the Commission cannot validate those adjustments, but is left to rely on the subjective 
conclusions of experts like Mr. Moul who believe prudent, informed applications of accepted 
financial models to market data are not sufficient.  GCI found that on the whole, Mr. Moul’s 
recommendations were infused with a level of subjectivity that makes them unreliable and 
unsuitable for the Commission’s cost of equity determination.   
  

GCI contrasted Mr. Moul’s purported view that the equity market is an efficient 
economic mechanism (one that absorbs and acts on available information in an economically 
rational manner (id. at 432-433)) with his view that the results of financial models (using 
objective market data) are only the “beginning of the process” of a cost of equity determination.  
Id. at 440-441 (“There is lots more that needs to be done after you come up with the results of 
the models.”).  GCI noted Mr. Moul’s admission that he modified cost of equity estimates from 
the financial models the Commission has traditionally relied upon, with adjustments for his 
impressions of “market sentiment,” “common sense,” “what is being done in the regulatory arena 
generally” and what he calls “investor expectations.”  E.g., id. at 431, 441.  Further, GCI noted, 
Mr. Moul confirmed “investor expectations” has different subjective or more objective meanings 
at various points in his testimony, but he could not say he intended one meaning and where he 
meant another.  Id. at 434.  GCI argued that it is, therefore, impossible for Commission to know 
what Mr. Moul is saying as he attempts to justify his subjective adjustments.   
  

GCI concluded that Mr. Moul’s cross-examination testimony suggested strongly that he 
does not distinguish subjective expectations from market requirements, and that he values his 
subjective impressions of market sentiment above objective market indicators.  See, id. at 453-
454.  For example, in circumstances where an investor is willing to invest in an equity of a 
certain riskiness for a 9.9% return, but the investor’s subjective expectation is that the investment 
will yield a 10.5% return, Mr. Moul testified that the market required return and the investor’s 
expectation are identical -- 10.5%.  Id. at 453.  Similarly, for a hypothetical included in Mr. 
Thomas’ rebuttal testimony (GCI Ex. 10.0 at 10:231), Mr. Moul could not fathom the idea of  a 
distinction between the cost of equity to a utility and an investor’s return expectation, even in the 
extreme circumstances of a guaranteed return and a very low cost source of capital.  Id. at 456.  
At the same time, Mr. Moul expects the Commission to respect the constitutional floor for utility 
return levels, which is a risk-based criterion, not one defined by expectations.  Id. at 459; also 
see GCI Ex. 5.0 at 5:93.  
  

GCI noted that Mr. Moul acknowledged that his impressions directly affected his cost of 
equity recommendations.  Aug 31, 2011 Tr. at 442.  Yet, even where Mr. Moul used various 
market data ratios to support his adjustments to traditional model results, GCI asserted that he 
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failed to identify any basis in accepted economic or financial theory for translation of his 
impressions (including “those types of things that may not limit (sic) itself to quantification”) to 
quantified adjustments.  See, e.g., id. at 435.   
  

GCI contended that this infusion of subjectivity in Mr. Moul’s approach makes his 
recommendations inherently unreliable and especially problematic for the Commission, which 
cannot validate his proposed adjustments.  In the Companies’ 2007 consolidated rate cases, the 
Commission rejected the use of excessive subjectivity in cost of equity analyses.   

 
While all cost of equity analyses require the application of judgment, this 
particular approach is primarily a matter of judgment and we are unwilling 
to rely on such a subjective analysis.   

 
Re North Shore Gas Company, ICC Docket No. 07-0241/07-0242 (consol.), Order at 93-94 (Feb. 
5, 2008)  (“2007 Rate Case Order”).   
  

