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STATE OF ILLINOIS 

ILLINOIS COMMERCE COMMISSION 

 
North Shore Gas Company    :  
       :  
Proposed general increase in natural gas  :  11-0280 
rates.       :  
       :  
The Peoples Gas Light and Coke Company  : 11-0281 
       :  
Proposed general increase in natural gas  :  Consol.  
rates.        :  

PROPOSED ORDER 

I. Introduction 

A. Procedural History  

On February 15, 2011, North Shore Gas Company (“North Shore” or “NS”) filed 
with the Illinois Commerce Commission (“Commission”), pursuant to Section 9-201 of 
the Public Utilities Act (the “Act”) (220 ILCS 5/9-201), the following revised tariff sheets: 
ILL. C.C. No. 17, Title Sheet and ILL. C. C. No. 17, Sheet Nos. 1-4, 6, 8-10, 17-28, 32 
39, 44-48, 57-97, 100, 102-104, 107, 111, 112, 114, 123-125, 134-149, 157, 161, 170-
186.  This tariff filing embodied a proposed general increase in gas service rates, and 
revisions of other terms and conditions of service.  The tariff filing was accompanied by 
direct testimony, other exhibits, and other materials required under Parts 285 and 286 of 
Title 83 of the Illinois Administrative Code (the “Code”), 83 Ill. Admin. Code Parts 285 
and 286.  

On February 15, 2011, The Peoples Gas Light and Coke Company (“Peoples 
Gas” or “PGL” or “Peoples”) filed with the Commission, pursuant to Section 9-201 of the 
Act, the following revised tariff sheets: ILL. CC. No. 28, Title Sheet and ILL. C. C. No. 
28, Sheet Nos. 1-5, 7-9, 16, 18-29, 32-39, 44-48, 58-85, 93-104, 106, 108-110, 113, 
117, 118, 120, 130, 139-141, 150-163, 168, 172, 181-197.   This tariff filing embodied a 
proposed general increase in gas service rates and revisions of other terms and 
conditions of service.  The tariff filing was accompanied by direct testimony, other 
exhibits, and other materials required under Parts 285 and 286 of the Code. 

Notices of the proposed tariff changes reflected in these rate filings were posted 
in North Shore’s and Peoples Gas’ (the “Utilities” or “Companies”) business offices and 
published in secular newspapers of general circulation in the Utilities’ respective service 
areas, as evidenced by publishers’ certificates, in accordance with the requirements of 
Section 9-201(a) of the Act and the provisions of 83 Ill. Admin. Code Part 255.  

The Commission issued a Suspension Order for North Shore’s tariff filing on 
March 23, 2011, which suspended the tariffs to and including July 14, 2011, and further 
initiated Docket 11-0280.  On July 7, 2011, the Commission issued a Resuspension 
Order that suspended these tariffs to, and including, January 14, 2012. 



11-0280/11/0281 (cons.) 

2 
 

The Commission issued a Suspension Order for Peoples Gas’ tariff filing on 
March 23, 2011, which suspended the tariffs to and including July 14, 2011, and 
initiated Docket 11-0281.  On July 7, 2011, the Commission issued a Resuspension 
Order that suspended these tariffs to, and including, January 14, 2012. 

On April 5, 2011, the Utilities each filed motions for protective orders in each 
Docket, pursuant to 83 Ill. Admin. Code §200.600.  On the same date, the Utilities also 
filed motions to remove the confidential and proprietary designations from Mr. Schott’s 
direct testimony relating to year-end return on common equity, the Utilities’ most recent 
actuarial report, and Part 285.315(c) Attachment B. 

On April 11, 2011, the Administrative Law Judges (“ALJs”) held an initial status 
hearing and, on the oral motion of Commission Staff (“Staff”), consolidated these cases 
and also orally approved a case schedule and data request response time schedule. 

On April 12, 2011, the Utilities filed a motion for entry of case management plan 
and schedule, pursuant to Section 10-101.1 of the Act and 83 Ill. Admin. Code §§ 
200.190, 200.370, and 200.500.   

On April 13, 2011, the ALJs issued a notice of schedule.  

Petitions to Intervene were filed or appearances were entered on behalf of the 
Attorney General of the State of Illinois (the “Attorney General” or “AG”); the Citizens 
Utility Board (“CUB”); the City of Chicago (the “City”) (collectively, CUB and the City are 
“CUB/City”) (collectively, the AG, CUB, and the City are “AG/CUB/City or also “GCI” for 
“Governmental and Consumer Intervenors”); Constellation NewEnergy-Gas Division, 
LLC (“CNE”); Ford Motor Company and Merchandise Mart proceeding as the Illinois 
Industrial Energy Consumers (“IIEC”); Integrys Energy Services-Natural Gas LLC 
(“IES”); Interstate Gas Supply of Illinois, Inc. (“IGS”); and Vanguard Energy Services, 
LLC.  All petitions were granted by the ALJs. 

The evidentiary hearing was held August 29, 2011 through September 2, 2011, 
and September 6, 2011, at the offices of the Commission in Chicago, Illinois.  At the 
evidentiary hearings, the Utilities, Staff, and the Intervenors entered appearances and 
presented testimony.  The following witnesses testified on behalf of the Utilities: James 
F. Schott, Vice President-External Affairs, Integrys Energy Group, Inc., North Shore and 
Peoples Gas (NS Ex. 1.0, PGL Ex. 1.0, NS-PGL 17.0, NS-PGL Ex 34.0); Lisa J. Gast, 
Manager, Financial Planning and Analysis, Integrys Business Support, LLC (NS Ex. 2.0, 
PGL Ex. 2.0, NS-PGL Ex. 18.0, NS-PGL Ex. 35.0); Paul R. Moul, Managing Consultant, 
P. Moul & Associates (NS Ex. 3.0 REV, PGL Ex. 3.0 REV, NS-PGL Ex 19.0 REV, NS-
PGL Ex. 36.0); Steven M. Fetter President, Regulation UnFettered (NS-PGL Ex. 20.0, 
NS-PGL Ex. 37.0); Kevin R. Kuse, Senior Load Forecaster, Integrys Business Support, 
LLC (NS Ex. 4.0 REV, PGL Ex. 4.0 REV, NS-PGL Ex. 32.0, NS-PGL Ex. 48.0); 
Christine M. Gregor, Director, Operations Accounting, North Shore and Peoples Gas 
(NS Ex. 5.0, PGL Ex. 5.0, NS-PGL Ex. 21.0 Corr., NS-PGL Ex. 38.0); Sharon Moy, Rate 
Case Consultant, Regulatory Affairs, Integrys Business Support, LLC (NS Ex. 6.0, PGL 
Ex. 6.0, NS-PGL Ex. 22.0 2 Corr., NS-PGL Ex. 39.0 Corr.); John Hengtgen, Consultant, 
Stafflogix Corporation (NS Ex. 7.0, PGL Ex. 7.0, NS-PGL Ex. 23.0 Corr., NS-PGL Ex. 
40.0 Corr.); Edward Doerk, Vice President, Gas Standardization, The Peoples Gas 
Light and Coke Company and North Shore Gas Company (NS Ex. 8.0, PGL Ex. 8.0 
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(except for the portion adopted by witness Phillip M. Hayes), NS-PGL Ex. 24.0 (same), 
NS-PGL Ex. 41.0); Noreen E. Cleary, Assistant Vice President, Total Compensation, 
Integrys Energy Group, Inc. (NS Ex. 9.0, PGL Ex. 9.0, NS-PGL Ex. 25.0, NS-PGL Ex. 
43.0); John P. Stabile, Tax Director, Integrys Business Support, LLC NS Ex. 10.0, PGL 
Ex. 10.0, NS-PGL Ex. 26.0, NS-PGL Ex. 44.0); Christine Phillips, Manager, Benefits 
Accounting, Integrys Business Support, LLC (NS Ex. 11.0, PGL Ex. 11.0, NS PGL Ex. 
27.0); Valerie H. Grace, Manager, Gas Regulatory Services, Integrys Business Support. 
LLC (NS Ex. 12.0, PGL Ex. 12.0 REV, NS-PGL Ex. 28.0, NS-PGL Ex. 45.0), Joylyn C. 
Hoffman-Malueg, Rate Case Consultant, Regulatory Affairs, Integrys Business Support, 
LLC (NS Ex. 13.0, PGL Ex. 13.0, NS-PGL Ex. 29.0); Thomas Connery, Supervisor, Gas 
Supply Trading, Integrys Business Support, LLC (NS Ex. 14.0, PGL Ex. 14.0, NS-PGL 
Ex. 30.0, NS-PGL Ex. 46.0); John McKendry, Senior Leader, Gas Transportation 
Services, Integrys Business Support, LLC (NS Ex. 15.0, PGL Ex. 15.0, NS-PGL Ex. 
31.0, NS-PGL Ex. 47.0); Thomas L. Puracchio, Manager, Gas Storage, Integrys 
Business Support, LLC (PGL Ex. 16.0, NS-PGL Ex. 33.0 REV), Phillip M. Hayes, 
Director, Project Management, Integrys Business Support, LLC (PGL Ex. 8.0 (portion), 
NS-PGL Ex. 24.0 (portion), NS-PGL Ex. 42.0). 

The following witnesses testified on behalf of Staff: Daniel Kahle, Accountant, 
Accounting Department Financial Analysis Division, Illinois Commerce Commission (Ex. 
1.0, Ex. 10.0); Mike Ostrander, Accountant, Accounting Department, Financial Analysis 
Division, Illinois Commerce Commission (Ex. 2.0, Ex. 11.0 Corr., Ex. 20.0); Theresa 
Ebrey, Accountant, Accounting Department, Financial Analysis Division, Illinois 
Commerce Commission (Ex. 3.0, Ex. 12.0 Corr.), Sheena Kight-Garlisch, Senior 
Financial Analyst, Finance Department, Illinois Commerce Commission (Ex. 4.0, Ex. 
13.0 Corr.); Michael McNally, Senior Financial Analyst, Finance Department, Financial 
Analysis Division, Illinois Commerce Commission (Ex. 5.0 Corr., Ex. 14.0 Corr.), David 
Brightwell, Economic Analyst, Policy Program, Energy Division, Illinois Commerce 
Commission (Ex. 6.0, Ex. 15.0); Cheri L. Harden, Rates Department, Financial Analysis 
Division, Illinois Commerce Commission (Ex. 7.0, Ex. 16.0), Brett Seagle, Engineering 
Department, Energy Division, Illinois Commerce Commission (Ex. 8.0, Ex. 17.0), David 
Sackett, Economic Analyst, Policy Program, Energy Division, Illinois Commerce 
Commission (Ex. 9.0, Ex. 18.0); David Rearden, Policy Program, Energy Division, 
Illinois Commerce Commission (Ex. 19.0).  

GCI’s witnesses were: Lafeyette Morgan, Consultant, Exeter Associates, Inc. 
(GCI Ex. 1.0 Corr., GCI Ex. 6.0); David J. Effron, Consultant (GCI Ex. 2.0 Corr., GCI Ex. 
7.0); Scott Rubin, Consultant (GCI Ex. 3.0, GCI Ex. 8.0); David E. Dismukes, Consulting 
Economist, Acadian Consulting Group (GCI Ex. 4.0, GCI Ex. 9.0); Christopher C. 
Thomas, Director of Policy, Citizens Utility Board (GCI Ex. 5.0, GCI Ex. 10.0). 

Interstate Gas Supply of Illinois’ witness was: Vincent A. Parisi, General Counsel, 
Interstate Gas Supply of Illinois, Inc. (IGS Ex. 1.0, IGS Ex. 2.0). 

Illinois Industrial Energy Consumers and Constellation NewEnergy’s witness 
was: Michael P. Gorman, Managing Principal, Brubaker & Associates, Inc. (IIEC-CNE 
Ex. 1.0, IIEC-CNE Ex. 2.0). 
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Constellation NewEnergy-Gas Division’s witness was: Jason R. Kawczynski, 
Associate of Volume Management, Constellation NewEnergy-Gas Division, LLC (CNE 
Ex. 1.0, CNE Ex. 2.0). 

The above references to testimony are intended to include the attachments 
thereto, whether given separate exhibit numbers or not. 

All parties were given the opportunity to cross-examine witnesses.  On October 
24, 2011, the ALJs marked the record “Heard and Taken”. 

During the course of the proceeding, Staff proposed various adjustments and 
changes to the Companies’ February 15, 2011 request.  The Companies accepted 
certain of Staff’s modifications and Staff withdrew others.  A summary of Staff’s final 
recommendations to the Commission in this proceeding for North Shore and Peoples 
Gas were attached to Staff’s Initial Brief as Appendix A and Appendix B.  Also, attached 
as part of Appendix A and Appendix B were Staff’s revised Revenue Requirements.   

Rulings on Motions  

A status hearing was held April 11, 2011, where the ALJs granted Staff’s motion 
to consolidate these Dockets.  

On April 11, 2011, the ALJs granted Utilities’ motion to remove the confidential 
and confidential and proprietary designations from the direct testimony of Mr. Schott, 
the actuarial report submitted pursuant to Part 285.305(g), and Attachment B to Part 
285.315(c).    

On May 5, 2011, the ALJs issued an Order for Case Management Plan and 
Schedule in these dockets.  On the same date, after considering all of the parties’ 
arguments, the ALJs entered a Protective Order for these dockets. 

On August 25, 2011, the ALJs denied the Utilities’ motion to strike portions of 
Staff Exhibit 14.0 and Schedules 14.1 through 14.4. 

On August 29, 2011, the ALJs granted Staff’s motion for leave to file 
supplemental rebuttal testimony of Mr. Ostrander. On the same date, the ALJs denied 
the Utilities’ renewed motion to strike portions of Staff Exhibit 14.0 and Schedules 14.1 
through 14.4. 

On October 4, 2011, the ALJs denied the Utilities’ Verified Motion to Preserve the 
Confidential Designations of Certain Documents (Revised).   

Post-Hearing Briefs 

On September 22, 2011, the Utilities, Staff, the AG, City-CUB, IES, IGS, and IIEC CNE 
each filed Initial Briefs (“Init. Br.”).  On September 27, 2011, per direction of the ALJs, 
the Utilities submitted a draft Proposed Order and Staff and intervenors submitted draft 
position statements.  On October 6, 2011, the Utilities, Staff and intervenors each filed 
Reply Briefs (“Rep. Br.”). On November, 3, 2011, the ALJs issued their Proposed Order. 

On November 17, 2011, Briefs on Exceptions (“BOE”) were filed by __________.  
On November 30, 2011, Reply Briefs on Exceptions (“RBOE”) were filed by 
__________. 
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This Order considers all of the positions and arguments set out in the exceptions 
briefs and reply briefs on exceptions listed above. 

II. Test Year 

The Utilities proposed forecasted calendar year 2012, the twelve months ending 
December 31, 2012, as their test year.  NS Ex. 6.0 at 4-5; PGL Ex. 6.0 at 4-5.  The 
2012 test year data were based on the Utilities’ forecasted 2012 revenues, expenses, 
and rate bases, subject to appropriate adjustments.  NS Ex.  6.0 at 4-5; 6; NS Ex. 5.0 at 
4-5; PGL Ex. 6.0 at 4; 6; PGL Ex. 5.0 at 4-5.  The proposed test year is uncontested.  
The Commission approves the test year as reasonable. 

III. Revenue Requirement 

Under long established federal and Illinois constitutional law, and Illinois 
ratemaking law, a utility’s rates must be set so as to allow it the opportunity to obtain full 
recovery of its prudent and reasonable costs of service, including its costs of capital.   
The legal standards governing a utility’s right to a fair and reasonable rate of return, in 
particular, are well established and familiar.  A public utility has a constitutional right to a 
return that is “reasonably sufficient to assure confidence in the financial soundness of 
the utility and [is] adequate, under efficient and economical management, to maintain 
and support its credit and enable it to raise the money necessary for the proper 
discharge of its public duties.”  Bluefield, 262 U.S. at 693.  The authorized return on 
equity “should be commensurate with returns on investments in other enterprises 
having corresponding risks.  That return, moreover, should be sufficient to assure 
confidence in the financial integrity of the enterprise, so as to maintain its credit and to 
attract capital.”  Hope, 320 U.S. at 603.  The Commission “fully embraces the principles 
set forth” in the Bluefield and Hope cases.  In re Consumers Ill. Water Co., ICC Docket 
No. 03 0403 (Order April 13, 2004), p. 41.  Allowing a utility the opportunity to recover 
fully its costs of service, including its costs of capital, is in the long-term interests of 
customers, because this is necessary in order for the utility to be able to provide 
adequate, safe, and reliable service over time at the least long term cost.  PGL Ex. 1.0 
at 3; NS Ex. 1.0 at 3. 

The Commission, in a rate case, is required to set just and reasonable rates.   
220 ILCS 5/9 201(c).  The rates must be just and reasonable to the utility and its 
stockholders as well as customers.  E.g., Bus. and Prof. People for the Pub. Interest v. 
Illinois Commerce Comm’n, 146 Ill. 2d 175, 208, 585 N.E.2d 1032, 1045 (1991) (“BPI 
II”). 

The formula for determining a utility’s costs of service -- its revenue requirement    
is well established and uncontested.  RR = OE + (ROR x RB).  A utility’s revenue 
requirement (“RR”) equals: (1) its operating expenses (“OE”) plus (2) a reasonable rate 
of return (“ROR”) on its rate base (“RB”).  E.g., ComEd, 322 Ill. App. 3d at 849, 751 
N.E.2d at 199. 

A. North Shore  

1. Utilities  

North Shore’s asserts that its existing rates fall short of allowing it to recover fully 
its costs of service.  North Shore’s direct case supported a base rate revenue 
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requirement of $83,313,000, which meant that its cost recovery shortfall (its revenue 
deficiency) under existing rates in the 2012 test year would be $8,594,000.  NS Ex. 6.0 
at 6; NS Ex. 6.1 at Sched. C-1, line 5.   

Consistent with the revenue requirement formula discussed above, North Shore’s 
base rate revenue requirement is the sum of (1) its base rate operating expenses plus 
(2) its operating income requirement.  E.g., NS Ex. 6.1 at Sched. C 1, lines 5, 33, 34.  
The operating income requirement number is the product of multiplying the utility’s rate 
base by its cost of capital.  E.g., NS Ex. 6.1 at Sched. A-2, lines 1-7, and Sched. C 1, 
line 33.  The revenue requirement figure does not include the Cost of Gas recovered 
under Rider 2 or any costs recovered under Riders 11, EEP, UEA, VBA, or FCA.  E.g., 
NS Ex. 6.0 at 2. 

The drivers of the cost under-recovery were discussed in direct and rebuttal 
testimony.  NS Ex. 1.0 at 9-11; NS-PGL Ex. 17.0 at 11-12; NS Ex. 5.0 at 11-13.  The 
evidence supporting North Shore’s rate base, operating expenses, and rate of return is 
discussed in Sections IV, V, and VI, infra, respectively. 

2. Staff 

Staff recommends a revenue requirement of $77,255,000 as reflected on page 1 
of Appendix A to Staff’s Initial Brief.  Staff recommends an increase to base rates of 
$394,000 (0.52%) and an increase of $134,000 (8.61%) to other revenues for a total 
increase of $528,000 (0.69%).  Staff’s overall recommended increase is $7,819,000 
less than the $8,347,000 increase requested by the Company in surrebuttal.  

3. North Shore’s Response 

North Shore’s rebuttal testimony supported a revised base rate revenue 
requirement of $83,579,000, with a reduced cost recovery shortfall under current rates 
of $8,409,000.  The revisions reflected that North Shore, in its rebuttal, agreed with or 
accepted in order to narrow the issues, in whole or in part, a number of Staff’s and 
GCI’s proposed adjustments, and updated certain items, including, among others, a 
reduced proposed ROR reflecting a reduced proposed ROE.   

Finally, North Shore’s surrebuttal testimony supported a revised base rate 
revenue requirement of $83,384,000, with a further reduced cost recovery shortfall 
under current rates of $8,214,000 (the figures including rider and other revenues other 
than PGA and coal tar revenues are $85,074,000 and $8,347,000, respectively).  The 
additional reductions reflected that North Shore, in its surrebuttal, again agreed with or 
accepted, in whole or in part, certain Staff proposed adjustments and updated certain 
items, among them a reduced proposed ROR reflecting a reduced proposed ROE.   

4. Commission Analysis and Conclusion 

EXCEPTION NO. 27 

The Commission approves a rate base rate revenue requirement of 
$78,259,000$83,384,000, representing a 210.70% increase totaling 
$1,532,000$8,214,000. 

B. Peoples Gas 
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1. Utilities 

Peoples Gas’ alleges that its existing rates fall far short of allowing it to recover 
its costs of service.  Peoples Gas’ direct case supported a base rate revenue 
requirement of $613,779,000, which meant that its cost recovery shortfall under existing 
rates as of the 2012 test year would be $123,652,000.  PGL Ex. 6.0 at 6; PGL Ex. 6.1 at 
Sched. C-1, line 5.   

Consistent with the revenue requirement formula discussed above, Peoples Gas’ 
base rate revenue requirement is the sum of (1) its base rate operating expenses plus 
(2) its operating income requirement.  E.g., PGL Ex. 6.1 at Sched. C 1, lines 5, 33, 34.  
The operating income requirement number is simply the product of multiplying the 
utility’s rate base by its cost of capital.  E.g., PGL Ex. 6.1 at Sched. A-2, lines 1-7, and 
Sched. C 1, line 33.  The revenue requirement figure does not include the Cost of Gas 
recovered under Rider 2 or any costs recovered under Riders 11, EEP, UEA, VBA, or 
Rider ICR.  E.g., PGL Ex.  6.0 at 2. 

The drivers of the cost under recovery were discussed in direct and rebuttal 
testimony.  PGL Ex. 1.0 at 9-12; NS-PGL Ex. 17.0 at 10-11; PGL Ex. 5.0 at 11 14.  The 
evidence supporting Peoples Gas’ rate base, operating expenses, and rate of return is 
discussed in Sections IV, V, and VI, infra, respectively. 

2. Staff 

Staff recommends a revenue requirement of $555,180,000 as reflected on page 
1 of Appendix B to Staff’s Initial Brief. Staff recommends an increase to base rates of 
$46,113,000 (9.41%) and an increase of $1,688,000 (9.78%) to other revenues for a 
total increase of $47,801,000 (9.42 %). Staff’s overall recommended increase is 
$64,809,000 less than the $112,610,000 increase requested by the Company in 
surrebuttal. 

3. Peoples Gas Response 

Peoples Gas’ rebuttal testimony supported a lower base rate revenue 
requirement of $601,734,000, meaning its test year cost recovery shortfall under current 
rates would be decreased to $111,607,000.  NS PGL Ex. Ex.22.1P 2 Corr. at Sched. C-
1, line 5.  The decreases reflected that Peoples Gas, in its rebuttal, agreed with or 
accepted in order to narrow the issues, in whole or in part, a number of Staff’s and 
GCI’s proposed adjustments, and updated certain items, including , among others, a 
reduced proposed ROR reflecting a reduced proposed ROE.  NS-PGL Ex. 22.0 2 Corr. 
at 2, 4-5; NS PGL Ex. 22.2P Corr. at Sched. C-2; NS PGL Ex. 18.1P. 

Finally, Peoples Gas’ surrebuttal testimony supported a further reduced base 
rate revenue requirement of $601,055,000, meaning its test year cost recovery shortfall 
under current rates would be decreased to $110,928,000 (the figures including rider and 
other revenues other than PGA and coal tar revenues are $619,989,000 and 
$112,610,000, respectively).  The additional reductions reflected that Peoples Gas, in its 
surrebuttal, again agreed with or accepted, in whole or in part, certain Staff proposed 
adjustments and updated certain items.  NS PGL Ex. 39.0 Corr. at 2, 3, 4; NS-PGL Ex. 
39.2P Corr. at Sched. C 2. 

4. Commission Analysis and Conclusion 
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EXCEPTION NO. 28 

The Commission approves a rate base rate revenue requirement of 
$566,474,000$601,055,000, representing a 11.6526.36% increase totaling 
$59,095,000$110,928,000. 

IV. Rate Base 

A. Overview 

1. North Shore 

In its direct case, North Shore proposed a rate base of $186,897,000, including 
$422,385,000 of Gross Utility Plant, less $180,540,000 of Accumulated Provision for 
Depreciation and Amortization (commonly referred to as the “Depreciation Reserve”), 
and various other additions and subtractions.  NS Ex. 7.0 at 4; NS Ex. 7.1 at Sched. B 
1. 