GCI argued that Mr. Moul’s post-model adjustments rest on heavily subjective 
quantifications of his impressions of the market, even though the DCF and CAPM models 
favored by the Commission are usually viewed as capturing the cost of equity impacts of all 
available market data, including the factors for which Mr. Moul offered post-model adjustments.   

 
b. Return Comparisons 

  
Mr. Moul also relies on comparisons to returns granted by other commissions, to other 

utilities, in numerous jurisdictions across the country.  Mr. Moul described the data on which he 
relied as the standard of “common sense” (NS-PGL Ex. 19.01) as a list of more than 100 un-
investigated return on equity levels for undifferentiated utilities.  Aug 31, 2011 Tr. at 437-438; 
NS-PGL Ex. 36.0 at 11:232-235 (“If other utilities are receiving returns that substantially exceed 
the model results produced by the calculations performed by Messrs. McNally and Thomas, then 
common sense tells you that those model results are not providing a fair return for the Utilities.).   
  

Mr. Moul does not hide his intent that his comparisons influence the Commission’s cost 
of equity determination (Aug 31, 2011 Tr. at 441-442), despite the Commission’s strong 
admonition against such efforts.  When similar comparisons were offered in a recent 
Commonwealth Edison Company rate case, the Commission clarified the evidentiary standard it 
would apply in its determination of a utility’s cost of equity. 

 
ComEd asserts its cost of equity should reflect the costs of equity recently 
approved for electric utilities in the United States.  The cost of equity 
appropriate to ComEd, however, is specific to that utility.  ComEd may 
not simply adopt the cost of equity set for other utilities scattered around 
the country, for which the facts and  circumstances are not necessarily 
similar.  Rather, pursuant to Section 9-201 of the Act, ComEd must prove 
that its proposed cost of equity is  just and reasonable.   

 
Re Commonwealth Edison Company, ICC Docket No. 05-0597, Final Order at 154 (July 26, 
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2006).  GCI noted that Mr. Moul admitted he did not know “the facts and circumstances” of the 
decisions he uses for return comparisons.  Aug 31, 2011 Tr. at 441-442.  The Commission is 
completely uninformed as to the number of decisions where the pertinent circumstances are not 
comparable.  Given the Commission’s clear guidance that such comparisons where pertinent 
circumstances are not comparable are not relevant, the exhibits of the Companies’ witnesses 
Messrs. Moul and Fetter (NS-PGL Ex. 19.01, 20.2 and 20.3) are irrelevant and without 
decisional value. 
  

By law, the Commission’s cost of equity determination must be risk based.  Yet, the 
Companies, in GCI’s view, have made no attempt to show any comparability of risk in their 
return comparisons.  For example, Mr. Moul testified on cross-examination 

Q   So you did not assess the riskiness of each of the utilities included in 
this list [NS-PGL Ex, 19.01]?   

 
A   No . . . .  

Aug 31, 2011 Tr. at 451.  GCI argued that Mr. Moul admitted the following specific deficiencies 
in his comparisons.   
  

Dissimilarity of Risk -- Mr. Moul’s list of comparison returns includes regulatory orders 
for electric utilities, combination utilities, and electric generation utilities.  In the more than 100 
reported decisions in his list, Mr. Moul could name only one utility that he had identified as 
actually being of comparable risk during the screening process to identify his proxy firms for the 
Companies.  Id. at 451-452.  In addition, GCI notes the calculated statistical measures (median 
and mean) in NS-PGL Ex. 19.01 do not exclude the reported returns associated with firms with 
dissimilar risk characteristics, the authorized returns based on un-examined settlements, or the 
returns that include cost of equity adjustments or analytical approaches this Commission has 
rejected.  Mr. Moul’s list also does not provide the particulars of any revenue stabilization 
mechanisms of utilities in the list, though Mr. Moul deemed such specifics important in assessing 
risk comparability.  PGL Ex. 3.0R at 6:121-130.   
  

Size -- GCI noted that Mr. Moul makes an express adjustment in his cost of equity 
determination for the Companies’ size, but he does not provide information on the non-uniform, 
relative sizes of the utilities used in his comparisons, nor does he indicate whether the reported 
returns already include a size adjustment.  PGL Ex. 3.0 at 41:889; NS-PGL Ex. 19.01; Aug 31, 
2011 Tr. at 448.   
  

Staleness -- GCI observed that Mr. Moul acknowledged that the statistical measures in 
his exhibit lag the movement of the equity market.  GCI argued that this is a matter of some 
importance, since the exhibit uses reported returns almost three years old for estimating the cost 
of equity for a 2012 future test year.  Aug 31, 2011 Tr. at 444.   
  

GCI concluded that the Commission’s clearly stated policy on such comparisons and 
legal requirements for risk based returns require that the Commission not rely on the 
comparisons offered by Mr. Moul -- or those offered with even less support by Mr. Fetter.  See 
NS-PGL Ex. 20.2, 20.3; Aug 31, 2011 Tr. at 386-388.   
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The Companies’ DCF Analyses Overstate the Companies’ Cost of Equity 
  

GCI contended that the Companies’ DCF cost of equity estimate -- which their expert 
Mr. Moul disregarded as “too low” -- is validated by the independently developed estimates from 
DCF analyses by both GCI and Staff.  The DCF estimates of record range from Staff’s 8.50% 
estimate to GCI’s adjusted Moul estimate of 8.94% to the Companies’ 9.03% -- a spread of only 
53 basis points.  GCI argues that these mutually supporting estimates should all be considered in 
the Commission’s cost of equity determination.   
  

Because GCI’s cost of equity analysis used the Companies’ DCF estimate as a starting 
point, both the Companies’ estimate and GCI’s correction of that estimate were affected by Mr. 
Moul’s proxy group definition.  GCI contends that had Mr. Moul’s proxy groups more accurately 
reflected the Companies’ level of risk, the DCF estimates of record likely would have been even 
more closely clustered, and lower.  Similarly, GCI argues, adherence to the Commission’s 
consistent policy for rejecting leverage adjustments would have lowered the Companies’ DCF 
estimate.   

a. Proxy Groups 
  

GCI argued that a valid DCF proxy group must be comparable in riskiness to the firm the 
proxies were selected to represent.  GCI Ex, 5.0 at 8:156.  Mr. Moul identified a group of gas 
utilities that he deemed comparable in risk to the Companies.  However, GCI contended that the 
group of gas utilities Mr. Moul selected is more risky than the Companies, because in evaluating 
relative riskiness, Mr. Moul treats all instances of “some form of revenue stabilization” -- 
without further investigation or assessment -- as having the same risk reduction effect as PGL’s 
Volume Balancing Adjustment (“Rider VBA”).  Moreover, GCI noted, there is no evidence that 
the firms in the Gas group enjoy the Companies’ dual advantages of both a revenue stabilization 
rider and recovery of a high percentage of costs through a fixed monthly customer charge.  GCI 
Ex. 5.0 at 9:182-191.   
  

Despite the upward bias GCI alleged, Mr. Moul disregarded the result of his DCF model 
for this group of gas utilities, because he still deemed the result “far too low.”  PGL Ex. 3.0R at 
45:977.  Mr. Moul replaced the DCF estimate for his Gas Group with estimates based on what 
GCI argues is an even less representative proxy group, his Combined Group -- which included 
utilities with operations other than gas distribution.  Including utilities engaged in businesses 
with different operational and business risks from those of the Companies obscures the true cost 
of equity for the Companies.  GCI Ex. 5.0 at 10:213.  GCI observed that Mr. Moul deemed the 
predictably higher estimate developed using a proxy group including both gas and electric 
utilities as confirmation for his decision to reject the lower Gas Group estimate.  PGL Ex. 3.0R at 
6:114.  GCI also contended that even if the Gas Group estimate is considered, the Combined 
Group estimate tends to increase the Companies’ cost of equity estimate by diluting the weight 
given to the analyses of the more representative gas utility proxy firms.  GCI Ex. 5.0 at 7:135.   
  