In its rebuttal case, North Shore proposed a rate base of $192,783,000, reflecting 
adjustments proposed by Staff and intervenors that the utility agreed with or accepted in 
whole or in part and certain updates.  NS-PGL Ex. 23.0 Corr. at 23-24; NS-PGL Ex. 
23.1N Corr. (Sched. B-1); NS-PGL Ex. 23.2N Corr. (Sched. B-2). 

In its surrrebuttal case, North Shore proposed a rate base of $192,562,000, 
reflecting adjustments proposed by Staff and intervenors that the utility agreed with or 
accepted in whole or in part and certain updates.  NS-PGL Ex. 40.0 Corr. at 15; NS 
PGL Ex. 40.1N (Sched. B-1); NS PGL Ex. 40.2N (Sched. B-2). 

2. Peoples Gas 

In its direct case, Peoples Gas proposed a rate base of $1,415,543,000, 
including $2,844,667,000 of Gross Utility Plant, less $1,182,971,000 for the 
Depreciation Reserve, and various other additions and subtractions.  Dir., PGL Ex. 7.0 
at 4; PGL Ex. 7.1 at Sched. B 1. 

In its rebuttal case, Peoples Gas proposed a rate base of $1,452,914,000, 
reflecting adjustments proposed by Staff and intervenors that the utility accepted in 
whole or in part and certain updates.  NS-PGL 23.0 Corr. at 23-24; NS-PGL Ex. 23.1P 
Corr. (Sched. B-1); NS-PGL Ex. 23.2P Corr. (Sched. B-2).  

In its surrebuttal case, Peoples Gas proposed a rate base of $1,472,853,000, 
reflecting adjustments proposed by Staff and intervenors that the utility accepted in 
whole or in part, and certain updates.  NS PGL, 40.0 Corr. at 14-15; NS-PGL Ex. 40.1P 
Corr. (Sched. B-1); NS PGL Ex. 40.2P Corr. (Sched. B-2). 

B. Uncontested Issues 

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

The Utilities, Staff, and GCI agree to the Utilities’ proposed reductions to the Gas 
in Storage valuations in rate base in order to reflect an updated gas price.  NS-PGL Ex. 
23.0 Corr. at 7-8; Staff Ex. 17.0 at 9-10; GCI Ex. 6.0 at 2-3.  Therefore, the Commission 
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approves the Utilities’ proposed reductions to the Gas in Storage valuations in rate base 
in order to reflect an updated gas price. 

2. Plant 

a) Specific Plant Investments – Warehouse at Manlove 
Field 

The Utilities and Staff agreed upon the inclusion of the costs of the following 
projects in rate base: (1) the costs associated with the Pigging and Well-Head 
Separator Project #1, (2) the costs associated with the Pigging and Well-Head 
Separator Project #2, (3) the costs associated with the construction of a new warehouse 
at Manlove Field, and, (4) the costs associated with the Pipeline Heaters Replacement 
Project.  Staff Ex. 17.0 at 5, 11, 12, 13.  These are not contested.  Therefore, the 
Commission approves the inclusion of the costs of these projects in rate base. 

b) Pigging Well-Head Separator Project #1 

See Section IV.B.2.a, supra. 

c) Pigging Well-Head Separator Project #2 

See Section IV.B.2.a, supra. 

d) Pipeline Heaters Replacement Project 

See Section IV.B.2.a, supra. 

3. Accumulated Depreciation Expense on ForecastedAdditions 
and Utility Plant in Service – 2010 Actual 

The Utilities and Staff have agreed upon the adjusted depreciation reserve 
amounts for actual 2010 plant-in-service for both Utilities.  NS PGL Exs. 23.4N and 
23.4P; Staff Ex. 10.0 at 6.  This is not contested.  Therefore, the Commission approves 
the adjusted depreciation reserve amounts for actual 2010 plant-in-service for both 
Utilities. 

4. Accumulated Deferred Income Taxes 

a) Bonus Depreciation, Illinois State Income Taxes and Tax 
Accounting Method Changes 

Regarding Accumulated Deferred Income Taxes (“ADIT”), the Utilities and Staff 
have agreed to adjustments which account for the new State income tax rate and tax 
accounting method changes, as they relate to bonus depreciation, for both Utilities.  NS 
PGL Exs. 23.4N and 23.4P; Staff Ex. 10.0 at 6.  This is uncontested.  Therefore, the 
Commission approves these adjustments for both Utilities. 

b) Use of Average Rate Assumption Method Relating to 
Health Care Reform Legislation 

In his direct testimony, Utilities’ witness Stabile testified that the Utilities propose 
to remeasure deferred tax balances caused by the enactment of the Health Care 
Reform Legislation using the average rate assumption method.  NS Ex. 10.0 at 2 6; 
PGL Ex. 10.0 at 2-6.  This proposal is uncontested.  Therefore, the Commission 
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approves the Utilities’ proposed methodology to remeasure deferred tax balances 
caused by the enactment of the Health Care Reform Legislation. 

c) Net Operating Loss – Tax Normalization 

The Utilities proposed to calculate their Net Operating Loss (“NOL”) at present 
rates to offset deferred tax liabilities and avoid a normalization violation.  A further 
calculation is needed to reflect NOL normalization based on revenue changes in the 
final Order.  NS-PGL Ex. 23.0 at 6; NS-PGL Ex. 26.0 at 26; NS-PGL Ex. 40.0 at 13-15.  
This is uncontested.  Therefore, the Commission approves the Utilities’ proposal. 

C. Contested Issues 

1. Plant (all subjects relate to NS and PGL unless otherwise 
noted) 

a) Forecasted Test Year Capital Additions  

(1) Utility Plant in Service 

(a) Utilities 

North Shore and Peoples Gas presented evidence supporting their Utility Plant in 
Service in rate base, as referenced in Section IV.A.1, supra.  The Utilities do not object 
to Staff’s adjustment to reduce the Utilities’ forecasted additions to plant-in-service for 
the years ending December 31, 2011, and December 31, 2012, as corrected by Utilities 
witness Mr. Hengtgen’s surrebuttal testimony.  Staff Ex. 1.0 at 15-16; NS-PGL Ex.  40.0 
Corr. at 3-4.  They maintain that GCI’s proposed adjustment to 2011 and 2012 
Accelerated Main Replacement Program (“AMRP”) additions is without merit, as 
discussed in Section IV.C.1.a.ii, infra.   

(b) Staff 

Staff maintains that the Companies updated their forecasted plant additions in 
their rebuttal testimony.  Staff used the Companies’ updated figures in computing its 
proposed adjustment in rebuttal testimony, and does not see the necessity for a 
separate adjustment.   

(c) AG 

The AG argues that 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 AG maintains that 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.   
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Referring to PGL Schedule B-5, the AG argues that 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 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 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. 

The AG argues that 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. 

The AG points out that after reviewing updated plant investment information 
supplied by the Company, GCI witness David Effron 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 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. 

According to the AG, 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 
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level of AMRP plant additions in 2012 that is $16.1 million higher than the adjusted level 
of plant additions in 2011.  The AG states, 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 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. 

Budget Update 

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 shows 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.   

The AG pointed out 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 Kahle took issue with the Effron-proposed 
adjustments, asserting that his includes “all of the Companies’ budgeted capital 
expenditures rather than a single project as does Mr. Effron.”  The AG pointed out that 
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, 
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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. 

(d) Commission Analysis and Conclusion 

The Commission finds that North Shore and Peoples Gas presented sufficient 
evidence supporting their Utility Plant in Service in rate base.  They did not object to 
Staff’s adjustment in which they updated their forecasted plant additions in their rebuttal 
testimony and Staff did not see the need for a further, separate adjustment.  The 
Commission finds that the Utility Plant in Service as adjusted is approved.   

(2) Capital Additions Related to Accelerated Main 
Replacement – AMRP (PGL) 

(a) Utilities 

TECHNICAL EXCEPTION NO. 1 

Peoples Gas argues that GCI witness Mr. Effron’s adjustment should be rejected 
as it is based on a flawed premise that Peoples Gas will not complete the work 
scheduled for 2011, and thus, this under-spending will carry over into the test year.  In 
surrebuttal testimony, Peoples Gas witness Mr. Hayes explained that Peoples Gas 
initially treated the 2011 AMRP expenditures of $123.4$124.3 million as if they would be 
expended evenly over the course of 2011 and budgeted accordingly.  However, these 
expenditures instead reflected a bell shape curve, with fewer costs being incurred in the 
early and late months of the year and the peak expenditures being in the middle 
months, which represent the peak construction months.  NS-PGL Ex. 42.0 at 4.  The 
record demonstrates that for 2011, the first year of the 20 year AMRP, Peoples Gas has 
experienced the normal transition or “learning curve” with the ramp up of activities such 
as design, permitting, staffing of key positions, construction contract bidding, etc., that 
have slightly delayed the expenditures so far this year.  Id. at 4-5.  By the end of May 
2011, there has been a ramp-up of the AMRP expenditures which are expected to climb 
dramatically for the remainder of 2011 and 2012.  NS PGL Ex. 24.0 at 6.   

Peoples Gas maintains that even though fewer costs were expended in the early 
months of 2011, it fully intends to achieve the forecasted 2011 expenditures for AMRP 
as is demonstrated by: (1) Peoples Gas has contracted with four installation contractors 
to install over 180 miles of new mains and over 16,000 services in 2011; and (2) 
Peoples Gas crews are ramping up to complete over 24,000 meter sets in 2011.  
Additionally, Peoples Gas states that it has a contingency plan in place should 
circumstances prevent it from completing this work, which includes the installation of 
approximately 4 miles of high pressure piping inclusive of the tie-in to the natural gas 
transmission line along with the necessary valves and regulators.  Id. at 5. 

Furthermore, Peoples Gas argues that GCI’s argument that any under spending 
in 2011 will affect 2012 spending is purely speculation and without merit.  2012, the 
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second year of the AMRP, will benefit from the lessons learned from 2011 and Peoples 
Gas expects a much earlier start for the 2012 construction year.  Id. at 5.  

TECHNICAL EXCEPTION NO. 2 

Finally, Peoples Gas states that if the Commission determines to approve the 
GCI adjustment—which Peoples Gas submits it should not—Peoples Gas would have 
to limit its capital expenditures to what the Commission allows for the 2011-2012 period.  
Peoples Gas still plans to spend the revised 2011-2012 total amount on AMRP that is 
reflected (subject to the average rate base method) in its surrebuttal.  NS-PGL Ex. 42.0 
(entire).  However, Peoples Gas cannot do so if that means being denied millions of 
dollars of recovery of the costs of the AMRP for this period, and instead, in that event, 
Peoples Gas would have to limit the 2011- 2012 expenditures to what the Commission 
allows, resulting in delay and higher costs.  NS-PGL Ex. 17.0 at 14-15.  Based on GCI’s 
original proposed reduction of $129 million of AMRP costs (gross amount) in 2011 2012 
(GCI Ex. 2.0 Corr. at 6), Peoples Gas would lose approximately $11 million per year 
until the implementation of rates after its next rate case.  NS-PGL Ex. 17.0 at 14.  The 
disallowance of these costs from rate base would delay customer benefits, such as 
safety and reliability, as described by Mr. Hayes.  PGL Ex. 8.0 at 12-13. 

(b) Staff 

Staff notes that GCI witness Effron proposed an adjustment to rate base for the 
rate of accelerated main replacement being slower than forecasted.  Staff did not find 
fault with Mr. Effron’s proposal, but finds its own analysis to be more appropriate.  
Staff’s analysis included all of the Companies’ budgeted capital expenditures rather 
than a single project as Mr. Effron’s does.  Staff Ex. 10.0, p. 15.  While not individually 
identified, the accelerated main replacement project would be included in Staff’s overall 
analysis.   

Although Staff would support Mr. Effron’s proposed adjustment, the Companies 
have accepted Staff’s adjustment.  NS-PGL Ex. 40.0 CORR., pp. 3 – 4.  Accepting both 
Staff’s and Mr. Effron’s adjustments could result in double counting.  If the Commission 
were to accept Mr. Effron’s proposed adjustment, all or a portion of Staff’s adjustment to 
forecasted plant additions should be removed from People Gas’ revenue requirement. 

(c) AG 

See Section IV.C.1.a.i., supra.   

(d) CUB-City 

CUB-City recommended an adjustment to reflect the Utilities’ forecasted plant 
additions related to the 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 
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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 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 
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 that it 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. 

(e) Commission Analysis and Conclusion 

The Commission finds that Staff’s analysis which included all of the Companies’ 
budgeted capital expenditures rather than a single project is more appropriate than Mr. 
Effron’s proposed adjustment.  The Companies have, in fact, accepted Staff’s 
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adjustment.  Staff notes that it did not find fault with Mr. Effron’s proposal, but realizes 
that accepting both Staff’s and Mr. Effron’s adjustments could result in double counting.  
The Commission agrees and finds Staff’s adjustment more satisfactory.   

b) Capitalized Incentive Compensation 

(1) Utilities 

See Section V.C.1., infra.   

(2) Staff 

See also Section V.C.1., infra.   

c) Non-Union Wages  

(1) Utilities 

See Section V.C.2., infra.   

(2) Staff 

See also Section V.C.2., infra.   

d) Original Cost Determination as to Plant Balances as of 
December 31, 2009 

(1) Utilities 

The Utilities argue that the Commission should approve the $411,643,000 
original cost of plant for North Shore at December 31, 2009 and the $2,667,949,000 
original cost of plant for Peoples Gas at December 31, 2009, as reflected on each 
utility’s Schedule B-5, Page 1 of 2, as the original costs of plant.  NS Ex. 7.0 at 15-16; 
PGL Ex. 7.0 at 17-18; NS-PGL Ex. 23.0 Corr. at 24-25; NS-PGL 40.0 Corr. at 12. 

According to the Utilities, Staff’s proposed adjustment to the original cost finding 
is inappropriate because incentive compensation is a contested issue in this proceeding 
and an issue on appeal for both the 2007 and 2009 Utilities rate cases.  If the Utilities 
were to prevail on appeal, the Commission would have inappropriately reduced their 
original cost of plant.  NS PGL Ex. 23.0 Corr. at 24-25. 

The Utilities maintain that if, however, the Commission decides to accept Staff’s 
adjustments to the original cost determination, then the Commission’s final Order should 
specify that if a decision in the Appellate Court or another court or a Commission 
decision on remand or in any other proceeding results in the plant in question being 
approved, then the original cost amounts should be restored to their full amounts of 
$2,667,949,000 original cost of plant for Peoples Gas and $411,643,000 original cost of 
plant for North Shore. 

In the Utilities’ Reply Brief they note that the Appellate Court in Madigan v. Illinois 
Commerce Comm’n., Case Nos. 1-10-0654, 1-10-0655, 1-10-0936, 1-10-1790, 1-10-
1846, and 1-10-1852 (slip op. of September 30, 2011, (“Madigan”) has recently denied 
the Utilities’ appeal in regards to the issue of concern here and that in the interests of 
narrowing the issues, the Utilities are willing to accept Staff’s reduced figures, if the 
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Commission’s Order further provides that this is without prejudice to the Utilities’ 
seeking approval of higher figures in the event of a decision by the Supreme Court of 
Illinois or the Appellate Court that reverses in whole or in part the past capitalized 
incentive compensation disallowances.  Absent such a proviso, the Utilities, in the 
alternative, recommend that their figures be approved.   

(2) Staff 

Staff argues that the Commission should approve $411,521,000 and 
$2,667,300,000 as the original cost determination of plant-in-service for North Shore 
and Peoples Gas, respectively, as of December 31, 2009.  The original costs 
recommended by Staff are less than the Companies’ proposed original costs because 
Staff does not include costs previously disallowed by the Commission.  The 
Commission has disallowed capitalized incentive costs in Docket Nos. 07-241/0242 and 
09-0166/0167 (“Peoples 2007” and “Peoples 2009”).  The Companies argue that the 
disallowed costs should be included in original costs because the disallowed costs are 
contested issues on appeal for both the 2007 and 2009 rate cases.  However, this 
would have the Commission contradict its own findings.  Under the PUA the pendency 
of an appeal does not of itself stay or suspend a decision of the Commission. 220 ILCS 
5/10-204. Therefore, the Commission should adjust original costs in accordance with its 
orders in those previous dockets.  Staff Ex. 1.0 and 10.0, pp. 19 – 20.   

Staff notes on page 6 of its Reply Brief that it has come to its attention that its 
proposed reductions to original costs (Staff Ex. 1.0 and 10.0, pp. 19 – 20) include 
adjustments from Peoples 2009 which applied to those proceedings 2010 test year.  
Staff states that since the original costs in the instant proceeding are as of December 
31, 2009, it would not be appropriate at this time to make a reduction to the December 
31, 2009 balance for adjustments that pertain to a subsequent period.  As a result, for 
North Shore, the Company’s proposed original cost of $411,643,000 (NS Ex. 7.0, p. 2) 
should be reduced by $27,000.  For Peoples Gas, the Company’s proposed original 
cost of $2,667,949,000 (PGL Ex. 7.0, p 2) should be reduced by $166,000.   

(3) Commission Analysis and Conclusion 

The Commission finds without prejudice that the Utilities have accepted Staff’s 
reduced figures.   

2. Materials and Supplies – Computation of Associated Accounts 
Payable 

a) Utilities 

The Utilities’ direct case included in rate base Materials and Supplies offset by 
the related Accounts Payable.  NS. Ex. 7.0 at 7; PGL Ex. 7.0 at 7. 

The Utilities did not contest GCI witness Mr. Morgan’s methodology to compute 
accounts payable associated with Materials and Supplies, which is a two-year 
composite percentage of the monthly debits to materials and supplies accounts that is 
applied to the test year, as corrected by Utilities witness Mr. Hengtgen.  NS-PGL Ex. 
23.0 Corr. at 11-12; GCI Ex. 6.0 at 2.  The Utilities argue that Staff’s methodology for 
computing improperly uses a lead time in days from the Cash Working Capital (“CWC”) 
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lead-lag study to calculate what Staff refers to as “reasonable level of costs that would 
be included in Accounts Payable.”  Staff Ex. 3.0 at 27.  

The Utilities maintain that the CWC lead-lag study is prepared to determine the 
level of cash working capital a utility requires to finance its day to day operations.  The 
CWC requirement is included in a utility’s rate base.  NS Ex. 7.0 at 16-17; PGL Ex. 7.0 
at 18-19.  The CWC requirement does not affect any other rate base component.  A 
lead-lag study measures the amount of time in days that on average it takes a utility to 
pay for its other operation and maintenance expenses, such as Material and Supplies.  
Thus, according to the Utilities, the lead-lag study only applies to expenses and not the 
portion of the purchases that are included in material and supplies and already are a 
component of rate base.  However, the accounts payable offset is intended to measure 
the amount of materials and supplies, a rate base item, at month end for which payment 
has not yet been made. 

The Utilities assert that as a result, Staff’s calculation computes an amount of 
accounts payable by utilizing a time period in days.  They maintain that the two are not 
related and a time period is not an appropriate measure to reflect an amount of 
accounts payable at month end.  NS-PGL Ex. 23.0 Corr. at 12. 

b) Staff 

Staff argues that the Commission should accept its adjustment to reflect a more 
reasonable amount for the accounts payable for materials and supplies inventory.  Staff 
maintains that its adjustment is more reasonable because it is based on actual 
purchases and takes into account the results of the Companies’ lead/lag studies. Staff 
Ex. 3.0, Corrected, p. 27. 

The Companies in their rebuttal testimony accepted an adjustment proposed by 
GCI witness Morgan, albeit with minor calculation corrections. NS-PGL Ex. 23.0, p. 11.  
Staff believes that while GCI witness Morgan’s adjustment is an improvement over the 
Companies’ proposal, Staff’s adjustment more accurately reflects the accounts payable 
balance for material and supplies inventory. 

According to Staff, Mr. Morgan’s proposal uses the amount of purchases each 
month as a proxy for accounts payable balances which he then averages over 13 
months; this proposal assumes that payment is made in 30 days.  However his 
assumption regarding 30 days for repayment is flawed.  The evidence indicates that 
payment is made in 42.44 days and 46.62 days for NS and PGL, respectively (Staff Ex. 
12.0 Corrected, p. 19) not 30 days.  Staff’s adjustment is based on the 42.44 days and 
46.62 days supported by the record and should be approved.  If the Commission does 
not accept Staff’s proposed adjustment, then it should consider Mr. Morgan’s 
adjustment as an alternative, since it is an improvement over the Companies’ proposal. 

c) Commission Analysis and Conclusion 

The Utilities in their rebuttal testimony accepted GCI witness Mr. Morgan’s 
adjustment with minor calculation corrections.  Staff states that although Mr. Morgan’s 
adjustment is an improvement over the Utilities’ proposal, Staff’s adjustment more 
accurately reflects the accounts payable balance for material and supplies inventory.  
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The Commission finds Mr. Morgan’s methodology to compute accounts payable 
associated with Materials and Supplies is reasonable and should be approved.   

3. Gas in Storage – Computation of Associated Accounts 
Payable 

a) Utilities 

The Utilities maintain that Gas in Storage is an asset in rate base which the 
Utilities have offset with related accounts payable based on Commission treatment 
established in their last two rate cases.  NS Ex. 7.0 at 7; PGL Ex. 7.0 at 7.  Consistent 
with the methodology that was approved by the Commission in the Utilities’ 2009 rate 
case, the Utilities state that they calculated the associated accounts payable offset 
amount associated as the net increase in the monthly Gas in Storage balance.  NS Ex. 
7.0 at 12; PGL Ex. 7.0 at 14. 

According to the Utilities, Staff’s computation of associated accounts payable is 
flawed because it does not reflect that the Utilities’ use the Last-In First-Out (“LIFO”) 
method to account for Gas in Storage Inventory.  The LIFO accounting method means 
that as the Utilities purchase gas to serve customers, the last gas in (purchased) is the 
first gas out (to customers).  Thus, based on the LIFO method, the Utilities do not reflect 
current year gas purchases in inventory until the beginning of the year volume of gas is 
restored or replenished back into inventory.  In other words, as demand for gas exceeds 
purchases and gas in inventory is withdrawn, gas is restored to previous LIFO layers 
before current year purchases are reflected in Gas in Storage Inventory.  The Utilities 
argue that for both Peoples Gas and North Shore, this does not occur in the test year 
until August.  From August to November, an amount for current year purchases is 
reflected in the end of the month inventory balance.  NS-PGL Ex. 23.0 Corr. at 9; NS-
PGL Exs. 23.6N and 23.6P.  That is consistent with the Utilities’ methodology, whereby 
the average in the increase in test year monthly balances of Gas in Storage is used as 
the accounts payable offset.  The Utilities maintain that its methodology is conservative 
in that it begins in April 2012 for both Utilities (see NS Ex. 7.1 at p. 2; PGL Ex. 7.1 at p. 
2) even though the gas purchases are not projected to be recorded to Gas in Storage 
until August 2012.   

However, according to the Utilities, Staff’s methodology calculates accounts 
payable amounts for all months of the test year except January, 2012.  NS-PGL Exs. 
23.6N and 23.6P show that for the months January through July and December, the 
dollar value of gas that comprises the ending balance of Gas in Storage is related to 
inventory purchased years ago – not the test year.  To assign an amount of outstanding 
accounts payable related to gas that was purchased in years prior to the test year is 
improper.  NS-PGL Ex. 23.0 Corr. at 9. 

They argue further that Staff’s reliance on the Ameren Illinois methodology used 
in its current rate cases, ICC Docket Nos. 11-0279/0281 (cons.), is misplaced because 
Ameren Illinois uses a different accounting method for Gas in Storage.  NS-PGL Ex. 
23.0 Corr. at 9-10; NS-PGL Ex. 23.15.  Instructive is the methodology used in ICC 
Docket No. 08 0383, Northern Illinois Gas Company’s (“Nicor”) last rate case.  Nicor, 
which uses the LIFO accounting method for Gas in Storage, proposed a similar 
methodology as the Utilities have proposed in this proceeding and it was uncontested in 
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Nicor’s rate case.  NS-PGL Ex. 23.0 Corr. at 10.  See also Northern Illinois Gas Co., 
ICC Docket No. 08-0363 (Order Mar. 25, 2009), p. 16.  Noteworthy is that GCI witness 
Mr. Morgan proposed a similar adjustment as Staff’s regarding associated accounts 
payable for Gas in Storage.  GCI 1.0 Corr. at 10-11.  However, upon learning that the 
Utilities account for Gas in Storage using the LIFO method, Mr. Morgan withdrew his 
adjustment, stating “Given the Companies’ accounting method, my adjustment would be 
inappropriate.”  GCI Ex. 6.0 at 2; see also NS-PGL Ex. 23.13. 