GCI argued that since the Companies are entitled to only to an opportunity to earn a 
return like that earned by firms of similar risk, the estimates developed using Mr. Moul’s higher 
risk Combination Group should not be used to determine or to dilute the more appropriate 
estimates of the Companies’ cost of equity based on the Gas Group of proxy firms.  GCI Ex. 5.0 
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at 11:221.   Mr. Moul’s use of a second proxy group is an unexplained change from the approach 
Mr. Moul used in the Companies’ last rate case that GCI suggested had the effect (and possibly 
the purpose) of supporting a different, higher estimate than his DCF analysis of conventional gas 
utility proxies, which he found to be “too low.”  
  

GCI also contended that Mr. Moul’s DCF estimates (Gas Group, Combination Group) are 
further increased by unnecessary and inappropriate upward adjustments and by biased model 
inputs.  

 
b. Leverage Adjustment 

  
Mr. Moul proposed a leverage adjustment that was presented -- and summarily rejected -- 

in the Companies’ most recent rate case.  2009 Rate Case Order at 128.  There the Commission 
noted its consistent rejection of such adjustments.  GCI asserted that Mr. Moul has presented 
nothing that requires a change in the Commission’s established policy.  Though Mr. Moul insists 
that his proposed adjustment is a financial leverage adjustment that has nothing to do with 
market-to-book ratios (PGL Ex. 30.R at 26:571), the Commission clearly understands, “[t]his 
elevates form and nomenclature over substance.”  2009 Rate Case Order at 128.  Mr. Moul’s 
leverage adjustment increases the market-based DCF cost of equity estimate before application 
to the Companies’ book value and has the effect of tending to preserve the existing relationship 
of market price to book value.   
  

Practically, the leverage adjustment would overstate the market required return because 
(as Mr. Moul confirmed) investors in an efficient market will have already taken into account the 
Commission’s well-know policy of applying its determined equity return to the book value of 
Illinois utilities’ rate bases.  Aug 31, 2011 Tr. at 450, 432.  Mr. Thomas explained: 

 
An efficient market (an assumption made by all analysts in regulatory 
proceedings) would be aware of and have taken account of the ICC’s long-
standing practice of applying its authorized equity returns to book values 
(as I understand Illinois law requires) and as the Commission has 
explained in previous cases.  A regulated utility is allowed an opportunity 
to earn its authorized rate of return on the amount actually invested in 
providing utility service, not on the appreciated price paid in secondary 
market to a seller other than the utility. 

 
GCI Ex., 5.0 at 20:454.  
  

Mathematically, GCI argued, the Companies’ proposed leverage adjustment is the same 
as applying an unleveraged market required return to an inflated rate base.  According to GCI, 
this is an equivalence the Commission understands:  “Market value is not utilized in this 
calculation because it typically includes appreciated value (as reflected in its stock price) above 
the Utilities’ actual capital investments.  2009 Rate Case Order at 96.  GCI stated that as a matter 
of law, authorization of a return on more than the amount actually used and useful in providing 
regulated service to customers (in whatever form) would be unlawful.  220 ILCS 5/9-211.  GCI 
asserted that the Companies have not even provided a sound theoretical foundation or method 
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regarding how to quantify the leverage adjustment.  PGL Ex. 3.0 at 26:564 (“I know of no means 
to mathematically solve for the 0.51% leverage adjustment by expressing it in the terms of any 
particular relationship of market price to book value.”).  

 
c. Additional Flaws in the Companies’ DCF Models  

  
Growth Rates. GCI described the scope of Mr. Thomas’ analyses as being confined to 

removal of estimation approaches that are (a) routinely rejected by the Commission or (b) 
inconsistent with applicable law.  Accordingly, GCI stated, Mr. Thomas did not propose specific 
corrections for every defect in the Companies’ analyses.  In particular, Mr. Thomas discussed -- 
but did not correct -- Mr. Moul’s use of upwardly biased growth rates, which further boost his 
DCF cost of equity estimates – and was the principal deficiency Mr. Thomas discussed in his 
testimony.    
  

The growth input assumption represents the anticipated growth due to increases in a 
company’s earnings.  That growth rate, however, must be both sustainable over the long term 
and consistent with (and supported by) the economic conditions and dividend payout policies 
expected to occur.  GCI Ex. 5.0 at 17:381-385.  GCI contended that though the Commission has 
accepted analysts’ forecasts, the empirical evidence does not support continued reliance on such 
inputs.  Id. at 17:401.  Mr. Thomas reported that empirical reviews by academic researchers of 
analyst growth rates forecasts show a pattern of upwardly biased projections, when evaluated 
against the actual requirements of investors as reflected in stock prices.  These academic studies 
and contemporary confirming evidence are discussed in detail in Mr. Thomas’ direct testimony.  
Id. at 17-20:401-449.  Mr. Thomas testified that academics studies have concluded that: analysts’ 
forecasts “exhibit substantial optimism bias and need to be adjusted downward” (id. at 17:413 
(article citation omitted)); and that “beyond two years, the best forecast of earnings growth is the 
historical average growth rate” (id. at 17:414 (article citation omitted)).  Mr. Thomas also found 
that Mr. Moul’s use of a 5% analyst growth rate is at odds with current EIA data on the expected 
growth in retail gas sales.  Id. at 19:432.  GCI argued that Mr. Moul’s’ DCF analyses rely on 
analyst forecasts in precisely the manner that the academic research has shown to be inaccurate.   
  

GCI asserted that Mr. Moul attempted to justify his use of these biased inputs by rejecting 
the financial theory underlying the DCF model, boldly asserting that it is the DCF model that is 
flawed:  “the fact that investors rely on growth forecasts no more than five years out illustrates 
that the infinite form of the model contains an unrealistic assumption.”  NS-PGL Ex. 19.0 at 
20:427.  According to GCI, Mr. Moul focused on subjective investor perceptions and replaces 
the industry-accepted DCF approach with his own theory of the relationship between cash flows 
and share prices, which he alleged “conforms with the type of analysis that influences the actual 
total return expectation of investors.”  Id. at 20:436.  Such opinion testimony, which is not 
supported by evidence “showing the methodology or scientific principle on which the opinion is 
based is sufficiently established to have gained general acceptance in the particular field in which 
it belongs,” is not an acceptable basis for adjudication.  Illinois Rules of Evidence, Rule 702.   
  

Mr. Thomas concluded that Mr. Moul’s flawed judgmental input supports a cost of equity 
determination in the lower portion of the range defined by the valid estimates of record.  GCI Ex. 
5.0 at 21:474-477. 
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Weighting of DCF Results.  Mr. Moul argued that the lower growth rates prevailing in 

the current economic environment make reliance on the DCF method inappropriate.  PGL Ex. 
3.0R at 5:105.  In fact, GCI’s Mr. Thomas stated, the DCF model is actually more reliable in the 
financial environments like current circumstances.  

 
In a low growth environment, most of a stock’s cash flow value comes 
from the stock’s dividends, rather than in undistributed stock price 
appreciation.  In such [] circumstances, the explicit terms of the DCF 
formula that are based on observable stock prices capture the more of the 
expected growth, making the estimate less vulnerable to more subjective 
growth inputs.     

 
GCI Ex. 5.0 at 21-22:480-485.  In GCI’s view, the DCF results in this record should accordingly 
be given greater weight -- not ignored as Mr. Moul did in his estimation analyses.   

 
The Companies’ CAPM Estimate Is Boosted by Unnecessary and 
Inappropriate Upward Adjustments   

 
a. Size Adjustment 

  
Mr. Moul supplemented his return estimate from the traditional CAPM analysis, which is 

regularly considered by the Commission in its cost of equity determinations, with an additional 
adjustment that purports to reflect what Mr. Moul alleged is increased risk related to the size of 
the Companies.  However, according to GCI, it is simply not reasonable to add an adjustment for 
the size of a regulated public utility relative to the entire market, because the risk characteristics 
of regulated public utilities are simply unlike those of other firms in the market, which is 
composed mainly of unregulated firms.  GCI’s expert Mr. Thomas observed: 