Finally, the Utilities argue that Staff’s calculation here is also flawed because it is 
based on the lead-lag study.  The lead-lag study is prepared to determine the level of 
Cash Working Capital a utility requires to finance its day to day operations.  The CWC 
requirement is included in a utility’s rate base.  NS Ex. 7.0 at 16-17; PGL Ex. 7.0 at 18-
19.  The CWC requirement simply does not affect any other rate base component.  A 
lead-lag study measures the amount of time in days that on average it takes a utility to 
pay for its gas costs expenses.  The Utilities conclude that thus the lead-lag study only 
applies to expenses and not the portion of the purchases that are included in inventory 
and already are a component of rate base.  However, the accounts payable offset is 
intended to measure the amount of Gas in Storage Inventory, a rate base item, at 
month end for which payment has not yet been made.  As a result, the Utilities argue 
that Staff’s calculation computes an amount of accounts payable by utilizing a time 
period in days.  The two are not related and a time period is not an appropriate measure 
to reflect an amount of accounts payable at month end.  NS PGL Ex. 23.0 Corr. at 11. 

b) Staff 

Staff argues that the Commission should accept its adjustment to reflect a more 
reasonable amount for accounts payable for gas in storage inventory.  Staff believes 
that its method of estimating the level of accounts payable associated with Gas in 
Storage is more accurate than the Companies’ method because it reflects the actual 
purchases and payments for gas placed into storage by the Companies.  The 
Companies’ estimates presented on Schedule B-1.1 for each utility reflects amounts for 
accounts payable only in months in which the inventory balance increases; for those 
months of declining balances, no amount is included for accounts payable.  Company 
Schedule F-8 clearly shows that injections are made every month of the year, thus 
accounts payable associated with gas in storage are created every month, not just in 
those months where the inventory balance reflects a net increase. Staff Ex. 3.0 
Corrected, p. 28 and Schedules 3.5N and 3.5P. 

The Companies argue that Staff’s adjustment is incorrect because it does not 
consider that the Companies account for gas in storage by the LIFO method of 
accounting for inventory. NS-PGL Ex. 23.0, p. 8.  In response, Staff indicated that the 
method of accounting for inventory does not impact the balance recorded as accounts 
payable. Staff Ex. 12.0 Corrected, pp. 22-23.  Staff also provided an explanation of the 
LIFO method of accounting for inventory and the mechanics of the LIFO Liquidation 
Credit which results from that accounting method based on the Companies’ discovery 
responses. Id., pp. 21-22.  The Companies did not take issue with Staff’s 
characterization of that accounting.  Due to the Companies’ argument regarding the 
LIFO method of accounting for inventory, Staff considered using the 12-month average 
of the LIFO Liquidation Credit as a proxy for the accounts payable, since those amounts 
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are the liabilities recorded on the books of the Utilities that are a direct result of the LIFO 
method of inventory valuation.  However, Staff’s proposals for accounts payable which 
are based on the actual gas purchases and the delay in payment for those purchases 
are more accurate representations of the accounts payable associated with gas in 
storage inventory. Id., p. 23. 

Staff argues that the Companies are the only party to take issue with its 
adjustment in testimony.  GCI witness Morgan initially proposed an adjustment to 
accounts payable associated with gas in storage inventory similar to his proposal for the 
accounts payable associated with Materials and supplies inventory.  Mr. Morgan 
withdrew his adjustment in rebuttal testimony. GCI Ex. 6.0, p. 2.  

c) Commission Analysis and Conclusion 

The Commission accepts the Utilities’ methodology for calculating accounts 
payable associated with Gas in Storage inventory.  We find that the Utilities’ use of the 
LIFO accounting method for Gas in Storage is instructive.  Nicor, which also uses the 
LIFO accounting method for Gas in Storage, proposed a similar methodology that went 
uncontested in its 2008 rate case.  Further, in these dockets GCI witness Mr. Morgan 
who proposed a similar adjustment as Staff’s regarding associated accounts payable for 
Gas in Storage withdrew his adjustment as inappropriate based upon the Utilities’ use of 
the LIFO method.  The Commission accepts the Utilities’ methodology.   

4. Cash Working Capital 

Cash working capital is the amount of funds required to finance the day-to-day 
operations of a utility.  The CWC requirement is included in each of the Utilities’ rate 
bases for ratemaking purposes.  NS Ex. 7.0 at 16-17; PGL Ex. 7.0 at 19.  To determine 
the cash working capital requirement, a lead lag study analyzes the differences between 
the revenue lags and the expense leads of a utility.  Three broad categories of leads 
and lags are considered: (1) lag times associated with the collection of revenues owed 
to the utility; (2) lag and lead times associated with the collection and payment of what 
are commonly called “pass-through” taxes and “energy assistance charges” and (3) 
lead times associated with the payments for goods and services received by the utility.  
NS Ex. 7.0 at 17; PGL Ex. 7.0 at 20.  The Utilities note that they performed a lead-lag 
study closely conforming to the methodology adopted by the Commission in the 2007 
and 2009 rate cases.  NS Ex. 7.0 at 18; PGL Ex. 7.0 at 21. 

a) Pass-Through Taxes 

(1) Utilities 

According to the Utilities, the only contested aspect of its lead-lag cash working 
capital study relates to pass-through taxes and energy assistance charges.  The Utilities 
add pass through taxes and energy assistance charges to customer bills and then are 
required to remit the funds to various local and state governmental agencies.  These 
taxes and charges are not recorded as revenue or expense on the income statement, 
but their collection and payment cause a timing difference in the cash flow that needs to 
be accounted for.  NS Ex. 7.0 at 21; PGL Ex. 7.0 at 24.  In approving the Utilities’ 
expense leads and revenue lags in the 2009 rate cases, the Commission acknowledged 
and found that: “If shareholders make a payment because the money has not yet been 
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received from ratepayers, then this amount is appropriately contained in the calculation 
of cash working capital.”  Peoples 2009, p. 24. 

Lags for Pass-Through Taxes and Energy Assistance Charges 

In a lead-lag study, the revenue lag measures the number of days from the date 
service was rendered by the Utilities until the date payment was received from 
customers and such funds become available to the Utilities.  NS Ex. 7.0 at 19; PGL Ex. 
7.0 at 22.  Pass-through taxes and energy assistance charges are included on the 
monthly bills and payments are received for these amounts at the same time as all other 
cash from its customers, therefore the lag for the collection of pass-through taxes and 
energy assistance charges is identical to the revenue lag.  NS Ex. 7.0 at 22; PGL Ex. 
7.0 at 25. 
 

The Utilities argue that Staff’s proposal to reduce the revenue lag to zero for 
pass-through taxes and energy assistance charges must be rejected.  The Utilities note 
that the Commission specifically rejected Staff’s argument in the Utilities’ 2009 rate 
case, stating:   

The Utilities have appropriately used a methodology that 
matches what the Commission approved in the Utilities’ last 
rate cases. The evidence shows that the Utilities addressed 
the actual lags and leads for pass-through taxes in their 
study.  Staff‘s proposal, however, would in effect find that the 
Utilities are holding customers’ money for 50.3 days 
(Peoples Gas) and 74.82 days (North Shore). Tr. at 750. The 
evidence does not support this.  It appears that Staff's 
approach improperly ignores the time between when 
customers are billed for pass through taxes and when the 
pass through taxes are remitted to the Utilities. 

Peoples 2009, p. 24 (emphasis added).  Further, Staff agrees that the terms upon which 
the Utilities remit taxes and charges have not changed since the 2009 rate cases.  
Kahle Tr. 8/30/11 at 271-272.  Staff’s methodology must be rejected again as it is not 
supported by the record.   

The Utilities argue that Staff’s argument that because cash received from 
customers for pass-through taxes is not a payment for utility service, there should be no 
revenue lag should be rejected for several reasons.  First, Staff is incorrect.  Utilities 
witness Mr. Hengtgen explained in his rebuttal testimony the types of pass-through 
taxes and energy assistance charges and that these taxes and charges were taxes or 
charges imposed by law on either the Utilities or the customers and were either 
collected through a separate charge prescribed by law or described within the statute as 
a charge for utility service.  NS-PGL Ex. 23.0 Corr. at 17-18; 305 ILCS 20/13(e) (“The 
Energy Assistance Charges assessed by electric and gas public utilities shall be 
considered a charge for public utility service.”). 

Second, assuming that Staff is correct that there should be no lag because the 
cash collected for the pass-through taxes and energy assistance charges is not 
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recorded as revenue, and they are not, then there should also be no expense lead 
because the taxes are not recorded as expense either.  Staff’s position is flawed as 
consistent thinking would require that because they are not recorded as expense, they 
cannot have an expense lead either.  The Utilities, in their direct testimony (NS Ex. 7.0 
at 20; PGL Ex. 7.0 at 24), and again in rebuttal (NS-PGL Ex. 23.0 at 19-20), have stated 
that the pass-through taxes are not recorded as revenue or expense but they do create 
timing issues in the collection and payment of the taxes.  That is because the Utilities 
bill customers for the pass-through taxes in their normal billing process, and the 
customers do not pay the bills immediately to the Utilities when they receive their bills.  
Thus, the Utilities appropriately calculated the lead times based on the timing of cash 
flows in and cash flows out.  NS-PGL Ex. 23.0 at 20.  In the 2009 rate cases Order, the 
Commission acknowledged that “If shareholders make a payment because the money 
has not yet been received from ratepayers, then this amount is appropriately contained 
in the calculation of cash working capital.”  Peoples 2009, p. 24.  Staff does not 
disagree.  Kahle Tr. 8/30/11 at 269-270.  However, Staff continues to eliminate the cash 
flow in part of the timing difference but does not correct or adjust downward the lead 
(cash flow out).  Staff’s proposal would indicate that the Utilities collect and hold most of 
the pass through taxes and energy assistance charges for an extremely long period of 
time before remitting them to the appropriate taxing jurisdiction, which is simply not 
accurate.  Furthermore, under Staff’s proposal, the Utilities would not be in compliance 
with the appropriate statutes and ordinances governing the payment of the pass through 
taxes and energy assistance charges.  NS-PGL Ex. 23.0 Corr. at 20. 

Third, Staff argues that the Commission’s decisions on this issue have “evolved” 
based on its Orders in the following rate cases: Nicor 2008; Ameren Illinois, ICC Docket 
Nos. 09-0306/0307/0311 (cons.)  (Order April 29, 2010) (“Ameren 2009”); and 
Commonwealth Edison Co., ICC Docket No. 10-0467  (Order May 24, 2010) (“ComEd 
2010”).  However, the Commission in the Utilities’ 2009 rate cases Order found that:   

This is a factual question that rests on when a utility must 
make certain payments, such as taxes, and when it receives 
the cash from ratepayers to the make the payments. 
Whether the payments are based on estimate or actual cash 
receipts does not matter. If shareholders make a payment 
because the money has not yet been received from 
ratepayers, then this amount is appropriately contained in 
the calculation of cash working capital. Lead lag studies are 
the method by which this is determined. It is to be expected 
that each utility‘s lead-lag study will show different results 
and, thus, the decision in Nicor 2008 is not controlling. 

Peoples 2009, p. 24 (emphasis added).  Thus, because it is a factual question as to 
when a utility must make certain payments, such as taxes, and when it receives cash 
from customers to make payments, the decisions in Nicor 2008, Ameren 2009, and 
ComEd 2010 are not controlling here.  It is true that the companies in Nicor 2008, 
Ameren 2009, and ComEd 2010 are utilities, a gas utility, a combination gas and 
electric utility, and an electric utility, respectively.  However, electric utilities have some 
different types of taxes imposed on them or their customers, which have different 
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requirements than the taxes being at issue in this proceeding.  Further, each of these 
utilities operates in different parts of the State indicating that there are different 
municipal utility taxes imposed on them or their customers.  Finally, not all utilities remit 
these types of taxes on the same basis.  For example, unlike other utilities, Peoples 
Gas and North Shore remit these taxes based on estimated collections based on an 
agreement that Peoples Gas has with the City of Chicago.  NS-PGL Ex. 40.0 Corr. at 
10-11.  Despite asserting that the Utilities “process pass-through taxes in the same 
manner” as the utilities in Nicor 2008, Ameren 2009, and ComEd 2010 (Staff Ex. 10.0 
Corr. at 10), Staff acknowledged he did not compare the local laws or municipal 
agreements to which Nicor, Ameren or ComEd on the one hand and the Utilities on the 
other hand are subject.  Kahle Tr. 8/30/11 at 274. 

Leads for Pass-Through Taxes and Energy Assistance Charges 

An expense lead represents the time between when a good is received or a 
service is provided and when the Utilities pay for that good or service.  NS Ex. 7.0 at 24; 
PGL Ex. 7.0 at 27. 

Although Staff witness Mr. Kahle initially agreed with the Utilities’ calculation of 
expense leads for pass-through taxes and energy assistance charges, in rebuttal 
testimony, he revised the expense leads for three items, including Energy Assistance 
Charges, Gross Receipts/Municipal Utility and City of Chicago Gas Use Taxes, because 
Utilities witness Mr. Hengtgen “offered a revised number of lead days that [the Utilities] 
collect these pass through taxes before remitting.”  Tr. 8/30/11 at 265; Staff Ex. 10.0 
Corr. at 7-8.  To support his calculations, Mr. Kahle relies on lines 442-451 on page 21 
of Mr. Hengtgen’s rebuttal testimony (NS-PGL Ex. 23.0 Corr.).  Tr. 8/30/11 at 266.  
However, nowhere in Mr. Hengtgen’s direct, rebuttal, or surrebuttal testimonies does he 
offer a revised number of lead days that the Utilities collect these pass-through taxes 
and energy assistance charges before remitting.  In fact, the testimony upon which Mr. 
Kahle relies is actually a criticism of Staff’s methodology for calculating revenue lag 
days for pass through taxes.  Mr. Kahle acknowledged on cross examination that he 
“interpreted [Mr. Hengtgen’s testimony] as being an altered calculation of the expense 
lead days” and that Mr. Hengtgen did not revise lead days for these taxes.  Id. at 266 
267. 

(2) Staff 

Staff argues that the Commission should find that pass-through taxes have a 
revenue lag of zero days.  Staff witness Kahle testified that revenue lag is, generally, 
the time lag between the Companies’ cash outlays for the provision of service to the 
collection of cash from customers.  Staff Ex. 1.0, p. 8. 

Mr. Kahle further explained that Cash Working Capital is the amount of funds 
required from investors to finance the day-to-day operations of the Companies.  Pass-
through taxes are taxes that are added on to ratepayers’ bills and collected by the 
Companies on behalf of a taxing body.  While pass-through taxes are collected through 
the Companies’ billing systems, they are not charges for utility service. Staff Ex. 1.0, p. 
7.   
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Staff maintains that since pass-through taxes are not related to the provision of 
utility services, (i.e. not revenue), there is no lag between a delivery of utility service and 
the receipt of cash from customers.  Accordingly, pass-through taxes cannot have a 
revenue lag.  Staff notes that the Commission has determined that pass-through taxes 
should have a revenue lag of zero in three recent rate cases:  Commonwealth Edison 
Company Docket No. 10-0467; Ameren Illinois Utilities Docket Nos. 09-0309, 09-0307, 
and 09-0311 (Cons.); and Nicor Gas Docket No. 08-0363.  In those cases the 
Commission stated the following: 

In our view, and after our analysis, we agree with Staff‘s 
position. We find it is proper to give the pass-through taxes 
zero revenue lag time in the CWC calculation. The 
fundamental idea lies in the theory that pass-through taxes 
are collected from the ratepayers and merely turned over by 
the Company to the taxing authority. Nicor seems to ignore 
the basic premise upon which CWC is based, as previously 
stated in the 2007 Peoples Gas Rate Case above. Since 
every dollar for pass-through taxes is collected from the 
ratepayers, the inflows and outflows earmarked for these 
taxes should be perfectly balanced. Thus the need for CWC 
should not arise with respect to pass-through tax 
transactions. 

ICC Docket No. 08-0363, Order, March 25, 2009, at 11,  

As an initial matter, the Commission accepts Staff's 
argument that the utility has no "investment" associated with 
pass-through taxes. Since every dollar for pass-through 
taxes is collected from the ratepayers, the inflows and 
outflows earmarked for these taxes should be perfectly 
balanced. Thus the need for CWC should not arise with 
respect to pass-through tax transactions. This conclusion is 
consistent with prior Commission decisions. Nicor Docket 
No. 08-0363 at 11-12. 

Staff distinguishes pass-through taxes from other cash flows 
in that unlike other revenue, pass-through taxes are not 
directly associated with the provision of utility service. The 
Commission believes that Staff makes a legitimate point 
here. The Company would have us believe there is an 
additional and measurable cost to pass-through taxes but 
fails to illustrate how a tax that is completely ratepayer-
funded could generate any costs or expense. This is simply 
not the case. The Commission finds that Staff's proposed 
adjustment to the CWC requirement must be accepted. 
[emphasis added] 

ICC Docket Nos. 09-0306 et al. (Cons.), Order, April 29, 2010, at 54,  



11-0280/11/0281 (cons.) 

26 
 

The Commission agrees with Staff’s interpretation as to the 
EAC/REC and GRT/MUT tax issues. For the EAC/REC tax, 
the utility shall remit all moneys received as payment to the 
Illinois Department of Revenue by the 20th day of the month 
following the month of collection. Under the GRT/MUT tax, 
this ordinance requires ComEd to file a monthly tax return to 
accompany the remittance of such taxes, due by the last day 
of the month following the month during which such tax is 
collected. Both the statute and ordinance requires ComEd to 
remit these pass-through taxes after they have been 
collected from customers. ComEd stated in its briefs that the 
Company correctly pays these taxes in the month following 
activity that occurs in a prior “tax liability” month. The 
Commission concludes that the CWC calculation for 
GRT/MUT pass-through taxes should reflect zero revenue 
lag days and 44.21 expense lead days and zero revenue lag 
days and 35.21 expense lead days for EAC/REC pass-
through taxes as supported by Staff. 

ICC Docket No. 10-0467, Order, May 24, 2011, at 47.   

Staff notes that the Companies’ own witness confirmed that pass-through taxes 
are not revenues.  The Companies’ witness Hengtgen states: “The revenue lag 
measures the number of days from the date service was rendered by Peoples Gas until 
the date payment was received from customers and such funds become available to 
Peoples Gas.”  PGL Ex. 7.0, p. 22.  Mr. Hengtgen made an identical statement 
regarding North Shore Gas.  NS Ex. 7.0, p. 19.  Staff argues that by the Companies’ 
definition, pass-through taxes remitted by ratepayers could not have a revenue lag 
since pass-through taxes do not represent payment for utility services.  Staff maintains 
that in accordance with the Companies’ testimony, the Companies do not include pass-
through taxes as revenue in their revenue requirements. Stated differently, the 
Companies propose to apply a revenue lag to something they themselves do not 
include as revenue. 

Staff surmises that Cash Working Capital is included in rate base to allow 
investors to recover the cost of financing operating expenses until operating revenue is 
collected.  The collection of pass-through taxes is not the recovery of a cost of providing 
service; therefore, pass-through taxes are not included in the revenue requirement.  
Staff holds that because ratepayers provide the financing for pass-through taxes, the 
Commission should not allow a revenue lag for pass-through taxes which would allow 
investors to earn a return on ratepayer provided funds. 

Staff maintains that the Commission should accept the Cash Working Capital 
levels recommended by it on page 11 of Appendices A and B to Staff’s Initial Brief. 

(3) Commission Analysis and Conclusion 

EXCEPTION NO. 5 
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The Commission acknowledges that it approved the Utilities’ expense leads and 
revenue lags in the 2009 rate cases.  We found that the Utilities have appropriately 
used a methodology that matches what the Commission approved in their last rate 
cases and rejected Staff’s proposal.  We also recognize that the terms upon which the 
Utilities remit taxes and charges have not changed since the 2009 rate cases.  Staff 
acknowledges this as well.  The Commission again rejects Staff’s proposal to change 
the cash working capital methodology for pass-through taxes.  Thus, the Commission 
approves the revenue lags and expense leads as set forth in the surrebuttal testimony 
of Utilities witness John Hengtgen.  NS-PGL Ex. 40.4N and 40.4P CORR. 

 

b) Prepayments (Uncontested) 

GCI witness Morgan and Staff witness Kahle each proposed a change to the 
collection lag with respect to prepayments.  GCI Ex. 1.0 Corr. at 7-8; Staff Ex. 1.0 at 9-
10.  In rebuttal testimony, Utilities witness Hengtgen agreed that an adjustment to the 
collection lag was appropriate and accepted Staff’s adjustment.  Mr. Morgan accepted 
the adjustment in rebuttal testimony.  GCI Ex. 6.0 at 3.  The Commission approves the 
adjustment to the collection lag with respect to prepayments as proposed by Staff and 
accepted by the Utilities. 

c) All Other (Uncontested) 

The Utilities, Staff, and GCI agree that the final amount of the Utilities’ CWC 
requirements should be determined based on the revenue and expense levels 
ultimately approved by the Commission in this proceeding.  NS-PGL Ex. 23.0 Corr. at 
15; Staff Ex. 10.0 Corr. at 8; GCI Ex. 6.0 at 3.  Therefore, the Commission determines 
the final amount of the Utilities’ CWC requirements based on the revenue and expense 
levels approved by the Commission elsewhere in this Order. 

5. Retirement Benefits, Net 

a) Pension Asset 

(1) Utilities 

The Utilities state that it is undisputed that “Retirement Benefits, Net” for each 
utility is the sum of its pension asset (its prepaid pension expense) less its “OPEB” 
(other post employment benefits) (also sometimes referred to as “post retirement 
welfare”) liability.  NS Ex. 7.1 at Sched. B-1.2; PGL Ex. 7.1 at Sched. B 1.2; NS Ex. 11.0 
at 12; PGL Ex. 11.0 at 12; GCI Ex. 2.0 at 8.   

The Utilities request Commission approval of “Retirement Benefits, Net” of 
$2,804,000 for North Shore and $68,887,000 for Peoples Gas (updated figures as of 
rebuttal and surrebuttal).  NS-PGL Ex. 40.1N, line 7; NS-PGL Ex. 40.1P, line 7.  In other 
words, the Utilities should be allowed to recover the carrying costs of their prepaid 
pension expense.  That is what including their Retirement Benefits, Net, in rate base, 
would do, while at the same subtracting their OPEB liabilities.  The Utilities submit that 
that would be the correct ruling given the evidence in the record and the applicable law.  
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In the alternative, North Shore requests that the Commission (1) approve 
inclusion in North Shore’s rate base of its recent pension contributions from internally 
generated sources, $4,001,111 and $11,139,238 in 2009 and 2010, respectively, NS 
Ex. 11.0 at 7, less its OPEB liability; or (2) allow North Shore to recover as an income 
item the annual customer benefit (in terms of reduced pension expense in the utility’s 
revenue requirement) of those two pension contributions, i.e., $1,260,000 per year, id., 
while still including the OPEB liability in rate base.   

Finally, further in the alternative, the Utilities request that the Commission 
remove from rate base each utility’s pension asset and its OPEB liability, i.e., its 
Retirement Benefits, Net, to be fair and consistent. 

The Utilities argue that the reason the Commission in the 2007 and 2009 rate 
cases excluded from rate base Peoples Gas’ pension asset and excluded the 
alternative of the Utilities’ pension contributions, and the reason Staff and GCI in the 
instant cases propose the exclusion in rate base of the Utilities’ pension assets and 
North Shore’s pension contributions, is the theory that the pension assets and 
contributions were not funded by investors but instead by customers because the 
source of funds was funds from net cash from operating activities (in particular, the 
collection of customers’ utility bills).  Peoples 2007, p. 36; Peoples 2009, pp. 35-37; 
Staff Ex. 3.0 at 3–7; Staff Ex. 12.0 at 3–4; see also GCI Ex. 2.0 at 8–10; GCI Ex. 7.0 at 
8–9. 