 
Regulation provides shareholders with a degree of protection that is 
simply unavailable to non-regulated companies.  For example, unregulated 
forms may have a disadvantage in maintaining or gaining market share.  
Their smaller relative size may not provide the economies of scale or 
buying power available to their larger competitors.  However, the 
Companies are monopoly providers in their service territories, with little 
risk of market share loss.  Further, they are assured of recovery for the 
prudent and reasonable costs they actually incur, even if they lack the 
buying power of larger firms.  An adjustment such as Mr. Moul has 
proposed only serves to inflate – unnecessarily -- the cost of equity for the 
Companies.    

 
GCI Ex. 5.0 at 24-25:549-558. 
       
 Moreover, Mr. Thomas, citing a study in the Journal of the Midwest Finance Association, 
also reported that objective research relating specifically to regulated firms contradicts Mr. 
Moul’s claims.  GCI Ex. 5.0 at 25:559-5661.  GCI asserted that the Companies have provided no 
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objective evidentiary support for their contrary assertion or for Mr. Moul’s proposed adjustment.  
In GCI’s view, the Commission has rejected similar size adjustment proposals in the past, and 
the Commission should do so again in this case.   

 
b. Single Source Beta Input 

  
GCI observed that Mr. Moul elected to use Value Line published betas as his sole source 

for the beta input to his CAPM analysis.  According to GCI, Mr. Moul then adjusted those 
estimates further upward, based on the difference between the Companies’ market and book 
value capital structures -- another application of Mr. Moul’s leverage adjustment.  GCI asserted 
that the result is upwardly biased in comparison to a broader sample of the published estimates of 
that critical CAPM input, leading to a similarly biased CAPM estimate.   
  

GCI referred to Mr. Thomas’ direct testimony, which shows reported beta estimates from 
multiple sources for the firms in Mr. Moul’s Gas Group.  GCI stated that the betas from those 
reporting sources show considerable variability, arguing that such variability among data sources 
strongly suggests that consideration of multiple sources is appropriate.  GCI also pointed out that 
the Commission came to a similar conclusion in the Companies’ last rate case: 

 
We agree that, in the same way we rely on multiple models to determine 
the cost equity, Staff‘s well-considered use of multiple beta sources is 
beneficial to reduce measurement error from any individual estimate.   

 
2009 Rate Case Order at126-127.  GCI stated that Mr. Moul endorsed a multiple source 
approach in his testimony in this case, commenting repeatedly that the use of multiple sources is 
preferred, to avoid unintended bias in estimates from a single source.  GCI Ex. 5.0 at 27:594.  
GCI observed that with respect to his selection of financial models and earnings growth rates, 
Mr. Moul followed his own advice and employed multiple models and growth estimates.  PGL 
3.0R at 2:45, 22:468.  However, GCI argued, to obtain one of the most critical inputs to his 
CAPM analysis, Mr. Moul opted to use a single source, Value Line, which is a high-side outlier 
among reported beta estimates.  GCI Ex. 5.0 at 27:606.  The biased estimate, GCI alleged, results 
from Mr. Moul’s use of that single outlier beta estimate in his CAPM is further increased by his 
application of a leverage adjustment.  GCI Ex. 5.0 at 28:609.  GCI commented that Mr. Moul’s 
excuse for not using multiple beta estimates, was his uncertainty about how the Yahoo.com beta 
estimate was derived.  Aug 31, 2011 Tr. at 491-492.  His decision not to use estimates published 
by Zack’s, Reuters or Google was not explained.  Id.       
  