The Utilities maintain that the evidence in the instant cases, including new facts 
elicited by Staff at the evidentiary hearing, does not permit a finding that the pension 
assets and contributions were not funded by investors.  In the 2007 and 2009 rate 
cases (and some other cases), and in Ms. Ebrey’s reasoning, the fact that a utility 
makes pension contributions and creates a pension asset using funds from net cash 
from operating activities has been taken to mean that none of those funds constitute 
capital of the utility.  However, Utilities witness Ms. Phillips pointed out in her rebuttal 
testimony that “net cash from operating activities includes the portion of what customers 
pay on their bills for return of and on rate base as approved during the ratemaking 
process.”  NS PGL Ex. 27.0 at 9.  The Utilities surmise that in other words, part of what 
customers pay is the return of and on past capital investments of the utilities (“return of” 
being depreciation and amortization expense, and “return on” being the rate of return on 
rate base reflected as net income in the revenue requirement).  The fact that the utility 
collects return of and on its capital investments does not mean that those collected 
funds then are not capital of the utility.  The Utilities contend that neither the facts nor 
logic supports that inference, which was refuted by Ms. Phillips.  Moreover, the cross-
examination of Utilities witness Ms. Gast by Staff showed another reason that inference 
is incorrect, i.e., the portion of funds derived from collecting customers’ utility bills that 
ends up as net income is retained earnings and thus is a part of equity.  Gast Tr. 
8/31/11 at 399-400.  According to the Utilities, these facts preclude any finding that the 
use of a portion of net cash from operating activities to make pension contributions and 
create a pension asset is not an expenditure of capital.  These facts were not addressed 
in the 2007 and 2009 rate cases. 

The Utilities state that Ms. Ebrey’s rebuttal did attempt to respond to Ms. Phillips’ 
rebuttal, but, in essence, all that Ms. Ebrey did was claim that Ms. Phillips had not 



11-0280/11/0281 (cons.) 

29 
 

shown a change in facts since the 2007 and 2009 rate cases and state that the 
additional information that Ms. Phillips had supplied did not contradict North Shore’s 
prior data request response about the source of funds for its 2009 and 2010 pension 
contributions.  Staff Ex. 12.0 at 3–4.  The Utilities maintain that neither point refutes or 
even undercuts what Ms. Phillips said.  Moreover, Ms. Phillips’ point about a portion of 
funds collected from customers being return of and on capital investments of the utility 
may not be a change in circumstances, but it is a new fact that was not in evidence and 
thus was not addressed by the Commission’s Orders in the prior cases. 

The Utilities note that Mr. Effron agreed that, by definition, customers’ payments 
of their utility bills cannot be direct contributions to a utility’s pension trust.  Tr. 8/30/11 at 
205. 

The Companies assert that further proof that it is erroneous to infer that use of 
funds from operations cannot be a use of capital is found in the facts that the pension 
assets are part of the Utilities’ balance sheets and, with respect to defined benefit plans, 
which is what is involved here, that the utilities own the assets, with the employees 
being the beneficiaries of the trust.  NS-PGL Ex. 27.0 at 9.  These two facts were raised 
in the past cases, but they remain uncontested. 

The Utilities argue that exclusion of the pension assets from rate base would be 
contrary to law.  The premise that customers, by paying utility bills, somehow should be 
treated as if they had paid for the utility’s assets, also is wrong as a matter of law.  Utility 
customers pay for service, not for the property used to render it.  Board of Public Utility 
Commissioners, et al. v. New York Tel. Co., 271 U.S. 23 (1926). 

Moreover, the Utilities continue, the Supreme Court of Illinois previously has 
rejected a claim that a utility’s rate base should be reduced on the theory that part of it 
was the product of customer supplied funds.  In Citizens Utilities Co. of Illinois v. Illinois 
Commerce Comm’n, 124 Ill. 2d 195, 529 N.E.2d 510 (1988), the Commission in a rate 
case had made a $4,253,953 reduction in plant in a utility’s rate base and reduced its 
depreciation expenses by $403,432, a total of $4,657,385, where the utility’s existing 
rates had incorporated a level of income taxes that resulted in collecting through rates 
$4,657,385 more for income taxes that the utility actually had paid.  Citizens Utilities, 
124 Ill. 2d at 201-202, 529 N.E.2d at 513.  The Commission, on appeal, sought to justify 
the reductions on the basis that the funds that paid for the plant were not investor 
supplied but rather were customer supplied, by virtue of the income tax over recovery.  
Citizens Utilities, 124 Ill. 2d at 203, 204 205, 529 N.E.2d at 513, 514 515.  The Supreme 
Court reversed, finding that the Commission’s reductions constituted improper 
retroactive ratemaking.  Citizens Utilities, 124 Ill. 2d at 203, 206 207, 210 211, 529 
N.E.2d at 515 516, 517 (citing, inter alia, Mandel Brothers, Inc. v. Chicago Tunnel 
Terminal Co., 2 Ill. 2d 205, 117 N.E.2d 774 (1954)).  The Supreme Court stated in part: 

The Commission would derive from those cases the rule that 
a public utility's investors are not entitled to earn a return on 
sums that may be characterized as capital contributions by 
customers. We would note, however, that there was no 
contention made in either of the cited cases concerning 
retroactive ratemaking. The amounts at issue here were 
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recovered by Citizens in past ratemaking orders as part of its 
income tax expense, and the validity of those orders cannot 
now be questioned. 

Citizens Utilities, 124 Ill. 2d at 212, 529 N.E.2d at 518.  The Utilities maintain that 
although the circumstances are not identical, here, too, the Staff and GCI positions are 
based on the premise that customers’ payments of bills under past rates mean that 
customers supplied the funds used to pay for the asset and, therefore, the utility should 
earn no return on the asset.  That is inconsistent with Citizens Utilities. 

The Utilities argue that the decision in Commonwealth Edison Co. v. Illinois 
Commerce Comm’n, 398 Ill. App. 3d 510, 924 N.E.2d 1065 (2d Dist. 2009) (“ComEd 
2009”), does not support denying the Utilities recovery of the carrying costs of their 
prepaid pension expense.  In the rate case Order on Rehearing underlying the relevant 
portion of that Second District decision, the Commission had excluded Commonwealth 
Edison Company’s (“ComEd”) pension asset from rate base but allowed ComEd to 
recover a return at its cost of long term debt on an $803 million contribution to the 
pension plan that was made in 2005 using funds supplied by ComEd’s ultimate parent 
company.  ComEd 2009, 398 Ill. App. 3d at 519 520, 924 N.E.2d at 1079.  ComEd 
appealed, arguing that it should be allowed a return based on its overall cost of capital, 
not its cost of long term debt, but the Second District affirmed, accepting the 
Commission’s argument that ComEd has failed to carry its burden of proving that 
recovery of the $803 million contribution at ComEd’s full cost of capital was reasonable 
or that there was not a less expensive alternative to funding the contribution than that 
full cost of capital.  ComEd 2009, 398 Ill. App. 3d at 521 522, 924 N.E.2d at 1080.  
Thus, the question on appeal in ComEd 2009 did not revolve around whether the funds 
used to contribute to the pension plan were investor-supplied, but around whether 
financing the contribution at the utility’s full cost of capital, rather than its cost of long-
term debt, was proven to be reasonable.  The fact that the ComEd pension contribution 
was funded by its ultimate parent company does not warrant excluding the Utilities’ 
pension assets from rate base.  The Utilities argue that the facts of the instant cases do 
not permit the conclusion that the funding of the pension contributions and pension 
assets are customer supplied.   

The Utilities maintain that although the facts and law support inclusion of the 
Utilities’ pension assets in rate base (i.e., recovery of carrying costs on their prepaid 
pension expense), in the alternative, as to North Shore, the utility should be allowed to 
include its 2009 and 2010 pension contributions in rate base or, alternatively, to recover 
the annual customer benefit of the contributions.   

In addition to the facts referenced above, the Utilities argue that, with respect to 
North Shore’s 2009 and 2010 pension contributions, the level of pension expense in the 
approved revenue requirement set in the 2009 rate cases was about $2.9 million per 
year, much less than the $4,001,111 and $11,139,238 that North Shore contributed in 
2009 and 2010, respectively.  NS-PGL Ex. 27.0 at 10.   

The theory that customers somehow were funding the 2009 and 2010 North 
Shore pension contributions is fallacious for another reason according to the Utilities.  
Neither of the Utilities has recovered its approved rate of return on common equity since 
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2003.  NS Ex. 1.0 at 4; PGL Ex. 1.0 at 4.  Thus, customers were not paying the utility’s 
total costs of service, and it is not logical or fair to infer that they nonetheless were 
funding these pension contributions.   

Finally, the Utilities assert that in ComEd’s 2010 rate case, the Commission 
approved ComEd’s recovery of costs relating to its 2009 pension contribution, which 
was shown to be funded using internally generated funds, although the recovery was 
set at the level of annual customer benefit, while the recovery of ComEd’s 2005 pension 
contribution was continued based on a debt rate of return but reduced on an 
amortization theory.  ComEd 2010 at 50 51, 98.   

Accordingly, the Utilities state that North Shore should recover the carrying costs 
of its 2009 and 2010 pension contributions by including them in rate base or, 
alternatively, should recover as an income item the annual customer benefit (in terms of 
reduced pension expense in the utility’s revenue requirement) of those two pension 
contributions, i.e., $1,260,000 per year.  In either scenario, the OPEB liability still would 
be included in rate base.   

The Utilities argue, in the alternative, if North Shore and Peoples Gas are not 
allowed to recover the carrying costs of their prepaid pension expense, or, in North 
Shore’s case, even to earn a recovery as its 2009 and 2010 pension contributions, then 
their OPEB liabilities should not be included in rate base, either.  The pension assets / 
contributions and OPEB liabilities are similar in nature and should be treated on a 
consistent basis.  NS PGL Ex. 27.0 at 2, 12.  The Commission did not so rule in the 
2007 and 2009 rate cases, but there is no valid factual or legal reason for disparate 
treatment of these items.   

(2) Staff 

Staff argues that the Commission should accept its adjustment to remove the 
Pension Asset and associated ADIT from rate base.  Staff updated the amount of the 
adjustment in rebuttal testimony to reflect the updated actuarial study as it was included 
in the Companies’ rebuttal positions.  The pension asset was created with funds 
provided by ratepayers, thus shareholders should not reap benefits from its inclusion in 
rate base. Staff Ex. 3.0, p. 3  Not only is such a conclusion supported by the evidence in 
the record in this case, it is also consistent with the Commission’s conclusions about the 
pension asset in the 2007 and 2009 PGL rate cases.  In both cases, the Commission 
denied the inclusion in rate base of the pension asset. Staff Ex. 3.0 Corrected, pp. 4-5.  
Staff recognizes that the Commission is not bound by prior decisions: 

Initially we note that the decisions of the Commission are not res judicata. The 
concept of public regulation includes of necessity the philosophy that the 
Commission shall have power to deal freely with each situation as it comes 
before it, regardless of how it may have dealt with a similar or same situation in a 
previous proceeding. Thus like other administrative agencies, the Commission is 
free to change its standards so long as such changes are not arbitrary and 
capricious.   

City of Chicago v. Illinois Commerce Commission, 133 Ill.App.3d 435, 440 (1st 
Dist. 1985) (citations omitted), and that the Commission must decide this case on the 
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evidence in the record (220 ILCS 5/10-103, 10-201(e)(iv)(A)). However, on appeal, 
Commission decisions are entitled to less deference when the Commission drastically 
departs from past practice. Business and Professional People for the Public Interest v. 
Illinois Commerce Comm’n, 136 Ill.2d 192, 228 (1989) (“BPI 1”.  Staff maintains that in 
this case the Companies did not provide any testimony explaining why the Commission 
should decide this issue differently for PGL. Staff Ex. 12.0 Corrected, p. 4. The 
Companies explained that the newly created pension asset for NS was funded from 
normal operating revenues collected from utility ratepayers. Staff Ex. 3.0 Corrected, pp. 
3-4.  While Company witness Phillips opines that customers did not supply the funds for 
the NS pension contribution, no evidence was provided to contradict the evidence 
provided in response to Staff data request TEE 9.02.  The response to that data request 
indicates that the pension contribution results from “internally generated sources” (i.e. 
net cash from operations). Staff Ex. 3.0 Corrected Attachment B.  Company witness 
Phillips also opines that due to pending appeals on this issue in the two prior PGL rate 
cases, the inclusion of the pension asset in the instant rate case is warranted; but she 
provides no new rationale or facts to support why the inclusion is “warranted”. Id., p. 5.  
No Company witness provided surrebuttal testimony on this issue. 

Staff notes that GCI witness Effron agrees with Staff’s position on this issue and 
likewise recommends removal of the pension asset from rate base for both utilities. GCI 
Ex. 2.0, p. 10. 

(3) AG 

The AG asserts that GCI witness Effron 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.  The AG maintains that 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. 

The AG asserts that 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”).  
The AG concludes that Mr. Effron’s adjustments are consistent with the Commission’s 
policy on this issue and the Commission should adopt them.   

(4) Commission Analysis and Conclusion 

The Commission agrees with both Staff and GCI concerning the adjustments to 
rate base made to account for net retirement benefits.  Staff witness Ebrey agreed with 
GCI witness Effron’s approach which removed the Utilities’ respective net pension 
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assets from rate base, but kept the OPEB liabilities in rate base.  Staff and GCI’s 
adjustments are supported by the evidence and remain consistent with the 
Commission’s conclusions about the pension asset in the 2007 and 2009 PGL rate 
cases.  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.   

6. Accumulated Deferred Income Taxes –  

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

(1) Utilities 

The Utilities state that they elected two tax accounting method changes: (1) a 
change in method of accounting related to the determination of unit of property used for 
repairs and retirements (“Repairs Change”); and (2) a non automatic change to the 
capitalization of certain indirect and overhead costs (“Overhead Change”).  Both of 
these tax accounting method changes are not final and are still subject to final rulings by 
the Internal Revenue Service (“IRS”).  The Utilities maintain that because approval of 
these tax accounting method changes is far from certain and in the near term carries 
significantly greater risk than normal issues, they propose that the benefits associated 
with the change be shared 50/50 with their customers.  NS Ex. 7.0 at 14-15; PGL Ex. 
7.0 at 16-17; NS-PGL Ex. 23.0 Corr. at 12-14. 

The Utilities claim that to not recognize that a substantial risk exists with North 
Shore’s and Peoples Gas’ Repairs Change and Overhead Change would send a chilling 
effect to utilities in the future in making such elections before guidance from the 
Treasury Department and IRS is final.  They note that Mr. Hengtgen explained, when a 
utility takes a tax deduction and reflects the impact of the deduction in its financial 
statements, the benefits of that deduction will inevitably be conveyed to customers 
through reduced rates.  However, to the extent an election is subject to a final 
determination after audit or other Treasury action or law change that reverses a utility’s 
position, it usually results in a utility returning the benefit without the ability to recover 
equivalent amounts from customers.  NS Ex. 7.0 at 14-15; PGL Ex. 7.0 at 17.  The 
Utilities maintain that, having made these elections, they simply would like to share, 
50/50, the risks as well as the benefits with the customers.  The Utilities note that Staff 
agrees that the Utilities’ sharing proposal is appropriate.   

Repairs Change 

According to the Utilities GCI witness Mr. Morgan errs in claiming that sharing the 
benefit related to the Repairs Change is unnecessary because there is no significant 
IRS audit risk.  GCI Ex. 1.0 Corr. at 13–14.  The Repairs Change relates to the 
determination of unit of property used for repairs and retirements.  NS Ex. 10.0 at 6-7; 
PGL Ex. 7.0 at 6-7.  Utilities witness Mr. Stabile testifies, the change in tax accounting 
method is based on Internal Revenue Code (“IRC”) Section 263 which provides: “No 
deduction shall be allowed for…Any amount paid out for new buildings or permanent 
improvements or betterments made to increase the value of any property or estate.”  Id. 
at 7.  The Proposed Treasury Regulations issued under this section in 2006 and then 
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again in 2008 provide more detail and generally attempt to define a “unit of property.”  
NS-PGL Ex. 26.0 at 5.  The Utilities maintain that neither the 2006 proposed regulations 
nor the 2008 re-proposed regulations can be relied upon.  Even if they could be relied 
upon, neither the 2006 nor the 2008 proposed regulations included a definition of a unit 
of property for network assets.  Mr. Stabile explains, because of the complexity of the 
issue, the Treasury Department and the IRS have encouraged individual industries to 
work separately within the confines of the Industry Issue Resolution (“IIR”) program.  
The natural gas industry, through the American Gas Association and Interstate Natural 
Gas Association of America, has only in May 2011 initiated the IIR process for the 
industry.  The Utilities note that even if the IIR process is successful, no individual 
company’s method will necessarily be the same as the IIR result or the final Treasury 
regulations issued under IRC Section 263, which would render IIR guidance null and 
void.  The Utilities argue that until final regulations are issued or the IIR process is 
completed, the Utilities’ tax accounting change methodology could vary significantly 
from the IIR resolution or ultimately the Treasury Department’s final regulation; thus, 
there is significant risk.  NS-PGL Ex. 26.0 at 7-8.  Even though more utilities have opted 
to make this election, it in no way lessens this risk – either a utility’s methodology will 
comply with the IRS final regulations 100% or 0% or someplace in the middle.   

The Utilities find that even if the unit of property is reasonable and a company 
has applied that unit of property correctly, the IRS can still challenge a lot of judgment 
and factual information, such as whether amounts incurred that materially increase the 
value or substantially prolong the useful life of any unit of property, adapt the property 
for a new use, or as part of a plan of rehabilitation, modernization, or improvement to 
any unit of property have been improperly expensed as a repair.  The audit risks in a 
post-change environment are going to be extremely significant until the IIR is concluded 
and final regulations issued.  Id. at 9.   

The Utilities contend that the Commission has addressed the risk associated with 
the Repairs Change.  In ComEd’s 2010 rate case, ICC Docket No. 10-0467, Illinois 
Attorney General and Citizens Utility Board witness Mr. Effron made an accounting 
reserve and refunds proposal reflecting the Repairs Change in ADIT, even though 
ComEd had not yet made an election.  ComEd 2010 at 114.  In its final Order, the 
Commission stated, with respect to ComEd’s decision not to elect to make the Repairs 
Change: 

The Commission cannot conclude that ComEd’s cautious behavior 
with the IRS, without more, is an act of imprudence. The Commission also 
cannot conclude that only ComEd’s shareholder will benefit when and if 
ComEd elects to use this new tax procedure. As Staff points out, when the 
IRS issues guidelines on this new procedure, and when ComEd avails 
itself of this procedure, (providing it proves to be beneficial) ratepayers will 
benefit in the future. Additionally, ComEd used a historic test year. As 
Staff points out, any change regarding the IRS will not occur during the 
test year. The Commission therefore declines to adjust ComEd’s rate base 
in the manner that Mr. Effron recommends. 

ComEd 2010 at 114.  The Utilities argue that if the Commission recognized that 
there were risks to ComEd, and that the issue had not developed to a more certain 
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level, it is clear that the Utilities likewise have risk with the method changes.  The 
Utilities assert that the 50/50 sharing of the benefit associated with the Repairs Change 
is appropriate and Mr. Morgan’s arguments are without merit. 

Overhead Change 

The Utilities suggest that GCI witness Mr. Effron errs in proposing to reflect 100% 
of the benefit associated with the Overhead Change in ADIT because he claims that the 
associated risk is not significant.  GCI Ex. 2.0 at 11–13.  Utilities witness Mr. Stabile 
explained, the Overhead Change has its genesis in the Simplified Service Cost Method 
(“SSCM”) contained in the Treasury Regulations relating to IRC Section 263A, Uniform 
Capitalization Rules.  In 2001, utilities began to elect the SSCM, which at the time could 
be made automatically.  However, by 2003 as the number of utilities making the election 
increased, the IRS removed this election from the list of elections that could be made 
automatically and ultimately changed the applicable regulations disallowing the use of 
SSCM for any property with a life of more than three years.  The implementation of the 
revised regulations disallowing use of the SSCM by utilities was abnormally harsh in 
that it required an immediate change in accounting in the middle of a tax year with no 
estimated payment relief.  NS-PGL 26.0 at 10-12. 

Further, the Utilities explain, the IRS has designated this election a Tier 1 issue.  
The Large Business and International (“LB&I”) Division of the IRS adopted a compliance 
issue tiering strategy in 2006 to ensure that high-risk compliance issues are properly 
addressed and treated consistently across the division for all LB&I taxpayers that are 
involved in the issue.  Thus, it provides a consistent framework for identifying, 
prioritizing and addressing significant compliance risks in a nationally coordinated 
manner.  There are three tiers in the strategy, Tier I, Tier II and Tier III. Tier I is defined 
as follows:  

“Tier I - High Strategic Importance. Tier I issues are of high strategic importance 
to LB&I and have significant impact on one or more Industries. Tier I issues could 
include areas involving a large number of taxpayers, significant dollar risk, 
substantial compliance risk or high visibility, where there are established legal 
positions and/or LB&I direction. 

Tier I includes listed transactions as well as other “high-risk” transactions and issues 
that represent LB&I’s highest compliance priorities.” 

NS-PGL 26.0 at 10-12.  The Utilities believe that Mr. Effron’s claim that there is no 
substantial risk is baseless because by definition, as a Tier 1 issue, the Overhead 
Change involves “‘high-risk’ transactions and issues that represent LB&I’s highest 
compliance priorities.”  The Utilities conclude that the 50/50 sharing of the benefit 
associated with the Overhead Change is appropriate and Mr. Effron’s arguments are 
without merit. 

(2) Staff 

Staff does not support GCI’s proposed adjustment related to the Companies’ 
proposed 50/50 risk sharing for ADIT.  Staff believes that having utilities assume all of 
the risk of uncertain tax positions would discourage utilities from taking tax positions that 
have some risk associated with them when such positions are appropriate and could 
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benefit ratepayers.  Staff maintains that the Companies may benefit from ratepayer 
provided “free” or low cost capital in the short term, but if the Companies prevail, 
ratepayers will receive 100% of the benefit of reduced rate base in succeeding rate 
cases.  Staff Ex. 10.0, pp. 23-24. 

(3) AG 

The AG notes that in the Utilities’ Schedules G-5, they 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 in these cases.  GCI 
Ex. 2.0 at 11.  According to AG witness Effron, 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 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.  The AG argues, however, that 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. 

According to the AG, 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.  
The AG maintains that 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.  

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, the AG 
writes. 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. 
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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, the AG points 
out that 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. 

The AG argues that 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. 

(4) CUB-City 

CUB-City recommends that the Commission adopt GCI Witness Morgan’s 
adjustment to the Companies’ ADIT to account 100% for 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 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 
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for tax purposes that would have to be capitalized under current regulations.  Id.  CUB-
City stated that this difference allows deducting 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.  CUB-City 
argue, however, that 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 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.   

CUB-City notes that 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 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 
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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% 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% 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. 

Overhead 

CUB-City averred that the 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 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.   
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(5) Commission Analysis and Conclusion 

The Commission agrees with Staff and the Utilities and finds the Companies’ 
proposed 50/50 risk sharing for ADIT reasonable.  As Staff notes, the Utilities may 
benefit from ratepayer provided free or low cost capital in the short term, but if they 
prevail, ratepayers will receive 100% of the benefit of reduced rate base in succeeding 
rate cases.  We agree that having the Utilities assume all of the risk of uncertain tax 
positions would discourage them from taking tax positions that have some risk 
associated with them when such positions are appropriate and could benefit ratepayers.   

b) Derivative Adjustments from Contested Adjustments 

(1) Utilities 

The Utilities explain that their original Schedule B-9’s show the projected 
balances of Accumulated Deferred Income Taxes at December 31, 2011 and December 
31, 2012, and the average amounts for the test year.  NS Ex. 7.0 at 12; PGL Ex. 7.0 at 
15.  According to the Utilities, other than the contested issues discussed above and 
derivative adjustments from contested plant adjustments, these figures were not 
disputed by any party.  The Utilities note their final amounts are shown in NS-PGL Ex. 
40.1N and 40.1P Corr.   

(2) Staff 

Staff’s position is that once a decision is made on the contested adjustments any 
derivative adjustments fall out of the formulae.  Staff is not aware of any dispute over 
those formulae used to make the derivative adjustments. 

(3) AG 

The AG explains that NS-PGL witness Stabile raises two primary points of 
criticism of Mr. Morgan’s 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 Mr. Effron claimed that 
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. 

The AG responds that 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 “diminished”, if not eliminated.  GCI Ex. 1.0 at 13-14.  The question is whether 
the risk is so high that shareholders should receive 50% of the tax benefit.  The AG 
states that 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. 
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The AG notes that another issue is that excluding 50% 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, according to the AG, shareholders retaining 50% of the ADIT do not 
share any risk.  The AG recommends that the Commission 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.   

(4) CUB-City 

CUB-City contend 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 
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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 generated by the plant additions in 
order to limit shareholder returns only to investments the Company actually has should 
be adopted.  Id. at 6.   

(5) Commission Analysis and Conclusion 

The Commission agrees with Staff that once a decision is made on the contested 
adjustments, any derivative adjustments fall out of the formulae.  There is no dispute 
over those formulae used to make the derivative adjustments.   

D. Accumulated Depreciation (Uncontested Except for Derivative 
Adjustments from Contested Adjustments) 

1. Utilities 

The Utilities state that their original Schedule B-6s show the projected balances 
of Accumulated Depreciation at December 31, 2011, and December 31, 2012.  NS Ex. 
7.0 at 10; PGL Ex. 7.0 at 12–13.  According to the Utilities, other than derivative 
adjustments from contested plant adjustments, these figures were not disputed by any 
party.  The Utilities’ final amounts are shown in NS-PGL Ex. 40.1N and 40.1P Corr.  The 
Utilities believe that the Commission should find that the figures in NS-PGL Ex. 40.1N 
and 40.1P Corr. are reasonable and appropriate, subject to the derivative impacts of the 
Commission’s rulings on the applicable contested adjustments discussed elsewhere in 
this Order. 

2. Staff 

Staff’s position is that once a decision is made on the contested adjustments any 
derivative adjustments fall out of the formulae.  Staff maintains that it is not aware of any 
dispute over those formulae used to make the derivative adjustments. 

3. Commission Analysis and Conclusion 

This is an uncontested issue that depends on the outcome of other issues 
discussed elsewhere in this Order.  The Commission’s conclusions are reflected in the 
Appendices.   

E. Approved Rate Base 

Approved Rate Bases 
(In Thousands) 

 
EXCEPTION NO. 29 

North Shore Peoples Gas 
Gross Utility Plant  $       431,047  $      2,844,752 
Accumulated Provision for Depr. and 
Amort.          (178,720)         (1,152,943)
Net Plant            252,327           1,691,809 
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Additions to Rate Base: 
  Cash Working Capital                3,749                56,942 
  Materials and Supplies                1,785                  8,743 
  Gas in Storage                6,629                61,932 
  Retirement Benefits, Net               (6,746)               (49,533)
  Budget Plan Balances                2,085                19,020 

Deductions From Rate Base: 
  Accumulated Deferred Income Taxes            (60,115)            (308,517)
  Customer Deposits               (2,650)               (29,267)
  Customer Advances for Construction                  (631)                    (549)
  Reserve for Injuries and Damages               (2,181)                 (8,416)
Rate Base  $       194,252  $      1,442,164 
 

North Shore Peoples Gas 
Gross Utility Plant  $       431,439  $      2,849,863 
Accumulated Provision for Depr. and 
Amort.          (178,748)         (1,153,192)
Net Plant            252,691           1,696,671 

Additions to Rate Base: 
  Cash Working Capital                2,198                38,567 
  Materials and Supplies                1,785                  8,743 
  Gas in Storage                6,629                61,932 
  Retirement Benefits, Net               (2,804)              68,887
  Budget Plan Balances                2,085                19,020 

Deductions From Rate Base: 
  Accumulated Deferred Income Taxes            (64,560)            (382,735)
  Customer Deposits               (2,650)               (29,267)
  Customer Advances for Construction                  (631)                    (549)
  Reserve for Injuries and Damages               (2,181)                 (8,416)
Rate Base  $       192,562  $      1,472,853 
 
 

V. Operating Expenses 

A. Overview 

North Shore’s direct case presented base rate operating expenses of 
$68,700,000.  NS Ex. 6.1.  Peoples Gas’ direct case presented base rate operating 
expenses of $512,602,000.  PGL Ex. 6.1.   
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North Shore in its surrebuttal testimony presented revised base rate operating 
expenses of $68,706,000, reflecting adjustments proposed by Staff and GCI with which 
the Utility agreed or accepted in whole or in part and certain updates.  NS-PGL Exs. 
39.1N, 39.2N. 

Peoples Gas in its surrebuttal testimony presented revised base rate operating 
expenses of $500,540,000, reflecting adjustments proposed by Staff and GCI with 
which the Utility agreed or accepted in whole or in part and certain updates.  NS-PGL 
Exs. 39.1P Corr., 39.2P Corr. 

North Shore and Peoples Gas presented evidence concerning their operating 
expenses including the testimony of four witnesses on the following topics:  (1) the test 
year, the overall revenue requirement, operating expenses, operating income, and the 
Gross Revenue Conversion Factor, and underlying calculations and support of various 
components of operating expenses; (2) the test year forecast and associated “Part 285” 
Schedules, significant variances year over year from prior years to the test year in 
amounts recorded in operating expense Accounts, depreciation and amortization 
expense, taxes other than income taxes expense, and intercompany costs; (3) incentive 
compensation program expenses; and (4) employee benefits operating expenses, 
including pensions, OPEB, group insurance, and Integrys Business Support (“IBS”) 
billed benefits.   

B. Uncontested Issues 

1. Physical Gas Losses 

a) Modify Method of Accounting for Physical Gas Losses 
Associated with Manlove Field (PGL) 

In rebuttal testimony, the Utilities accepted Staff’s recommendation that Peoples 
Gas as of January 1, 2012, change its current method of accounting for physical gas 
losses to include its physical losses associated with Manlove in Account 823.  Staff Ex. 
8.0 at 16-20; NS-PGL Ex. 33.0 Rev. at 6-7.  The Commission approves Staff’s 
recommended modification to Peoples Gas’ method of accounting for physical gas 
losses associated with Manlove Field. 

b) Amend Written Procedures for Treatment of Physical 
Losses of Gas from Underground Storage Fields (PGL) 

In rebuttal testimony, the Utilities accepted Staff’s recommendations that Peoples 
Gas (1) collaborate with Staff to develop written procedures for the treatment of physical 
losses of gas from underground storage fields that are agreeable to both Peoples Gas 
and Staff, (2) amend its existing written procedures to account for the use of Account 
823 for physical losses, (3) allow Staff to verify the remaining procedures comply with 
Commission rules, and (4) file its amended procedures on e-docket in this docketed 
proceeding within six months of the date of the Final Order.  Staff Ex. 8.0 at 20-22; NS 
PGL Ex. 33.0 Rev. at 7.  The Commission approves Staff’s recommendations with 
respect to Peoples Gas’ written procedures for the treatment of physical losses of gas 
from underground storage fields. 

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

In rebuttal testimony, the Utilities’ accepted GCI’s proposed adjustment 
decreasing Peoples Gas’ distribution operation and maintenance (“O&M”) expenses 
related to locates, leak surveys, and disconnect expenses.  GCI Ex. 2.0 Corr. at 18-19; 
NS-PGL Ex. 22.0 2 Corr. at 4-5.  The Commission approves GCI’s adjustment.   

b) Building Costs (PGL) 

In rebuttal testimony, the Utilities accepted Staff’s proposed adjustment 
decreasing O&M expenses related to Peoples Gas’ leased property in Elwood, Illinois.  
Staff Ex. 8.0 at 4-5; NS-PGL Ex. 22.0 2 Corr. at 4-5.  The Commission approves Staff’s 
adjustment.   

3. Distribution O&M – Adjustment to Reflect Costs that Should 
Have Been Capitalized Instead of Expensed 

In rebuttal testimony, Peoples Gas made corrections to its rate base and 
operating expenses for $829,000 of Distribution O&M expenses that should have been 
capitalized instead of expensed.  NS-PGL Ex. 22.0 2 Corr. at 20–21.  The corrections 
are uncontested.  The Commission approves Peoples Gas’ corrected figures.   

4. Distribution O&M – Inflation 

GCI’s rebuttal testimony accepted the Utilities’ alternative adjustments for 
distribution O&M expenses inflation.  GCI Ex. 7.0 at 10–11.  The Commission approves 
the Utilities’ alternative adjustments.   

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

In their rebuttal testimony, the Utilities accepted Staff’s adjustment relating to a 
building lease.  NS-PGL Ex. 22.0 2 Corr. at 6.  The Commission approves Staff’s 
adjustment. 

6. Customer Service and Information 

a) Advertising 

Staff’s rebuttal testimony withdrew the portion of Staff’s advertising adjustments 
relating to customer satisfaction research.  Staff Ex 11.0 at 3–4.  The Commission 
approves the Utilities’ advertising expenses relating to customer satisfaction research 
as originally presented. 

7. Administrative & General 

a) Interest Expense on Budget Payment Plan 

In their rebuttal testimony, the Utilities accepted Staff’s adjustment relating to 
interest expense on budget payment plans.  NS-PGL Ex. 22.0 2 Corr. at 5.  The 
Commission approves Staff’s adjustment. 

b) Interest Expense on Customer Deposits 
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In their rebuttal testimony, the Utilities accepted Staff’s adjustment relating to 
interest expense on customer deposits.  NS-PGL Ex. 22.0 2 Corr. at 5.  The 
Commission approves Staff’s adjustment. 

c) Lobbying 

In their rebuttal testimony, the Utilities accepted Staff’s adjustment relating to 
lobbying expense.  NS-PGL Ex. 22.0 2 Corr. at 5.  The Commission approves Staff’s 
adjustment. 

d) Social and Service Club Dues 

In their rebuttal testimony, the Utilities accepted Staff’s adjustment relating to 
social and service club dues.  NS-PGL Ex. 22.0 2 Corr. at 4.  The Commission 
approves Staff’s adjustment. 

e) Civic, Political, and Related 

The parties have neither discussed nor disputed an issue under this heading.   

f) Charitable Contributions - Reclassification of 2012 
Costs 

In their rebuttal testimony, the Utilities corrected the classification of certain 2012 
test year data relating to Accounts 905 and 909, which does not relate to charitable 
contributions, and which has no net impact on their revenue requirements.  NS-PGL Ex. 
22.0 2 Corr. at 20.  This was not contested.  The Commission approves the Utilities’ 
reclassification of certain 2012 test year data relating to Accounts 905 and 909.   

g) Inflation Factor Error-Miscellaneous Expense 

In their rebuttal testimony, the Utilities accepted Staff’s adjustment correcting an 
inflation factor error relating to miscellaneous expense.  NS-PGL Ex. 22.0 2 Corr. at 4.  
The Commission approves Staff’s adjustment.   

h) Employee Benefits – Adjustment to Test Year Pension 
and Benefits Expenses to Reflect Most Recent Actuarial 
Report 

In their rebuttal testimony, the Utilities updated pension and OPEB expenses to 
reflect the most recent actuarial report (which reduced these expenses by an aggregate 
$21,473,000).  NS-PGL Ex. 22.0 2 Corr. at 20–21.  This was not contested.  The 
Commission approves the Utilities’ adjustment to test year pension and OPEB 
expenses to reflect the most recent actuarial report.   

i) Integrys Business Support Benefits Billed Expense 

GCI withdrew its proposed adjustment related to IBS benefits expense.  GCI Ex. 
7.0 at 11.  The Commission approves the Utilities’ IBS benefits expense as originally 
presented.   

j) Advertising 

In their rebuttal testimony, the Utilities accepted the portion of Staff’s advertising 
adjustment not relating to customer satisfaction research.  NS-PGL Ex. 22.0 2 Corr. at 
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7.  The Commission approves the portion of Staff’s advertising adjustment not relating 
to customer satisfaction research.   

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

Staff’s rebuttal testimony accepted the Utilities’ revisions to Staff’s adjustments to 
depreciation expense for 2010 actual plant in service.  Staff Ex. 10.0 at 5–6.  The 
Commission approves Staff’s adjustment as revised by the Utilities. 

9. Current Income Taxes 

a) Bonus Depreciation, Illinois State Income Taxes and Tax 
Accounting Method Changes 

Other than derivative adjustments from uncontested issues associated with 
bonus depreciation deduction for federal income taxes and the increase in Illinois State 
Taxes and the contested tax accounting method changes, these figures were not 
disputed by any party.  The Utilities’ final amounts are shown in NS-PGL Ex. 39.2N and 
39.2P Corr.  The Commission finds the figures in NS-PGL Ex. 39.2N and 39.2P Corr. 
reasonable and appropriate subject to the derivative impacts of the Commission’s 
rulings on the applicable adjustments discussed elsewhere in this Order.   

b) Reclassification of Income Taxes on Charitable 
Contributions 

In their rebuttal testimony, the Utilities corrected the classification of income 
taxes for charitable contributions in the 2012 test year data, which has no net impact 
on their revenue requirements.  NS-PGL Ex. 22.0 2 Corr. at 18–19.  This was not 
contested.  The Commission approves the Utilities’ reclassification of income taxes for 
charitable contributions in the 2012 test year data.   

10. Invested Capital Tax (derivative adjustments) 

In rebuttal testimony, the Utilities accepted Staff’s adjustments to operating 
expenses related to Invested Capital Taxes.  Staff Ex. 1.0 at 16; NS-PGL Ex. 22.0 2 
Corr. at 4-5.  The Commission approves Staff’s adjustments.   

11. Interest Synchronization (derivative adjustments) 

There are no contested issues relating to income taxes as such.  The only 
contested aspects here are the derivative impacts of contested adjustments that affect 
operating income which are discussed elsewhere in this Order.   

12. Updated Inflation Rate 

In their surrebuttal testimony, the Utilities accepted Staff’s adjustments for 
inflation, subject to corrected income tax calculations.  NS-PGL Ex. 39.0 Corr. at 1.  
The Commission approves Staff’s adjustments for inflation, subject to corrected income 
tax calculations.   

13. Rate 4 Revenues (NS) 

In their rebuttal testimony, the Utilities corrected North Shore’s base rate 
revenues under Rate 4.  NS-PGL Ex. 22.0 at 22.  This was not contested.  The 
Commission approves North Shore’s corrected base rate revenues under Rate 4. 
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C. Contested Issues 

1. Incentive Compensation 

The Utilities presented evidence regarding the following: (1) the Utilities design 
their total cash compensation packages (base pay plus target incentive pay) at market 
median based on other energy service companies based on data from Towers Watson, 
a nationally recognized compensation and benefits firm; (2) the Utilities design their total 
compensation programs, including their incentive compensation programs, in order to 
attract and retain a sufficient, qualified, and motivated work force; and (3) attracting and 
retaining such a work force benefits customers by making sure there are enough 
employees to perform needed work, by maintaining and improving the quality of work, 
and reducing the expenses associated with recruiting and retaining new employees.  
E.g., NS Ex. 9.0 & PGL Ex. 9.0 at 2-4.   

The Utilities also offered specific evidence regarding their redesigned 
Non-executive Incentive Compensation Plan.  See NS Ex. 9.0 & PGL Ex. 9.0 at 4-9; 
NS. Ex. 9.1 (Public/Conf.); PGL Ex. 9.1 (Public/Conf.)  The Non-executive Incentive 
Compensation Plan provided for payouts based on the Utilities’ performance against 
certain metrics.  For both Utilities, there is a 50% weighting on a cost-control measure 
under which payout will occur if Non-fuel O&M Expense is kept at or below the target 
amount budgeted for the 2012 test year.  NS Ex. 9.0 & PGL Ex. 9.0 at 5-6.  The Utilities 
explain that this was a change from the metric in the Utilities’ previous plan, which was 
based on meeting a net-income target the Commission held was not shown to be of 
primary benefit to customers, to a cost-side only metric that incentivizes employees to 
control and/or reduce operating costs, which is a metric that the Commission has found 
to be of direct benefit to customers.  Id. at 8-9.   

The other half of the Non-executive Incentive Compensation Plan is based on 
non-financial operation measures with the following weightings for the Utilities:   

Non-Financial Operational Metric 
Peoples 
Gas 

North 
Shore 

OSHA Recordable Incident Rates 15% 15% 

Customer Satisfaction 15% 15% 

System Reliability – Reduction of Leaks 10% 20% 

System Reliability – Reduction in Damages from 
Third Parties as % of Locates 

10% n/a 

NS Ex. 9.0 & PGL Ex. 9.0 at 6.  The Utilities note it likewise chose these non-financial 
operational metrics to incentivize employees to achieve operational goals that the 
Commission has indicated in its previous orders that it would like to see achieved and/or 
that provide benefits to customers.  Id. at 8-9. 

a) Executive Plan 
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(1) Utilities 

The Utilities state that both Staff and GCI seek disallowances for portions of the 
Utilities’ Executive Incentive Compensation Plan.  The proposals can be divided into 
those addressing the Executive Incentive Plan’s diluted Earnings Per Share (“EPS”) 
metric and those related to the plan’s operational metrics.  The Utilities argue that both 
sets of proposed adjustments lack merit.   

With respect to the EPS metric, upon which 70% of this plan is based, both Staff 
and GCI seek the disallowance of the costs based on the EPS metric, alleging that it is 
a financial metric that does not incentivize customer benefits.  See, e.g., Staff Ex. 3.0 
Corr. at 9; GCI Ex. 2.0 at 16.  The Utilities challenge this conclusion.  They argue that 
the actual record evidence demonstrates that the EPS metric can and does incentivize 
the Utilities’ executives to reduce operating expenses, which the Commission has held 
to be of benefit to customers.  Utilities witness Ms. Cleary testified that the EPS metric is 
derived from net income, which is dependent on both revenues and costs, so that 
executive employees have a significant incentive to reduce costs, which will result in a 
higher EPS.  NS-PGL Ex. 25.0 at 5; NS-PGL Ex. 43.0 at 3.  Indeed, both Staff and GCI 
witnesses agreed that, all else being equal, EPS will increase if a utility reduces its 
operating expenses.  Ebrey Tr. 8/30/11 at 226; Effron Tr. 8/30/11 at 202.  Thus, 
customers can benefit from their EPS increasing.  See Effron Tr. 8/30/11 at 202. 

Ms. Cleary testified that the Utilities’ top executives agreed to forego a general 
wage increase in 2009 in order to reduce costs and improve EPS, and that this one 
example alone resulted in a benefit to customers in the amount of $127,082.  NS-PGL 
Ex. 25.0 at 5; NS-PGL Ex. 43.0 at 3-4.  The Utilities maintain that their EPS metric does 
in fact benefit customers, so the costs associated with this metric should be 
recoverable.   

The Utilities mention that with respect to the remaining 30% of the Executive 
Incentive Compensation Plan, which is based on three non-financial operational metrics 
(employee safety, customer satisfaction and environmental impact reductions), Staff 
(but not GCI) seeks additional adjustments.  Staff’s proposed adjustment is based on 
the fact that these operational metrics consider the achievements of all the Integrys 
utilities, including non-Illinois affiliates of the Utilities.  Staff Ex. 3.0 Corr. at 10-11.  Staff 
proposes disallowance of the portion of those costs allocated to the Utilities’ non-Illinois 
affiliates (44% for Peoples Gas and 46% for North Shore).  Id. at 10 and Scheds. 3.2 P 
and 3.2 N.  

The Utilities challenge Staff’s proposed adjustment on grounds that Integrys and 
the Utilities operate on and share a team-based philosophy, whereby Integrys, at the 
corporate level, operates programs that allow each of its affiliates, including Peoples 
Gas and North Shore, access to experts and industry-wide best practices programs that 
each affiliate unlikely would be able to afford on its own.  NS-PGL Ex. 25.0 at 5-6.  In 
her testimony, Ms. Cleary gave specific examples of such programs related to each of 
the Executive Incentive Compensation Plan’s non-financial operational metrics and 
explained how they directly benefit customers in Illinois: 

● A benchmark safety program giving Peoples Gas and North Shore access 
to a specialized team of experts that has led to Peoples Gas and North 
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Shore reducing their OSHA recordable rates from 10.43 to 3.34 and 11.31 
to 2.59 between 2010 and the first quarter of 2011, respectively, Id. at 6; 
NS-PGL Ex. 43.0 at 4-5; 

● Access to J.D. Powers methodologies for improving customer service, 
NS-PGL Ex. 25.0 at 7; NS-PGL Ex. 43.0 at 5; and 

● Access to a team of environmental experts for Peoples Gas and North 
Shore to consult on reducing greenhouse gas emissions.  NS-PGL 
Ex. 25.0 at 7; NS-PGL Ex. 43.0 at 5. 

 The Utilities argue that Ms. Cleary’s uncontradicted testimony is that these 
programs allow Peoples Gas and North Shore to provide benefits to their customers in 
Illinois.  NS-PGL Ex. 25.0 at 7; NS-PGL Ex. 43.0 at 5.  Based on that testimony, the 
Utilities contend that the costs for the incentive compensation metrics related to these 
programs that incentivize the Utilities’ executives to generate those benefits for Illinois 
customers should be recoverable. 

The Utilities also challenge Staff’s additional proposal to further reduce the costs 
related to these operational metrics by 50% because the Executive Incentive 
Compensation Plan provides that payouts for these metrics will be reduced by 50% if 
the EPS threshold is not met.  Staff Ex. 3.0 Corr. at 11.  Contrary to Staff’s assertion, 
this does not call the accuracy of the forecasted costs for these metrics into question.  
The Utilities state that they have presented uncontradicted evidence demonstrating that 
since its formation in 2007, Integrys has consistently met its EPS targets disclosed to 
and relied upon by the financial community.  NS-PGL Ex. 25.0 at 8.  Furthermore, the 
Utilities rely upon the same arguments raised against Staff’s proposal with respect to 
the 70% EPS metric discussed above.   

The Utilities conclude that they should be allowed to recover all their expenses 
related to the Executive Incentive Compensation Plan. 

(2) Staff 

Staff reasons that the Commission should accept its adjustment to limit incentive 
compensation costs to be recovered in base rates to those for which ratepayer benefit 
has been shown.  Staff’s adjustment was broken down into four subparts: (1) 
disallowance of Executive Incentive plan costs related to shareholder-oriented goals, 
Company affiliate-performance goals, and goals tied to financial performance; (2) 
disallowance of Non-Executive Incentive plan costs related to shareholder-oriented 
goals, Company affiliate-performance goals, and goals tied to financial performance; (3) 
disallowance of Stock plan costs related to shareholder-oriented goals; and (4) removal 
of capitalized incentive compensation costs previously disallowed by the Commission.  
The Companies disagree with Staff’s positions under the first three subparts above.  
Staff explains that while reserving their rights under cases pending in the Appellate 
courts, the Companies do not take issue with the amounts of capitalized incentive 
compensation costs previously disallowed by the Commission.   

Staff states that in the Utilities’ overall argument regarding Staff’s disallowance of 
incentive compensation costs, the Utilities describe what the Incentive Plans provide for 
the Utilities: (1) fulfill their need for a portion of compensation to be incentive based; (2) 
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support their philosophy to establish market-based total compensation programs; and 
(3) allow them to be competitive in the labor market. NS-PGL Ex. 25.0, p. 4, Lines 71-
82.  Staff argues that none of these reasons address the ratepayer benefit required by 
the Commission in prior cases for such costs to be recovered from ratepayers. Staff Ex. 
3.0 Corrected, pp. 21-23, Lines 482-564. 

Staff recommends disallowance of 96% and 97% respectively of the Peoples 
Gas and North Shore Executive Incentive compensation Plan costs because: (a)  70% 
of the payout is based upon the achievement of the annual Integrys Group Consolidated 
Diluted Earnings Per Share – Adjusted; (b) 27% of the remaining Executive Plan 
expense is an estimate of the performance goals that are based on the achievements of 
PGL and NS affiliates; and (c) 50% of the balance which is tied to Integrys Energy 
Group’s net income. Staff Ex. 3.0 Corrected, pp. 9-11.   

The Companies counter that since the earnings per share has both a cost side 
and a revenue side, its costs should not be disallowed from recovery.  The Companies 
then offer an example of cost savings (top executives foregoing the 2009 general wage 
increase) (NS-PGL Ex. 25.0, p. 5) but, according to Staff, that “savings” had “de 
minimis” impact on overall costs of each utility or the actual payout under the incentive 
plan. Staff Ex. 12.0 Corrected, pp. 6-7. 