Mr. Thomas used, for his own estimation analysis, an average of beta estimates from 
multiple sources, rather than one very high beta estimate.  His testimony shows the results of 
using a variety of reported beta combinations.  GCI Ex. 5.0 at  29, Table 3.   

 
c. Expected Market Risk Premium (“EMRP”) 

  
The EMRP is a market-wide premium that (according to the supporting theory) is the 

same for all firms.  Predictably, it has been the subject of considerable academic research -- all of 
which is discarded by Mr. Moul.  For his expected EMRP input to the CAPM, Mr. Moul elected 
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to ignore all published estimates of the EMRP in favor of his own calculation of that market 
datum.  Mr. Thomas did not offer a correction for this flawed input, because the Commission has 
not provided clear guidance on this input, but he cautioned the Commission in any use of an 
interested party’s development of evidence, specifically to support its litigation.  See id. at 
28:617-623.   
  

The Companies’ Risk Premium and Comparable Earnings Analyses 
  

GCI noted that in numerous past orders, the Commission has detailed the theoretical and 
practical problems with reliance on risk premium (“RP”) and comparable earnings (“CE”) cost 
of equity estimation methodologies and has consistently declined repeated invitations from 
utilities to reverse its rejection of these approaches.  With respect to the RP approach, the 
Commission has stated: 

 
The primary reason that the Commission has repeatedly rejected that type 
of risk premium analysis is the difficulty in establishing the “correct” risk 
premium.  The risk premium for common equity relative to debt changes 
over time and, in the Commission’s view, there is no objective mechanism 
for establishing that risk premium.  While all cost of equity analyses 
require the application of judgment, this particular approach is primarily a 
matter of judgment and we are unwilling to rely on such a subjective 
analysis.  

 
2007 Rate Case Order at 93-94.   
 

GCI also pointed to Mr. Thomas’ discussion of the problems with RP estimates, 
concluding that those problems validate the Commission’s rejection of RP analyses (see GCI Ex. 
5.0 at 31-32:686-703) and that the Companies’ testimony provides no sound basis for a reversal 
of the Commission’s policy.   
  

GCI also recounted that the Commission has previously considered and rejected CE 
estimates from Mr. Moul.  In this case, Mr. Moul has used a comparison to non-regulated 
companies that, in GCI’s view, is even less justifiable than his 2007 CE analysis based on returns 
earned by other regulated utilities the Commission rejected.  GCI recommended the Commission 
reject his Comparable Earnings methodology and estimate in this case as well.     

 
The Commission Should Use Mr. Thomas’s Range in Determining the Return 
on Equity for the Companies.   

 
 GCI summarized that GCI witness Thomas did not conduct separate DCF and CAPM 
analyses to develop his return on equity recommendations.  Mr. Thomas started with Mr. Moul’s 
analyses and made several corrections based on prior Commission decisions and governing legal 
precedents.  GCI stated that making these changes to Mr. Moul’s DCF and CAPM analyses 
resulted in a cost of equity range of 7.09% to 8.94%.  An arithmetic comparison of Mr. Moul’s 
analyses and Mr. Thomas’s modifications thereto is set forth below. 
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Discounted Cash Flow (DCF)   D1/P0 + g + lev = k    
Moul   3.94% + 5.00% + 0.09% = 9.03%    
Thomas   3.94% + 5.00% +  = 8.94%    
           
Capital Asset Pricing Model (CAPM)  Rf + ß x (Rm‐Rf) + size  =  K
Moul   4.50% + 0.77 x 7.61% + 1.20%  =  11.56%
Thomas (Average Reported Beta*)   4.27% + 0.37 x 7.61%   =  7.09%
           

*Beta was measured on 8/11/11, and Rf is 30‐year treasury bond ending July 11

 
GCI. Ex. 10.0 at 15.  GCI recommended that the Commission adopt a return on equity for 
Peoples Gas and North Shore from Mr. Thomas’s range.   
 
VIII. RIDERS – NON-TRANSPORTATION 
 
 B. Rider VBA 

 
CUB and the City adopted the position of the Attorney General on Behalf of the People 

of the State of Illinois with respect to Rider VBA.   
 

X. RATE DESIGN 
 

2. Contested Issues – North Shore and Peoples Gas 
   a. Service Classification No. 1 

 
CUB and the City adopted the position of the Attorney General on Behalf of the People 

of the State of Illinois with respect to Service Classification No. 1.   
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