The Companies next explain that comprehensive programs provided at the 
corporate level reap benefits to all the affiliates and thus the costs of the incentive plan 
that may result from the programs should be borne by all the affiliates regardless of the 
benefit to each affiliate on a stand-alone basis. NS-PGL Ex. 25.0, pp. 6-7.  Staff argues, 
however, that the Companies have not indicated the level to which each affiliate 
benefitted from the various programs discussed.   

Finally the Companies argue that Integrys has consistently met its EPS targets 
and it is reasonable to expect that pattern to continue. Id., p. 8.  Staff’s concern is not so 
much whether the target will be met but rather that it must be met in order for the payout 
to not be decreased, thus tying payout again to a financial target. Staff Ex. 12.0 
Corrected, p. 8.   

(3) AG 

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.  The AG notes that 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”).   

The AG states that 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 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 
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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 

The AG notes that 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 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. 

The AG points out that 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.  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.   

The AG states that 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 AG 
concludes that 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.   
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(4) CUB-City 

CUB-City recommend 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. 

(5) Commission Analysis and Conclusion 

EXCEPTION NO. 6 

Approving All Costs Related to EPS Metric 

The Commission finds that in this case, substantial, specific evidence has been 
presented to establish that the EPS metric of the Companies’ Executive Incentive 
Compensation Plan does, in fact, incentivize the Companies’ executives to reduce 
costs, which results in benefits to customers.  All parties – Companies, Staff and GCI – 
agree that all else being equal, EPS will increase if the Companies’ costs are reduced, 
such that an increasing EPS may result in customer benefits.  In addition to this general 
principle, the Companies presented specific evidence proving that this hypothetical 
principle leads to real-world reactions that benefit customers.  Ms. Cleary’s testimony 
demonstrated that this metric incentivized the Companies’ executives to forego a wage 
increase that resulted in a benefit to customers in the amount of $127,082.  Accordingly, 
based on the evidence in the record, the Commission approves the recovery of the 
Executive Incentive Compensation Plan’s costs related the EPS metric. The 
Commission finds that the Utilities should not be allowed to recover all of their expenses 
related to the Executive Incentive Compensation Plan inasmuch as they fail to address 
the ratepayer benefit required by the Commission in prior cases for such costs to be 
recovered from ratepayers.  The Commission agrees with both Staff and GCI in their 
adjustments finding that 70% of the Executive Incentive Plan’s costs weighted on EPS 
criteria should be disallowed from rates.  We find, further, regarding Staff’s additional 
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adjustments of (1) 27% of the remaining Executive Plan expense that is an estimate of 
the performance goals that are based on the achievements of PGL and NS affiliates; 
and (2) 50% of the balance which is tied to Integrys Energy Group’s net income - that 
these additional adjustments sought by Staff are unwarranted.  We agree with the 
Utilities that the comprehensive programs provided at the corporate level do reap 
benefits to all the affiliates and thus the costs of the incentive plan that may result from 
the programs should be borne by all the affiliates.  As well, Integrys has consistently 
met its EPS targets which leads us to believe, at this point, an adjustment would not be 
warranted.  Thus, all of the costs related to the Executive Incentive Compensation Plan 
are approved for recovery. 

Alternative 1 – Approving Certain Costs Related to EPS Metric 

The Commission finds that the Companies should not be allowed to recover all of 
their expenses related to the Executive Incentive Compensation Plan inasmuch as they 
fail to address the ratepayer benefit required by the Commission in prior cases for such 
costs to be recovered from ratepayers.  While the Companies presented specific 
evidence of cost savings equal to $127,082 resulting from the EPS metric, this evidence 
does not adequately support the recovery of all the costs related to this metric.  
Accordingly, the Commission approves the recovery of $127,082 in rates for the EPS 
metric portion of the Executive Incentive Compensation Plan, but disallows the 
remaining portion of the Companies’ costs for that metric from rates.  The Commission 
agrees with both Staff and GCI in their adjustments finding that 70% of the Executive 
Incentive Plan’s costs weighted on EPS criteria should be disallowed from rates.  We 
find, further, regarding Staff’s additional adjustments of (1) 27% of the remaining 
Executive Plan expense that is an estimate of the performance goals that are based on 
the achievements of PGL and NS affiliates; and (2) 50% of the balance which is tied to 
Integrys Energy Group’s net income - that these additional adjustments sought by Staff 
are unwarranted.  We agree with the Companies that the comprehensive programs 
provided at the corporate level do reap benefits to all the affiliates and thus the costs of 
the incentive plan that may result from the programs should be borne by all the 
affiliates.  As well, Integrys has consistently met its EPS targets which leads us to 
believe, at this point, an adjustment would not be warranted. 

 

b) Non-Executive Plan 

(1) Utilities 

The Utilities contend that no party sought adjustment to the costs related to the 
non-financial operational metrics of the Utilities’ Non-executive Incentive Compensation 
Plan, other than the O&M expense control metric.  Accordingly, the Commission should 
allow recovery of the uncontested costs. 

The Utilities further explain that Staff, but not GCI, however, proposed a 
disallowance of the costs related to the 50% metric of the Non-executive Incentive 
Compensation Plan’s O&M expense control metric, based on three reasons: (1) it is a 
“financial” goal and thus non-recoverable; (2) the metric’s target level for payout is 
based on the Utilities’ 2012 test year budget; and (3) the metric is calculated on a 
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combined utility basis that includes amounts for Integrys affiliates operating outside of 
Illinois.  Ebrey Tr. 8/30/11 at 231-234; Staff Ex. 3.0 Corr. at 12-13.  The Utilities argue 
that none of these reasons provides a supportable basis for disallowing incentive 
compensation costs and each should be denied. 

The Utilities argue that with respect to Staff’s first ground for its proposed 
disallowance, it is undisputed that the O&M expense metric is purely a cost-side item 
not at all based on revenues, for which payout will occur only if the Utilities keep the 
levels of their O&M costs at or below a certain level.  NS-PGL Ex. 25.0 at 10; Ebrey Tr. 
8/30/11 at 235.  Thus, the O&M expense metric incentivizes employees to control or 
reduce expenses, which the Commission has consistently found to be a benefit to 
customers and, therefore, recoverable.  The Utilities note that while Staff claims to base 
its proposal on past Commission orders, Staff conceded that the Commission 
specifically has approved recovery of costs related to O&M metrics, concluding that they 
benefit customers.  Ebrey Tr. 8/30/11 at 213-214, 235-236.   

The Utilities reason that several of the Commission’s previous orders found that 
a metric which incentivizes the control or reduction of O&M expenses is beneficial to 
customers and, therefore, recoverable.  For example, in the Utilities’ 2007 rate cases, 
the Commission allowed the Utilities to recover 48.4% of an incentive compensation 
plan’s costs “based on controlling O&M expenses,” stating that “we consider this as 
beneficial to ratepayers.” Peoples 2007, pp. 66-67.  Similarly, in ComEd’s 2005 rate 
case, the Commission allowed the recovery of expenses for a component of ComEd’s 
incentive compensation plan based on controlling O&M and capital expenses, stating 
that such a metric “meets the Commission’s standard of reducing expenses and 
creating greater efficiencies in operations,” and that “[l]owering O&M expenses, all else 
being equal, has the obvious effect of reducing the expenses to be recovered in future 
rate cases.”  In re Commonwealth Edison Co., ICC Docket No. 05-0597 (Order July 26, 
2006) (“ComEd 2005”), pp. 95-96.  Accord ComEd 2010, pp. 60-65 (approving 100% 
recovery of an incentive compensation plan based, in part, on an O&M expense metric 
to which Staff had withdrawn all its proposed disallowances); Commonwealth Edison 
Co., ICC Docket No. 07-0566 (Order Sept. 10, 2008) (“ComEd 2007”), pp. 54-55, 61 
(approving recovery of costs for portions of incentive plan identical to those approved in 
ComEd 2005); Consumers Illinois Water Company, ICC Docket No. 03-0403 (Order 
Apr. 13, 2004), p. 15; Aqua Illinois, Inc., ICC Docket No. 04-0442 (Order April 20, 2005), 
pp. 21-22. 

The Utilities assert that the O&M expense metric is not a “financial goal” for 
which recovery is not allowed.   

With respect to Staff’s second ground for proposing the disallowance of costs 
related to the O&M expense control metric, the Utilities find that Staff’s position is 
unfounded because the target levels for payout under this metric are based upon the 
level of O&M expenses forecast in the Utilities’ future 2012 test year budget submitted 
for these rate cases.  The Utilities argue that by the very nature of a rate case using a 
future test year, a budgeted – i.e., forecasted – target amount for O&M expenses must 
be used to set base rates because the future test-year has not yet occurred.  NS-PGL 
Ex. 25.0 at 12.  They contend that if the Utilities meet or beat this budgeted level of 
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O&M expense, this will, all else being equal, reduce the expenses to be recovered in 
future rate cases, which is a direct benefit to customers.  See ComEd 2005, p. 96.   

The Utilities note that at the hearing, Staff witness Ms. Ebrey stated that her 
concern was “not just limited to the test year in this case,” but that in going forward 
“budgeted numbers may be overestimated” in the future in order to meet this metric.  
Ebrey Tr. 8/30/11 at 237.  This, according to the Utilities, is not a sound basis for a 
disallowance under the Commission’s future test year rules and principles.  The 
recovery to be set in these rate cases is based only on the levels of O&M expense 
forecasted for the 2012 test year and meeting that level is the metric for incentive 
compensation payout, not some speculative budget to be set in the future.  
Furthermore, as both Utilities and Staff agreed, the budgeted level of O&M expense at 
issue here for the 2012 test year has been subject to the full scrutiny of all the parties to 
this rate case proceeding, who could challenge that budgeted level if it were 
overestimated – but here, not one party did so.  NS-PGL Ex. 25.0 at 12; Ebrey Tr. 
8/30/11 at 238.  Moreover, speculation that “budget numbers may be overestimated” in 
the future in order to meet this metric, without any evidence, is an improper basis for a 
Commission Order.  See, e.g., Ameropan Oil Corp. v. ICC, 298 Ill. App. 3d 341, 348, 
698 N.E.2d 582, 587 (1st Dist. 1998) (“speculation has no place in the ICC’s decision”); 
Allied Delivery System. Inc. v. Illinois Commerce Comm’n, 93 Ill. App. 3d 656, 667, 417 
N.E.2d 777, 785 (1st Dist. 1981) (“The speculation indulged in by the Commission is 
clearly an unsatisfactory and unacceptable basis for its decision.”). 

The Utilities also rely on previous Commission orders allowing recovery of costs 
for incentive compensation plans that measured performance against a budget.  For 
example, in Consumers Illinois Water Company, ICC Docket No. 03-0403 (Order 
Apr. 13, 2004) (“Consumers IWC”), pp. 14-15, the Commission approved the recovery 
of Consumers Illinois Water Company’s incentive compensation expenses which 
included a metric for “maintaining or reducing operating costs at or below budgeted 
levels.” (emphasis added).  Accord ComEd 2005, p. 96; ComEd 2007, pp. 54-55, 61 
(approving recovery of costs for portions of incentive plan identical to those approved in 
ComEd 2005); ComEd 2010, pp. 61, 65 (approving recovery of costs for incentive plan 
similar to those approved in ComEd 2007 except for removal of net income metric); 
Aqua Illinois, Inc., ICC Docket No. 04-0442 (Order April 20, 2005), pp. 21-22 (approving 
recovery of costs for incentive plan similar to the plan approved in Consumers IWC). 

The Utilities further challenge Staff’s reliance on the Commission’s recent Order 
denying ComEd’s request for approval of an alternative rate regulation plan pursuant to 
Section 9-244 of the Public Utilities Act, 220 ILCS 5/9-244, In re Commonwealth Edison 
Co., ICC Docket No. 10-0527 (Order May 24, 2011) (“ComEd Alt. Reg.”).  See Staff 
Ex. 3.0 Corr. at 13-14; Ebrey Tr. 8/30/11 at 237.  The ComEd Alt. Reg. Order, the 
Utilities assert, is inapposite to the question of whether incentive compensation 
expenses are recoverable in a general rate case because here, the “budget” amounts at 
issue are the 2012 test year numbers themselves, which have been subject to full 
scrutiny as part of these rate cases and will be used by the Commission as the basis for 
setting the Utilities’ base rates going forward.  NS-PGL Ex. 25.0 at 12.  By contrast, the 
budget targets for the projects at issue in the ComEd alternative regulation proceeding 
were not being reviewed and vetted as part of a complete base rate case, and thus, the 



11-0280/11/0281 (cons.) 

57 
 

Commission was concerned that under those circumstances there was not “sufficient 
transparency to determine if the proposed budgets are reasonable.”  ComEd Alt. Reg., 
p. 19.  This concern about insufficient “transparency,” the Utilities argue, does not exist 
here where the budgeted amount at issue is for O&M expenses that are normally and 
traditionally part of a utility’s expenses reviewed in the course of a rate case and that 
amount is being subjected to the full scrutiny of a base rate proceeding.  NS-PGL 
Ex. 25.0 at 13. 

The Utilities allege that with respect to Staff’s third ground for its proposed 
disallowance that the O&M metric measure includes the performance of the Utilities’ 
non-Illinois affiliates (which supports only 44% of the disallowance as to Peoples Gas 
and 46% as to North Shore), the uncontradicted evidence establishes that the structure 
for the O&M expense metric reflects the Utilities’ and Integrys’ team-based philosophy 
that encourages Integrys’ non-Illinois affiliates to share best practices with the Utilities.  
NS-PGL Ex. 25.0 at 5-6, 13.  This creates benefits for Illinois customers, and because 
the Utilities share that corporate level of staff support, their share of the expense for that 
support should be recoverable.  Id. at 6.  They argue that the evidence demonstrated 
that Integrys’ sharing best practices at a corporate level allows all of its affiliates, 
including the Utilities, to have access to high-quality, but expensive, resources and 
experts that the Utilities on their own would find it difficult to afford.  Id. at 6, 13.  The 
Utilities maintain that they provided evidence of specific examples of such programs 
providing direct benefits to Illinois customers in terms of increased safety and improved 
customer satisfaction.  Id. at 6; NS-PGL Ex. 43.0 at 4-5.  They assert that the 
uncontradicted evidence in the record is that this allows Peoples Gas and North Shore 
to lower their O&M expenses, which results in direct benefits to Illinois customers.  NS-
PGL Ex. 25.0 at 13. 

The Utilities urge the Commission to reject this third ground for Staff’s proposed 
adjustment in its entirety, as well as the first two grounds.  However, both the Utilities 
and Staff agree that if this third ground is the only basis upon which the Commission 
believes that costs related to the O&M expense metric should be disallowed, then the 
amount of that disallowance should be adjusted to reflect only the portion of those costs 
allocated to Integrys’ non-Illinois affiliates.  NS-PGL Ex. 25.0 at 13-14; NS-PGL Ex. 43.0 
at 8-9; Ebrey Tr. 8/30/11 at 234-235.  Under this scenario, Staff and Utilities agree that 
the apportionment of the costs for disallowance should be the same as Staff proposed 
for portions of the Executive Incentive Compensation Plan:  44% and 46% of the costs 
and rate base associated with the O&M expense metric for Peoples Gas and North 
Shore, respectively.  NS-PGL Ex. 25.0 at 14; NS-PGL Ex. 43.0 at 9; Ebrey Tr. 8/30/11 
at 235. 

(2) Staff 

Staff recommends that 50% of the Non-Executive Plan be disallowed from 
recovery because it is based on the financial goal of meeting targeted O & M budget 
levels and these goals have not been shown to benefit ratepayers. Staff Ex. 12.0 
Corrected, pp. 10-11.  The Companies argue that controlling costs by meeting certain 
budgeted target levels for O&M costs would benefit ratepayers and has been accepted 
in prior rate case Orders. NS-PGL Ex. 25.0, pp. 10-12.  During cross-examination on 
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this issue, Staff witness Ebrey stated that while some showing of ratepayer benefit may 
have been made in those cases, no such evidence has been provided to support this 
claim by the Companies in the instant case. Tr., August 30, 2011, pp. 235-239.  Ms. 
Ebrey further noted that the Commission has recently rejected a budget for use as “an 
appropriate standard to judge utility performance.” Staff Ex. 3.0 Corrected, pp. 13-14. 

(3) Commission Analysis and Conclusion 

EXCEPTION NO. 7 

The Commission agrees with Staff and finds that the Utilities failed to establish in 
evidence sufficient showing of ratepayer benefit to support the Utilities’ argument.  
Staff’s adjustment is accepted and 50% of the Non-Executive Plan will be disallowed 
from recovery because it is based on the financial goal of meeting targeted O&M budget 
levels.   

With respect to the Staff’s proposed disallowance of costs related to the 
Non-executive Incentive Compensation Plan’s 50% O&M expense cost control metric, 
the Commission finds that the first two grounds Staff relies upon are unfounded.  First, 
consistent with our decisions in several past Orders, we confirm that any metric that 
encourages a utility to control or reduce operating costs – including O&M costs – is one 
that benefits customers.  Staff’s focus on whether a metric is “financial” is misplaced.  
The question with which we are concerned is not whether a metric is “financial,” but 
rather, whose finances that metric seeks to improve:  those of the customers or those of 
the shareholders.  The Companies’ O&M metric here focuses only on operating costs.  
All else being equal, the control or reduction in such costs will have the obvious effect of 
reducing expenses to be recovered in future rate cases, and that benefits customers.  
This decision is consistent with our rulings in the Companies’ previous rate cases and in 
the rate cases of other utilities.  See, e.g., Peoples 2007, pp. 66-67; ComEd 2005, 
pp. 95-96. 

Second, the Commission agrees with the Companies that Staff’s attempt to rely 
upon our Order in the ComEd alternative regulation proceeding is misplaced.  The use 
of a target based on the budget forecast used in a utility’s future test year rate case 
does not raise the same “transparency” problems with which we were concerned in our 
ComEd Alt. Reg. Order.  While we would share Staff’s concerns with a utility that 
attempted to inflate a budget target in order to ensure payout of incentive 
compensation, the budget target at issue here was subject to the full scrutiny of all the 
parties to these rate cases, and no evidence was presented of any inflation or 
overestimation of the O&M budget by the Companies here related to their incentive 
compensation plans.  The Commission, therefore, denies this ground for Staff’s 
proposed adjustment as well.  Again, our decision here is consistent with our prior 
Orders.  See, e.g., Consumers IWC, pp. 14-15; ComEd 2005, p. 96. 

Alternative 1 – No Disallowance for Inclusion of Affiliate Performance [This 
language is in addition to the initial language above of Exception No. 7.] 

This leaves Staff’s third ground for its proposed disallowance of the costs related 
to the O&M metric:  the inclusion of non-Illinois affiliates’ performance.  While we have 
disallowed incentive compensation costs of the Companies in their previous rate cases 
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on this basis, the Commission believes that the evidentiary record here merits a 
different result.  In this case, the Companies presented specific evidence with concrete 
examples of how Integrys’ team-based philosophy of sharing best practices across its 
affiliates at the corporate level specifically provides benefits to customers in Illinois that 
are related to the O&M metric at issue.  Ms. Cleary testified that in exchange for sharing 
the corporate expenses for such programs, Peoples Gas and North Shore had access 
to experts that have helped it lower O&M expenses.  Based on this evidence, which was 
uncontradicted, we draw the conclusion that the Companies have met their burden of 
proving that the shared corporate costs for these programs related to its incentive plan 
O&M metric lead to benefits for Illinois customers.  Thus, we reject this ground for 
Staff’s proposed disallowance as well, and the Commission concludes that all of the 
costs related to the O&M metric of the Companies’ Non-executive Incentive 
Compensation Plan are approved for recovery.  Accordingly, all of the Companies’ costs 
for this incentive compensation plan ($4,389,000 in operating expense and $982,000 in 
rate base for Peoples Gas and $831,000 in operating expense and $171,000 in rate 
base for North Shore), and any items derivative of these costs, are recoverable. 

Alternative 2 – Disallowance of Costs Related to Non-Illinois affiliates   [This 
language is in addition to the initial language above of Exception No. 7.] 

This leaves Staff’s third ground for its proposed disallowance of the costs related 
to the O&M metric:  the inclusion of non-Illinois affiliates’ performance.  While we 
acknowledge the Companies’ evidence concerning the sharing of best practices and 
access to programs by the Companies that may be of benefit to their Illinois customers, 
we do not believe that the Companies have meet their burden and decide that the 
proportion of the costs for the O&M metric allocated to Integrys’ non-Illinois affiliates 
should be disallowed.  The amount of this adjustment to the recoverable costs related to 
the Non-executive Incentive Compensation Plan’s O&M metric shall be based upon the 
allocation agreed to by both the Companies and Staff:  44% for Peoples Gas and 46% 
for North Shore.  Accordingly, $966,000 in operating expenses and $216,040 in rate 
base for Peoples Gas and $191,000 in operating expenses and $39.560 in rate base for 
North Shore are disallowed from the costs of their Non-executive Incentive 
Compensation Plan, with similarly proportioned adjustments to any items derivative of 
these costs.  The remaining costs for this incentive compensation plan ($3,423,000 in 
operating expense and $765,960 in rate base for Peoples Gas and $640,000 in 
operating expense and $131,440 in rate base for North Shore) are approved for 
recovery. 

 

c) Omnibus Incentive Compensation Plan 

(1) Utilities 

The Utilities explain that both Staff and GCI propose disallowing all of the 
Utilities’ costs for the Stock Plans alleging they are based on financial measures that 
primarily benefit shareholders and not customers.  Staff Ex. 3.0 Corr. at 15-16; GCI Ex. 
2.0 at 16.  Staff’s and GCI’s proposal ignores the uncontradicted testimony of Ms. 
Cleary that, absent the Stock Plans, the Utilities’ compensation package could not be 
competitive with the other energy and non-energy companies with which they compete 
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for employees that offer compensation packages which include stock plans in addition 
to base pay and incentive pay.  NS-PGL Ex. 25.0 at 16-17.  The Utilities also presented 
uncontradicted evidence that the Stock Plans help the Utilities maintain a steady and 
experienced executive team that leads to the Utilities’ efficient and successful operation, 
which inures to the benefit of customers.  Id. at 17.  The Utilties maintain that the costs 
of the Stock Plans are reasonable and prudent costs, and that the Commission should 
deny this proposed disallowance. 

(2) Staff 

Staff asserts that plan costs under the Omnibus Incentive Compensation Plan 
should be disallowed from recovery since they are based on financial measures that 
primarily benefit shareholders and not ratepayers.  The Companies acknowledged in 
discovery that there have been no changes to these plans since the last rate case. Staff 
Ex. 3.0 Corrected, p. 15.  Information provided in the 2009 case explained that the three 
stock plans are awarded based on the following financial outcomes: (1) the Integrys 
Restricted Stock Unit Award plan is valued solely using the stock price of Integrys 
Energy Group, Inc.; (2) the Integrys Performance Stock Right Agreement plan is valued 
using a model comparing Integrys Energy Group, Inc.’s stock price, shareholder returns, 
total stock return volatility and dividend yield with a peer group; and (3) the Integrys 
NonQualified Stock Option Agreement plan is valued using a model comparing Integrys 
Energy Group, Inc.’s stock return volatility and dividend yield.  Docket 09-0166/-0167, 
Staff Ex. 1.0, pp. 15 – 16.   

Staff notes that these plans have already been considered and deemed not 
recoverable in base rates in the 2009 rate case. The Companies have provided no 
reason for the Commission to make a determination now that is inconsistent with the 
treatment of these costs in the prior rate cases.  

Staff avers that the Companies’ only argument regarding this subpart is that the 
plans are necessary to attract and retain a qualified and motivated workforce.  No 
explanation was provided to explain how the metrics under these plans result in benefits 
to the ratepayers.   

(3) AG 

See V.C.1.a.3, supra.   

(4) CUB-City 

See V.C.1.a.4, supra.   

(5) Commission Analysis and Conclusion 

The Commission agrees with Staff and GCI and finds that these plans have, in 
fact, already been considered and deemed not recoverable in base rates in the 2009 
rate case.  Further, the Utilities admitted to making no changes to these plans since the 
last rate case.  Still further, the Utilities failed to explain how the metrics under these 
plans result in benefits to the ratepayers.  We find no reason to stray from our prior 
treatment of these costs.   
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d) Capitalized Incentive Compensation costs previously 
disallowed 

Staff explains that in the Companies’ last two rate cases, Docket Nos. 09-
0166/09-0167 (Cons.) and 07-0241/07-0242 Cons., the Commission disallowed a 
portion of the Companies’ capitalized incentive compensation.  09-0166/0167 Order 
Appendix A, p. 13/ Appendix B, p. 11 and 07-0241/0242 Order pp. 66-67.  The 
Companies did not make any entries, though, to remove the disallowed amount from 
rate base.  Companies’ responses to Staff DR TEE 1.11.  Therefore, according to Staff, 
the previously disallowed capitalized incentive compensation is included in the test year 
rate base and should be removed in accordance with the Commission’s prior order. 
Staff Ex. 12.0 Corrected, p. 16.  The Commission agrees.   

2. Non-union Base Wages 

a) Utilities 

The Utilities challenge Staff’s two-step proposal to decrease Peoples Gas’ and 
North Shore’s non-union base wages.   

According to the Utilities, Staff’s first step – removing the .3% and .6% discrete 
pools of funds used to provide merit increases and salary increases corresponding to 
promotions, respectively in 2011 and forecasted for 2012 – is not supported by the 
record.  The basis for Staff’s proposal to remove these increases is that while the 
general wage increase of 3.0% was supported by the most current World at Work 
Survey, only the “highest performers” could expect as high as a 4.0% increase.  Staff 
Ex. 12.0 Corr. at 14-15.  This reasoning ignores the fact that these funds are being used 
to provide raises to the Utilities’ highest performers – those deserving of merit-based 
wage increases and/or promotions.  NS-PGL Ex. 43.0 at 11.  The Utilities argue that the 
pool of funds that, in total, equals .3% of the previous year’s level of wages is used to 
give discrete performance raises to certain top-performing non-union employees with 
commendable or exemplary performance.  NS-PGL Ex. 25.0 at 20.  This was not, as 
assumed by Staff, an across the board increase to all employees elevating all of them to 
a “top-performer” status; rather, only certain top-performers received merit raises which, 
in the aggregate, total .3% of the overall wage base. 

Moreover, with respect to the pool of funds equal to .6% of the overall wage 
base, Staff’s analysis of this amount based upon the World at Work Surveys or 
consumer inflation predictions is inapposite.  According to the Utilities that is because 
this amount does not represent general inflationary wage increases, but rather, salary 
increases that correspond to the promotions of certain employees, i.e., changes in 
certain employees’ relative positions within the Utilities based on the going market 
based rate of pay for their new elevated positions.  NS-PGL Ex. 43.0 at 11-12.  Further, 
the Utilities argue that these are promotions that had been put on hold since a freeze on 
promotions was put in place in 2008, and the Utilities would be in danger of losing these 
trained and experienced employees unless they are recognized for the promotions they 
are due.  NS-PGL Ex. 25.0 at 21. 

Staff’s second step is then to reduce further the wage increase forecast for 2012 
by adjusting the general wage increase in that year downward from 3.0% to 2.30% 
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based upon a level of the Consumer Price Index (“CPI”) forecast for the 2011-2015 
period.  Staff Ex. 12.0 Corr. at 15-17.  The Utilities argue that Staff’s proposal is wrong 
for ignoring the World at Work Salary Budget Survey results for 2012 in favor of the CPI 
forecast.  The Utilities maintain that the World at Work Salary Budget Survey is a well-
known compensation tool that is based on information submitted by corporations in all 
industries for the specific purpose of assisting in corporate salary budget planning, and 
that the results of this survey are tied directly to the market and support the Utilities’ 
compensation philosophy of paying at the market median.  NS-PGL Ex. 25.0 at 19.  The 
Utilities state that the survey is forward looking and specifically designed to address the 
question of what level of general wage increases are forecast for 2012, the test year in 
this case.  According to the Utilities the 2.9% level projected for 2012 by the World at 
Work Survey is right in line with and supports the Utilities’ projected 3.0% general 
increase in the level of non-union wage base in the 2012 test year. 

The Utilities also critique Staff for relying on CPI in this context, arguing that CPI 
is not a measure designed to calculate changes in wages, but rather, an economic 
indicator calculated by the Bureau of Labor Statistics to show a change over time in the 
prices paid by consumers for a market basket of goods and services.  Id. at 19.  Utilities’ 
witness Ms. Cleary testified: “[CPI] is a measure that reflects spending patterns of 
consumers, not the wage setting decisions of employers.”  Id. at 19-20.  Ms. Cleary 
further testified that the Bureau of Labor Statistics calculates and publishes a 
completely different measure specifically designed to measure changes in wages and 
salaries by industry – the Employment Cost Index – which has shown that wages in the 
utility industry have been increasing at a faster pace than overall wages generally.  Id. 
at 20; NS-PGL Ex. 43.0 at 12-13 and fn. 4.  The Utilities further argue that Staff’s 
reliance on the 2011-2015 CPI forecast was improper for speculating how long rates will 
be in effect and looking outside the 12-month future test year period.  NS-PGL Ex. 43.0 
at 13.   

b) Staff 

Staff recommends that the Commission accept its adjustment to reduce the 
amount of non-union wage escalation for the test year to 3.0% for 2011 and 2.30% for 
2012 because these are more reasonable estimates based on the evidence.  The 
amount Staff proposes for 2011 is based on the actual amount of increase granted 
effective February 2011.  The amount Staff proposes for 2012 is based on the Survey of 
Professional Forecasters Q3 2011 that was released on August 12, 2011. 

In rebuttal testimony the Companies offered the World at Work Salary Budget 
Survey as support for the wage projections of 3.9% for both 2011 and 2012 increases.  
Staff’s review of the July 2010 and July 2011 surveys indicated that increases for the 
2011-2012 periods are projected to be fairly flat at 2.9-3.0% with only the highest 
performers potentially expecting increases as high as 4.0%. Staff Ex. 12.0 Corrected, p. 
14.  The Company is projecting all wages to increase at an average level of 3.9%, which 
indicates that the high performers for the utilities would be receiving increases even 
higher than the survey indicates.  Staff also noted that historic rate increases granted by 
the Utilities for the period of 2008 through 2010 were 3.8%, 3.72% and 2.0%, while the 
Companies projected 4.2% for 2009 and 2010 in the Peoples 2009, filings. Staff Ex. 3.0 
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Corrected, p. 25.  The increase granted in the 2009 rate cases was 2.2%. Order, 
January 21, 2010, Docket Nos. 09-0166/0167, p. 61. 

Staff bases its recommendation on the Survey of Professional Forecasters rather 
than World at Work Survey results since it is a more forward-looking study projecting 
2011-2015 increases rather than the single year projected in the World at Work survey.  
The Companies cited to the Bureau of Labor Statistics Employment Cost Index as 
support in their rebuttal position.  Staff opines that even though it is a backward looking 
study, the results also indicate a 3.0% wage increase for the utility industry in the most 
recent 12 months reported as of July 6, 2011. Staff Ex. 12.0 Corrected, pp. 16-17. 

c) Commission Analysis and Conclusion 

EXCEPTION NO. 8 

The Commission finds that Staff’s proposal to remove the .3% and .6% pools of 
funds in 2011 and 2012 used for providing merit increases and salary increases 
corresponding to promotions is erroneous and unreasonable.  The Companies 
presented substantial evidence demonstrating that these funds were used to award only 
those “high performer” employees that Staff’s own testimony indicated could expect 
wage increases of up to 4%, not an across the board increase for all employees.  
Moreover, Staff’s proposal fails to recognize that the .6% pool of funds identified by the 
Companies was not truly a wage increase, per se, but an increase in costs related to 
employees changing positions so that their base wage levels would be higher relative to 
their former positions, based on the market rate of pay for those new positions.  The 
Commission acknowledges that the granting of promotions by the Companies is a 
reasonable and prudent action taken to ensure the retention of its most experienced 
and highest-performing employees.  The Commission thus approves the .3% and .6% 
components of the Companies’ non-union wage base increases in both 2011 and 2012. 

The Commission likewise finds, based on the evidence presented by the 
Companies, that Staff’s reliance on a five-year forecast of CPI to reduce the general 
wage increase set for 2012 from 3.0% to 2.3% was misplaced in this context.  We agree 
with the Companies that CPI is not an appropriate measure to use for forecasting 
general wage increases instead of the World at Work Survey which is both specifically 
designed to answer that question and focused with particularity on the test year period 
at issue.  Moreover, Staff’s reliance on forecasts beyond the 2012 is not appropriate in 
the context of a future test year rate case  The Commission thus approves the 3.0% 
general wage increase component of the Companies’ total non-union wage base 
increases for both 2011 and 2012. 

The proposed increases in the total levels of non-union wage base proposed by 
the Companies for both 2011 and 2012 are hereby approved. 

The Commission finds that the evidence presented by Staff is convincing and 
thus adopts its adjustment to reduce the amount of non-union wage escalation for the 
test year to 3.0% for 2011 and 2.30% for 2012.  The amount Staff proposes for 2011 is 
based on the actual amount of increase granted effective February 2011 and the 
amount it proposes for 2012 is based on the Survey of Professional Forecasters Q3 
2011 that was released on August 12, 2011.  We find these figures to be more 
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reasonable estimates that adequately support Staff’s recommendation to limit non-union 
wage increases.   

3. Headcounts 

a) Utilities 

The Utilities argue that Mr. Effron’s bare opinion, without more, cannot overcome 
Peoples Gas’ testimony indicating that it would be hiring more employees.  NS-PGL 
Ex. 24.0 at 5–6.  Utilities witness Mr. Doerk testified that Peoples Gas had specific plans 
to bring on new employees.  NS-PGL Ex. 24.0 at 5–6.  In fact, Peoples Gas is currently 
filling 30 temporary Operations Apprentice positions to complete an ever expanding 
workload.  Even though these hires are intended to be on the payroll for 18 months, 
alternative resources will be deployed to fulfill the compliance inspections, including 
prospective Utility Workers to be hired from a proposed company designated trade 
school.  Id.  By the time Mr. Doerk filed surrebuttal testimony, 20 of these positions had 
been filled and the remaining 10 positions were to be filled within weeks.  NS-PGL Ex. 
41.0 at 2.  These employees being hired are necessary for the direct execution of 
compliance work.  Id.  Furthermore, over 2011 and 2012, due to normal attrition and 
increased resources required for AMRP, Peoples Gas will be continually hiring more 
people to maintain the budgeted head count.  Id.   

b) Staff 

Staff states that GCI witness Effron proposed an adjustment to reduce Peoples 
Gas test year employees by 31 to reflect the number that has been in place throughout 
2009 and 2010 instead of the increase forecasted by the Utilities. GCI Ex. 2.0, p. 13.  
During cross examination, Staff witness Ebrey agreed that the actual number of 
employees has not increased as forecasted, but she observed that there is a certain 
amount of overlap between her adjustment for nonunion wage increases and Mr. 
Effron’s adjustment to test year employee headcount.  Ms. Ebrey’s adjustment is limited 
to the amount of nonunion wages based on the actual payroll for the year 2010, thus 
does not reflect an increase in the number of nonunion employees. Tr., August 30, 
2011, p. 244.  A comparison of the total nonunion payroll for 2010, $54,158,000 (Staff 
Ex. 12.0 Corrected, Schedule 12.3P, p. 2), with the total projected 2010 payroll 
$78,627,000 (Company Schedule C-11.1) indicates that 68.9% ($54,158,000 divided by 
$78,627,000) of total payroll dollars are to nonunion employees, leaving 31.1% (100% 
minus 68.9%) to union employees.  Staff asserts that if the Commission determines a 
decrease in headcount is warranted beyond that already reflected in Staff’s wage 
increase adjustment, only 31.1% of GCI witness Effron’s adjustment should be 
approved.   

c) AG 

According to the AG, 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. 
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The AG argues that 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 Peoples 2009, (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 testified in the Peoples 
2009, 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. 

The AG maintains that 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, the AG notes, 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. 

The AG recommends that given 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. 

d) CUB-City 

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 at 15.  CUB-City noted that PGL over-
estimated their test year employees in their last rate case and did not meet their 
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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. 

e) Commission Analysis and Conclusion 

The Commission does not find that a decrease in headcount is warranted beyond 
that already reflected in Staff’s wage increase adjustment.  GCI witness Effron proposed 
an adjustment to reduce Peoples Gas test year employees by 31 to reflect the number 
that has been in place throughout 2009 and 2010 instead of the increase forecasted by 
the Utilities.  Staff witness Ebrey agreed that although the actual number of employees 
has not increased as forecasted, there is a certain amount of overlap between her 
adjustment for nonunion wage increases and Mr. Effron’s adjustment to test year 
employee headcount.  The Commission agrees with Staff on this issue and finds Ms. 
Ebrey’s adjustment which is limited to the amount of nonunion wages based on the 
actual payroll for the year 2010, and does not reflect an increase in the number of 
nonunion employees, to be proper.   

4. Self-Constructed Property 

a) Utilities 

The Utilities assert that the prudence and reasonableness of these costs is not 
challenged.  These costs belong either in operating expenses or rate base.  NS-PGL 
Ex. 38.0 at 5.  The Utilities state that GCI cannot have it both ways by removing the 
costs of self-constructed property from Peoples Gas’ operating expenses and not 
proposing to add all or any of these costs to Peoples Gas’ rate base. 

GCI showed through testimony and cross-examination of Staff’s and the Utilities’ 
witnesses on this subject that the Uniform System of Accounts permits the costs in 
question to be capitalized, but GCI did not prove that the only proper treatment is 
capitalization and not expensing.  The Utilities’ and Staff’s witnesses each submitted 
written testimony indicating that either treatment is proper.  NS-PGL Ex. 21.0 Corr. at 
12; NS-PGL Ex. 11.0 at 10–11; NS-PGL Ex. 38.0 at 4–5.  The AG cross-examined 
Staff’s and the Utilities’ witness on this point, using an excerpt from the Uniform System 
of Accounts that had not been quoted or cited in GCI’s witness’ written testimony (AG 
Cross. Ex. 13).  Staff’s witness restated his agreement with the Utilities before reading 
language from the document, but he was not asked if it changed his opinion.  Ostrander 
Tr. 8/30/11 at 284–287.  The Utilities’ witness also acknowledged the language of the 
document but she was not asked if it changed her opinion.  Gregor Tr. 9/2/11 at 
922-925.  The document (p. 11) includes the phrase “shall include”, but that is 
immediately followed by “where applicable”, and neither the document itself (apparently) 
nor any cross-examination indicated the meaning of the latter qualifying language.  
Also, the document (p. 12) says “‘General administration capitalized’ includes the 
portion of the pay and expenses of the general office and administrative and general 
expenses applicable to construction work”, but nowhere did GCI define what this means 
and the costs the Utilities are currently capitalizing are far removed from the actual 
construction work, as indicated by the testimony cited above. 
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Finally, the Utilities note that if GCI’s adjustment were to be adopted, which it 
should not be, then the costs in question must be added to Peoples Gas’ rate base. 

b) Staff 

Staff explains that GCI Witness Effron proposes to disallow $1.722 million of 
Peoples Gas’ test year operating expenses for self-constructed property costs no longer 
being capitalized because of a change in policy to be consistent with other Integrys 
companies.  Mr. Effron argues that the expense for self-constructed property should be 
treated as an addition to plant and depreciated. GCI Exhibit 2.0 Corrected, pp. 26-27.  
Staff agrees with Peoples Gas that indirect general and administrative type costs have a 
much less direct relationship to capital projects compared to more direct types of 
overhead such as engineering and operations management who work directly on capital 
projects.  The direct type of overhead costs will continue to be capitalized. Peoples Gas, 
in response to Staff DR JMO 8.05, disclosed that none of the other Integrys regulated 
utilities capitalized the subject indirect overhead costs.  The policy of capitalizing the 
subject indirect overhead costs was implemented mainly to assist the Companies’ tax 
department in meeting requirements under the Tax Reform Act of 1986.  The tax 
department has now filed with the Internal Revenue Service for a different means of 
calculating such indirect costs.  Due to the above reasons, the Companies in 2012 will 
begin to expense certain indirect overhead costs of self constructed property.  
Therefore, Staff believes that Mr. Effron’s proposed adjustment for self constructed 
property is not necessary. Staff Ex. 11.0 Corrected, pp. 10-11.  AG 

c) Commission Analysis and Conclusion 

The Commission agrees with the Utilities and Staff and finds that GCI Witness 
Mr. Effron’s proposed adjustment for self constructed property is not necessary in light 
of the fact that these costs belong either in operating expenses or rate base and that 
either treatment is proper.   

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

a) Utilities 

The Utilities assert that Staff’s proposal would result in a $510,000 increase in 
the uncollectibles expense in Peoples Gas’ revenue requirement and a $421,000 
decrease as to North Shore.  Staff Ex. 1.0, Scheds. 1.11N and 1.11P; NS-PGL Ex. 21.0 
Corr. at 8–9.  They contend that Staff’s proposal is very problematic and should not be 
adopted, for three reasons.  The Utilities further note an additional problem with Staff’s 
proposal in that Staff has not adequately addressed the necessary changes to the tariff 
language required by its proposal.  See Section VIII.A, infra. 

First, according to the Utilities, if they were to switch to the net write-off method, 
then there would be no reliable method to determine how much of the actual write-offs 
are related to the Gas Charge as opposed to delivery rates, and that information would 
be needed to remove the gas cost related amount from the revenue requirement and for 
the Rider UEA-GC filing.  Customer accounts are written off in total, they can include 
receivables from multiple periods, and the ratio of Gas Charges and delivery rates in 
customers’ bills will vary between periods.  The net write-off method would have 
unpredictable results and would lead to inaccurate reconciliations.  In contrast, the 
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Utilities’ percentage of revenues method allows a more consistent comparison of Gas 
Charge revenues, gas-cost related uncollectibles expense, and ICC Form 21 data and 
is superior.  The amount of Gas Charge revenues in any given actual or forecasted year 
is a known amount.  Therefore, it is a simple calculation to multiply the Gas Charge 
revenues by the approved percentage for bad debt to determine the bad debt related to 
the Gas Charge.  NS-PGL Ex. 21.0 Corr. at 8; NS-PGL Ex. 28.0 at 38–39; NS-PGL 
Ex. 38.0 at 5–6. 

Second, the Utilities maintain that the net write-off methods would lead to a 
mismatch between revenues and the uncollectibles expense being recorded.  While 
some degree of timing differences may be inherent in tracking riders, the net write-off 
method would cause much greater lags because the lag between the ultimate 
reconciliation of expense to the related revenue could lead, for example, to customers 
paying for high levels of write-offs related to years before they even were customers of 
the Utilities.  NS-PGL Ex. 21.0 Corr. at 8. 

Finally, the Utilities argue that if the net write-off method were to be employed, 
then Staff’s proposal is seriously flawed by using data from a single year.  A six year 
average would be the minimum reasonable period for that method, because of the great 
variability in write-offs resulting from changing gas prices and the economy.  However, 
this would not solve the problem of allocating the write-offs between Gas Charge and 
delivery rates.  NS-PGL Ex. 21.0 Corr. at 8–9; NS-PGL Ex. 38.0 at 6. 

b) Staff 

Staff recommends that the Commission establish uncollectible expense 
percentages of 0.5936% for North Shore Gas and 2.7927% for Peoples Gas. Staff Ex. 
1.0, p. 23.  As discussed in Section VIII.A., Riders UEA and UEA-GC of this brief, Staff 
has recommended that the Commission order the Companies to switch to the net write-
off method in Rider UEA.  If the Commission orders the Companies to switch to the net 
write-off method in Rider UEA, the net write-off method must also be used to determine 
the Utilities’ uncollectible amount in rates during the instant proceeding. Id., p. 22. 
Section 19-145 (a) of the Act, Automatic adjustment clause tariff; uncollectibles, states: 

The Commission may, in a proceeding to review a general 
rate case filed subsequent to the effective date of the tariff 
established under this Section, prospectively switch from 
using the actual uncollectible amount set forth in Account 
904 to using net write-offs in such tariff, but only if net write-
offs are also used to determine the utility’s uncollectible 
amount in rates.  In the event the Commission requires such 
a change, it shall be made effective at the beginning of the 
first full calendar year after the new rates approved in such 
proceeding are first placed in effect and an adjustment shall 
be made, if necessary, to ensure the change does not result 
in double-recovery or unrecovered uncollectible amounts for 
any year (emphasis added). 

220 ILCS 5/19-145 
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The argument for adopting the Net write-off method in Rider UEA and Rider 
UEA-GC is contained in Section VIII.A. 

c) Commission Analysis and Conclusion 

EXCEPTION NO. 9 

The Commission finds that the Utilities’ use of the most recent forecasted data 
for the 2012 test year, using a percentage of revenues method, is superior to Staff’s 
proposal for the reasons stated by the Utilities.  The Utilities’ method better reflects 
current data and Gas Charges, produces more predicatble results, and would lead to 
more accurate reconciliations.   The decision of the Commission regarding this issue is 
addressed further in and consistent with our finding in Section VIII.A, infra.   

6. Administrative & General 

a) Injuries and Damages Expenses 

(1) Utilities 

Peoples Gas assert that GCI’s proposal is erroneous because it is based on 
incorrect interpretation of a data request response and extrapolation based largely on a 
single year (2010) in which the level of Peoples Gas’ injuries and damage expenses 
was unusually low.  NS-PGL Ex. 21.0 Corr. at 11; NS-PGL Ex. 38.0 at 3–4. 

Peoples Gas, in its surrebuttal, reduced the amount in its revenue requirement 
for injuries and damages expense by $1,433,000 to $12,142,000, based on the most up 
to date forecast for the 2012 test year.  NS-PGL Ex. 38.0 at 3–4.  It argues that no 
further reduction is warranted and GCI has provided no basis for rejecting the updated 
test year value. 

Peoples Gas continues that its revised figure of $12,142,000 is very close to 
both: (1) the 2009-2011 actuals and 2011 updated forecast combined three year 
average (mean) of $11,817,667 and (2) the 2009-2010 actuals and 2011-2012 updated 
forecasts combined four year average (mean) of $11,898,750, in each instance even 
before correcting the 2009-2011 figures for inflation.  The 2009 actual amount was 
$12,913,000 (PGL Ex. 5.1, p. 4, line 28, col. (F).  The 2010 actual amount was 
$8,684,000.  NS-PGL Ex. 38.0 at 3.  The updated forecasts for 2011 and 2012 are 
$13,856,000 and $12,142,000 respectively.  Id at 4. 

Peoples Gas maintains, in contrast, GCI’s proposal would set the level for this 
item at $10,498,000, far below that average.  See GCI Ex. 7.0 at 14. GCI’s proposal is 
an outlier compared with the updated 2012 test year estimate and the averages. 

Peoples Gas notes that in the 2007 rate cases, the Commission approved use of 
the Utilities’ historical test year injuries and damage expense levels, with one 
adjustment by Peoples Gas for an unusual item in the test year, rejecting a 
Staff-proposed downward adjustment based on a complicated multi-year average where 
slightly changing which years were used produced large differences.  Peoples 2007, p.  
57.  
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In the 2009 rate cases, the Commission approved use of the Utilities’ forecasted 
test year injuries and damage expense levels, again rejecting a Staff-proposed 
downward adjustment based on a multi-year average.  Peoples 2009, pp. 84-85. 

(2) Staff 

Staff explains that GCI Witness Effron proposes to disallow $3.0 million of 
Peoples Gas’ test year operating expenses for injuries and damages expenses.  Mr. 
Effron believes that Peoples Gas has not adequately supported the increase in billings 
from IBS for injuries and damages expenses from 2009 to the 2012 future test year. 
GCI Exhibit 2.0 Corrected, pp. 28-29.  Peoples Gas, in rebuttal testimony, points out 
that Mr. Effron focused solely on billings from IBS and not total injuries and damages 
expenses.  Schedule C-4 for Peoples Gas shows that the increase for total injuries and 
damages expenses from 2009 to 2012 was $0.6 million or 5.13%.   People Gas’ 
Witness Gregor, in rebuttal testimony, identified the impact of inflation on medical costs 
for workers compensation claims as the primary causal factor for the increase in injuries 
and damages expenses from 2009 to 2012. NS-PGL Ex. 21, p. 11.  Peoples Gas’ 
responses to Staff DRs JMO 2.04 and JMO 2.05 mirrors Ms. Gregor’s rebuttal 
testimony and adequately support the increase in injuries and damages expenses from 
2009 to 2012.  Staff concludes that Mr. Effron’s proposed adjustment is not necessary. 
Staff Ex. 11.0 Corrected, p. 12.   

(3) AG 

The AG states that 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 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, according to the AG. 

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, the AG notes. 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.  The AG finds that 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. 
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The AG recommends that 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. 

(4) CUB-City 

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 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). 

(5) Commission Analysis and Conclusion 

The Commission agrees with the Utility and Staff and concludes that GCI 
Witness Mr. Effron’s proposed adjustment is not necessary.  People Gas Witness 
Gregor’s testimony and the Utility’s responses to Staff DRs adequately support the 
increase in injuries and damages expenses from 2009 to 2012.  The Utility’s amount in 
its revenue requirement for injuries and damages expense is appropriate.   

b) Adjustment to Account 921- Office Supplies and 
Expenses 

(1) Utilities 

The Utilities maintain that the only contested issue with respect to Account 921 is 
addressed in Section V.C.4.  The only other proposed adjustment to these expenses 
(which related to cellular costs) was made, but later was withdrawn, by GCI.  NS-PGL 
Ex. 21.0 Corr. at 12; GCI Ex. 7.0 at 13. 

(2) Staff 

Staff notes that GCI witness Effron proposes to disallow $2.892 million of 
Peoples Gas’ test year operating expenses for office supplies and expenses because 
Peoples Gas has not adequately supported the increase in mobile data costs, from 
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2009 to the 2012 future test year. GCI Exhibit 2.0 Corrected, pp. 26-27.  In response, 
Peoples Gas has identified a misclassification of budget amounts between Account 921, 
Office Supplies and Expenses and Account 903, Customer Records and Collections 
Expenses.  $3.1 million that was budgeted to Account 921 should have been budgeted 
to Account 903.  This budgeted amount represents costs related to the customer billing 
system and should have been budgeted to the account, Account 903, where they were 
booked in 2009. NS-PGL Ex. 21, p. 12.  Staff believes that the shift of the customer 
billing system budget amount between the two expense accounts is an appropriate 
explanation and negates the need for an adjustment to reduce test year operating 
expenses. Staff Ex. 11.0 Corrected, p. 10. 

(3) AG 

The AG states that 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 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, according to GCI witness Effron, the AG notes.   GCI Ex. 2.0 at 24.   

The AG continues that 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.   

According to the AG, 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. 

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-
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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, the AG points out.  
See AG Cross Ex. 20. 

The AG asserts that 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 excerpt 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. The AG concludes that Mr. Effron’s 
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. 

(4) CUB-City 

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 recommend 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 27 . 

(5) Commission Analysis and Conclusion 

The Commission agrees with the Utility and Staff and finds that GCI Witness Mr. 
Effron’s proposed adjustment is not necessary in light of the Utility’s explanation of the 
shift of the customer billing system budget amount between the two expense accounts.  
Staff found the Utilities’ explanation to be appropriate and so do we.   

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

(a) Utilities 

The Utilities maintain that their revised proposed rate case expenses are just and 
reasonable, and the evidentiary record contains more than sufficient information for the 
Commission to so find consistent with Section 9-229 of the Act, 220 ILCS 5/9-229.  The 
Utilities, in planning and budgeting for the preparation and prosecution of these cases, 
sought to incur only prudent and reasonable rate case expenses.  Factors identified in 
managing and estimating these costs included: (1) efficiencies resulting from 
simultaneous preparation and anticipated consolidation of Peoples Gas’ and North 
Shore’s rate case filings; (2) selection of outside counsel and expert resources with 
extensive experience in Illinois rate cases and other proceedings and negotiations of 
appropriate estimated hours of work and rates; (3) cost effective use of IBS to provide 
rate case support services; and (4) the extensive procedures involved in prosecuting a 
rate case after filing which include: the discovery process, analysis of Staff and 
intervenor direct and rebuttal testimonies, assistance with preparation of rebuttal and 
surrebuttal testimonies, the evidentiary hearing, post-hearing briefs and reply briefs, 
analysis of the Administrative Law Judges’ Proposed Order, briefs and reply briefs on 
exceptions, preparation and participation in oral argument, analysis of the final 
Commission Order, and preparation of a compliance filing.  The amounts originally 
estimated reflected prudent and reasonable budgets for the work of the outside 
consultants, the outside legal counsel, and applicable IBS personnel on the preparation 
and prosecution of these rate cases.   These expenses were the subject of voluminous 
ongoing discovery, and they were updated and reduced by Staff in rebuttal (including 
supplemental rebuttal) and then by the Utilities in surrebuttal.  NS Ex. 6.0 at 16-17; NS 
Ex. 6.2; PGL Ex. 6.0 at 16-17; PGL Ex. 6.2; NS-PGL Ex. 22.0 2 Corr. at 9-16; Staff 
Ex. 11.0 Corr. at 4–7 and Scheds. 11.1N, 11.1P Corr.; Staff Ex. 20.0 at 2–3 and 
Scheds. 201.N, 20.1P; NS-PGL Ex. 39.0 at 7–10; NS-PGL Exs. 30.4N, 39.4P, 39.9N 
(Public/Conf.), 39.9P (Public/Conf.). 

Staff’s Proposed Adjustments 

The Utilities state that there is no dispute between Staff and themselves 
regarding the rate cases expenses of the instance cases, with one limited exception.  
Staff presented proposed adjustments based on updating in its rebuttal, and the Utilities 
accepted those adjustments, with some further updating that further slightly reduced the 
expenses, in their surrebuttal.  Staff Ex. 20.0 at 2–3 and Scheds. 20.1N, 20.1P; NS-PGL 
Ex. 39.0 at 7–10; NS-PGL Exs. 39.4N, 39.4P. 

The sole open item with respect to Staff’s position is that Staff also proposed to 
disallow $39,000 as to North Shore and $54,000 as to Peoples Gas that reflected 
incentive compensation amounts relating to the Non-Executive Incentive Compensation 
program included in the amounts relating to IBS personnel.  Staff Ex. 20.0 at 2–3 and 
Scheds. 20.1N, p. 2, line 9, col. (g), and Sched. 20.1P, p. 2, line 9, col. (g).  To simplify 
the issues, the Utilities agreed that, to the extent the Commission agrees with Staff’s 
proposed disallowances relating to the Non-executive Incentive Compensation program, 
discussed in Section V.C.1, then to the same extent the aggregate $93,000 at issue 
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here should be removed.  The Commission’s conclusion with respect to this issue is 
addressed in Section V.C.1, supra. 

GCI’s Proposed Adjustments 

The Utilities explain that GCI’s witness, Mr. Morgan, in his direct testimony, 
indicated that he needed additional information on the subject, noting some particular 
areas where he had potential concerns but not proposing any adjustments.  GCI Ex. 1.0 
at 21; GCI Ex. 6.0 at 5.  However, in his rebuttal, he proposed a “50/50 sharing” of rate 
case expenses between the Utilities and customers, i.e., to disallow 50% of the 
expenses.  GCI Ex. 6.0 at 7.  He offers two grounds: (1) rate increases benefit 
shareholders and (2) sharing provides an incentive for controlling rate case expenses.  
Id.  Mr. Morgan’s proposal is inappropriate, for several reasons. 

First, argue the Utilities, rate case expenses are a cost of doing business that the 
Utilities are entitled to recover.  The Utilities have a legal right to rates that allow them 
the opportunity to recover fully their prudent and reasonable costs of service, and rates 
are required to be just and reasonable for the Utilities and their shareholders as well as 
customers.  Customers do not have a right to rates set below the utility’s cost of service.  
The Utilities allege that they have not been recovering fully their costs of services, as 
shown by the rate increases approved in the 2009 rate cases and by the facts that even 
after those rate increases they still have recovered less than their approved ROEs and 
they face much worse cost recovery shortfalls in the 2012 test year, all of which means 
the filing of these rate cases was appropriate and consistent with the Illinois ratemaking 
process.  Peoples 2009, pp. 273-276; NS-PGL Ex. 39.0 Corr. at 14; NS Ex. 1.0 at 4; 
PGL Ex. 1.0 at 4.  The Utilities explain that rate cases filed by a utility are the primary 
means by which rates are revised to meet with the above legal requirements.  While the 
timing of rate cases is intermittent and unpredictable, when they occur they are a 
normal cost of doing business for a utility.  NS-PGL Ex. 39.0 Corr. at 11.  The Illinois 
Supreme Court has rejected requiring a utility to “share” reasonable amounts incurred in 
light of legal requirements.  CUB, 166 Ill. 2d 111, 121, 651 N.E.2d 1089, 1095 (1995) 
(reversing Commission Order directing the sharing of costs incurred by utilities under 
environmental laws). 

Second, according to the Utilities, they have ample incentives to control rate case 
expenses, such as the fact that they bear in the first instance but recover no carrying 
costs on these expenses, and the uncontradicted evidence shows they did manage 
these expenses in these cases, as discussed above and as reflected in the decrease 
from the levels proposed and allowed in their 2009 rate cases that GCI’s witness 
himself noted.  NS-PGL Ex. 39.0 Corr. at 10, 11; see GCI Ex. 1.0 at 16. 

Finally, the Utilities assert that Section 9-229 does not alter the foregoing legal 
and factual points.  (Nor does the GCI witness claim that Section 9-229 supports his 
belated proposal.)  Section 9-229 does not provide for or support any “sharing” of rate 
case expenses.  The Commission rejected GCI’s proposal for a 50/50 sharing of 
charitable contributions in ComEd’s 2010 rate case as contrary to Section 9-227 of the 
Act, 220 ILCS 5/9-227.  ComEd 2010 at 109.  While Sections 9-227 and 9-229 differ in 
various respects, they each relate to recovery of a particular kind of expense, and 
neither provides for any “sharing” of that expense.  Indeed, the Utilities’ rate cases 
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expenses in their 2009 rate cases were found just and reasonable, with the Commission 
referencing Section 9-229.  Peoples 2009, p. 43.  The Commission also has approved 
rate case expenses in numerous cases, including at least ten other rate cases in which 
it has approved rate case expenses and referenced Section 9-229.  MidAmerican 
Energy Co., ICC Docket No. 09-0312 (Order Mar. 24, 2010), p. 43; Illinois-American 
Water Co., ICC Docket No. 09-0319 (Order Apr. 13, 2010), p. 80; Central Illinois Light 
Co., et al., ICC Docket Nos. 09-0306 Cons. (Order Apr. 29, 2010), p. 70; Apple Canyon 
Utility Co., et al., ICC Docket Nos. 09-0548 (Order Sept. 9, 2010) , pp. 20-21; 
Consumers Gas Co., ICC Docket No. 10-0276 (Order Oct. 6, 2010), p. 4; Whispering 
Hills Water Co., ICC Docket No. 10-0110 (Order Oct. 26, 2010), p. 10; Aqua Illinois, 
Inc., ICC Docket No. 10-0194 (Order Dec. 2, 2010), pp. 13-14; Galena Territory Utilities, 
Inc., ICC Docket No. 10-0280 (Order Dec. 15, 2010), pp. 5-6; Northern Hills Water and 
Sewer Co., ICC Docket No. 10-0298 (Order Jan. 20, 2011), pp. 5-6; Commonwealth 
Edison Co., ICC Docket No. 10-0467 (Order May 24, 2011), pp. 65-92 (also providing 
for a later rulemaking). 

The Utilities contend that GCI’s Initial Brief untimely and improperly reverted to 
the approach of GCI’s witness’ direct testimony, citing it and certain other documentary 
exhibits for the proposition that the Utilities had not supplied sufficient support for their 
rate case expenses.  GCI’s discussion was not only untimely and improper, but it was 
extremely inaccurate with regard to its claims about information supposedly not 
produced that in fact was produced and made part of the evidentiary record.  The 
Utilities argue that they were not fairly allowed to respond in testimony, but, 
notwithstanding that, the evidence they provided and Staff’s analysis more than 
sufficiently support the updated rate case expenses presented in the Utilities’’ 
surrebuttal. 

(b) Staff 

Staff recommends that the Commission accept its adjustments to reflect a 
reasonable amount of rate case expenses ($2.536 million for North Shore and $3.731 
million for Peoples Gas) to prepare and litigate Docket Nos. 11-0280/0281 rate case 
filings.  The Companies agree with Staff that the original rate case estimates should be 
adjusted accordingly based on the most recent actual data available and any change in 
assumptions during the course of the proceeding.  The Companies’ rate case expenses 
adjustments in surrebuttal testimony were based on the following arguments: (1) use 
the most recent actual data – July 2011, (2) Staff in rebuttal testimony calculated 
incorrectly the adjustment to amortization expense for current rate case expenses, and 
(3) Staff in rebuttal testimony should not have excluded incentive compensation from 
rate case expenses. NS-PGL Ex. 22.0, pp. 7-9. 

Staff agrees with the Companies’ on points (1) and (2) above and addressed 
point (1) in supplemental rebuttal testimony, Staff Ex. 20.0, pp. 2-3, and point (2) in 
corrected rebuttal testimony. Staff Ex. 11.0 Corrected, pp. 3-4.  However, Staff 
disagrees with the Companies on point (3). The basis by which Staff’s adjustments 
excludes incentive compensation from rate case expenses follows Staff’s position for 
disallowing Non-Executive Incentive plan costs from being recovered in base rates as 
documented in Section V. C. 1, Incentive Compensation.  That reason being the costs 
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are related to shareholder oriented goals, Company affiliate-performance goals, and 
goals tied to financial performance. Staff Ex. 11.0 Corrected, pp. 6-7.  Staff argues that 
its recommended adjustments reflect a reasonable amount of rate case expenses, 
excluding incentive compensation expenses, for Docket Nos. 11-0280/0281 and are 
appropriate and should be adopted by the Commission.    

(c) AG 

The AG presents several proposed adjustments to the Companies’ requested 
level of rate case expense.   

The AG notes that 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: 

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).   The Company seeks 
amortization of these expenses over a two-year period.   

The AG continues that 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.  The AG 
maintains that problems persist with several expense categories and dollar figures 
requested. 

(d) CUB-City 

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 are 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 
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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. 

CUB-City points out that 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, 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.  
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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. 

(e) Commission Analysis and Conclusion 

EXCEPTION NO. 10 

The Commission notes that the only dispute between Staff and the Utilities 
regarding the rate case expenses of the instance cases is Staff’s proposal to disallow 
$39,000 as to North Shore and $54,000 (amortized as $21,000 and $29,000) as to 
Peoples Gas which reflect incentive compensation amounts relating to the Non-
Executive Incentive Compensation program included in the amounts relating to IBS 
personnel.  The Utilities agreed that to the extent that the Commission reasoned that 
Staff’s proposed disallowances relating to the Non-executive Incentive Compensation 
program, discussed in Section V.C.1, were proper then to the same extent the 
aggregate $93,000 at issue here should be removed.  The Commission has not 
approved those disallowances, however, in Section V.C.1.  Hence, the Commission 
finds that the Utilities have accepted Staff’s adjustment as to rate case expenses in the 
instant dockets, except for that $93,000.  The Commission further rejects GCI Witness 
Mr. Morgan’s proposed adjustment and finds that the Utilities’ acceptance of Staff’s 
adjustment to their rate case expenses is just and reasonable.  Pursuant to Section 9-
229 of the Act, the Commission has specifically assessed the amounts expended by the 
Utilities to compensate attorneys and experts to prepare and litigate this general rate 
case filing and finds those amounts as adjusted by Staff (except including the above 
$93,000) to be just and reasonable.   
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(2) Amortization of Rate Case Expenses associated 
with Docket Nos. 09-0166/0167 (cons) 

(a) Utilities 

North Shore and Peoples Gas proposed to amortize the remaining unamortized 
rate case expenses of their 2009 rate cases as of 2012 over a two year amortization 
period to avoid over-recovery in the rates being set in the instant cases.  NS Ex. 6.0 at 
13; PGL Ex. 6.0 at 13. 

The Utilities state that Staff proposed that the calculation of the amount of 2009 
rate case expenses to be amortized through the rates set in the instant case should be 
based on actual costs but capped by the level approved by the Commission in the 2009 
rate cases, and also should exclude costs related to rehearing and appeals.  The 
Utilities, in the interests of narrowing the issues, have agreed to the first of those two 
premises (as reflected in the Utilities’ figures), but disagree with the exclusion of 
rehearing and appeal costs.  NS-PGL Ex. 39.0 Corr. at 6, 7.  The Utilities assert that 
Staff’s proposal to exclude rehearing and appeal costs should not be adopted because: 
rehearing and appeal processes are a common part of litigation of a general rate case 
filing, as exemplified by the facts that there are pending appeals in the Utilities’ 2007 
and 2009 rate cases and there were appeals from ComEd’s 1999, 2001, 2005, 2007, 
and 2010 rate cases Orders.  Id. at 6.  Moreover, the Utilities are aware of no legal or 
ratemaking principle that bars or supports barring recovery of these costs. 

The Utilities explain that GCI wrongly proposed (inconsistently with its 
normalization proposal) that even though the expenses in question were approved for 
recovery in the 2009 rate cases, recovery now should be barred on the theory that 
recovery somehow constitutes retroactive and single issue ratemaking.  NS-PGL Ex. 
39.0 Corr. at 5–6.  Amortization of the 2009 rate cases expenses already was approved 
by the Commission’s Order in those cases.  Peoples 2009, pp. 42-43.  The unamortized 
amount to be recovered through the rates being set here does not exceed what was 
approved then, as noted above.  They maintain that Illinois utilities in past rate case 
proceedings have been allowed by the Commission to recover remaining unamortized 
prior rate case expenses while seeking approval to recover new rate case expenses. 
This situation was addressed in ComEd’s 2010 rate case, in which the Commission 
approved recovery of unamortized approved rate case expenses from ComEd’s prior 
(2007) rate case as well as that 2010 case (and provided for the subject of rate case 
expenses to be addressed in a rulemaking process, as noted earlier). ComEd 2010 at 
59, 68; NS-PGL Ex. 39.0 Corr. at 6.  Similarly, in ComEd’s 2007 rate case, the 
Commission allowed recovery of unamortized approved rate case expenses from 
ComEd’s prior (2005) rate case as well as that 2007 case, rejecting Mr. Effron’s claim 
that the unamortized 2005 case expenses should be disallowed.  ComEd 2007 at 
70-74.  The Utilities suggest that there is no basis for a different result here. 

(b) Staff 

Staff recommends that the Commission accept its adjustments to amortize the 
remaining actual costs incurred, excluding any rehearing costs, for the prior rate case 
expenses in Docket Nos. 09-0166/0167.  The Companies’ calculation of amortization 
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expense of the prior rate case expenses is based on amounts which include costs for 
rehearing which were not previously approved by the Commission.  The rate case 
expenses used in the calculation should be the lesser of the actual amounts incurred 
through the preparation of the compliance filing after the final order has been issued by 
the Commission or the amounts the Commission approved in the prior rate cases.  The 
actual incurred rate case expenses, excluding rehearing costs, for Docket Nos. 09-
0166/0167 were less than the amounts approved by the Commission. Staff Ex. 11.0 
Corrected, p. 8.  Staff contends that the adjustments recommended by it to amortize the 
remaining actual costs incurred, excluding any rehearing costs, for Docket Nos. 09-
0166/0167, are appropriate and should be adopted by the Commission.    

(c) AG 

The AG explains that 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 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.  The AG notes that 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.  The AG maintains that like other operating expenses, the 
Commission should include a representative and normal annual level of reasonably and 
prudently incurred regulatory or rate case expense.   

The AG asserts that 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 AG states that 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, according to the AG.   

The AG notes that 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. 

The purpose of the rate case allowance, the AG states, 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 
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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 AG argues that the basic premise of ratemaking is that rates set by the 
Commission give the utility the opportunity to earn its authorized return.  BPI I, 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 AG reasons that 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 AG recommends that the Commission 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 stretch the period between rate cases so that it can retain the benefit of 
the rate case expense amortization over a longer period. 

Normalization, the AG argues, 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. 

The AG alleges that 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. 
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The AG responds that 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 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.  The AG finds that this is both improper from a ratemaking 
perspective and inequitable to ratepayers. 

The AG contends that 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 AG argues that 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”  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  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 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.   

The AG continues that in response to ICC Staff data request JMO10.04 , 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 
discovery response does not shed light on what contributions certain named individuals, 
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who billed for hundreds of thousands of dollars, provided to the case that was different 
or in addition to the actual testifying witnesses.   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 AG 
avers that the Stafflogix costs of non-testifying witnesses have not been sufficiently 
explained to justify including those costs in the rate case expense. 

The AG explains that 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.  Yet, most of the 
expert, non-legal casework should be completed given the July 31, 2011 date.  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, the AG argues.  

The AG asserts that 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.  

The AG recommends that 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 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.    

The AG notes that 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 
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rendered.  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, the AG finds that 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.  

The AG continues that 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 had 
been served and responded to.  Both Direct and Rebuttal NS-PGL testimony had been 
served.  The AG argues that 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.     

The AG states that 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 for each company. Tr. at 131-132.   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 AG 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.  
The AG suggests that 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.  

The AG also points out that 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.    

The AG argues that 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’ 
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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.  The AG finds that 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.   

*  *  *  * 

The AG states that in conclusion 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 AG recommends that the Commission 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 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.   

The AG explains that 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. 

(d) CUB-City 

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 that 
the Commission erred in allowing Commonwealth Edison Company (“ComEd”) to add 
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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 the Commission approved, and 
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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.   

(e) Commission Analysis and Conclusion 

EXCEPTION NO. 11 

The Commission notes that the Utilities have agreed with Staff, in the interest of 
narrowing issues, that the calculation of the amount of 2009 rate case expenses to be 
amortized through the rates set in the instant case should be based on actual costs but 
capped by the level approved by the Commission in the 2009 rate cases.  They 
disagree, however, with Staff’s proposal to exclude rehearing and appeal costs because 
rehearing and appeal processes are a common part of litigation of a general rate case 
filing.  We agree with Staff and CUB-City that rate case expenses used in the 
calculation should be the lesser of the actual amounts incurred through the preparation 
of the compliance filing after the final order has been issued by the Commission or the 
amounts the Commission approved in the prior rate cases.  We find that the 
adjustments recommended by Staff to amortize the remaining actual costs incurred, 
except for the exclusion of excluding any rehearing and appeal costs, for Docket Nos. 
09-0166/0167, are appropriate and should be adopted by the Commission.  We agree 
that rehearing and appeal expenses are a common part of litigation of a general rate 
case, and the expenses are appropriate on the particular facts of the 2009 rate cases 
rehearing and appeals.  Further, we find nothing in Section 9-229 that bars recovery of 
the costs in question.it is inappropriate to force ratepayers to fund the Utilities’ rehearing 
and appellate pursuits inasmuch as they are not contemplated in Section 9-229 and 
were not considered by the Commission in approving the costs.   

(3) Normalization of Rate Case Expenses 

(a) Utilities 

The Utilities assert that GCI has never provided any valid basis for its proposal to 
“normalize” rate case expenses, which is inconsistent with its “50/50 sharing” proposal.  
The Utilities state that normalization can lead to over- or under-recovery just like the 
Commission’s accepted amortization method.  The Utilities argue that the proposal 
seems premature in light of the rulemaking ordered in ComEd 2010, and thus oppose 
GCI’s proposal.  Staff Ex. 11.0 Corr. at 12–14; NS-PGL Ex. 22.0 2 Corr. at 15–16. 
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(b) Staff 

Staff notes that GCI Witness Morgan recommends that rate case expenses 
should be treated as a normalized operating expense and not afforded regulatory asset 
treatment. GCI Exhibit 1.0 Corrected, p. 22.  The Companies do not agree with Mr. 
Morgan’s recommendation to normalize annual rate case costs as base rate operating 
expenses.  The Companies cite the Commission Order in ComEd’s most recent rate 
case, where the Commission “declined to “normalize” ComEd’s rate case expense.  The 
term “normalize” is one that is traditionally associated with the expenditures for day-to-
day operations, like office supplies.  Rate case expense is not a day-to-day operational 
cost; it is an extraordinary cost that occurs sporadically.” ICC Docket No. 10-0467, 
Order, May 24, 2011, at 68.   

Staff does not support Mr. Morgan’s recommendation at this time and agrees 
with the Companies’ position, which is consistent with the Commission’s prior 
conclusion in Docket No. 10-0467 that rate case expense is an extraordinary cost that 
occurs sporadically and should be afforded treatment as a regulatory asset with 
subsequent amortization.  It has been the general practice of the Commission to provide 
recovery of the cost of the current rate case and the unamortized cost of prior rate 
cases as an operating expense in the revenue requirement of the current rate case.  
However, the Commission ordered the initiation of a rulemaking regarding rate case 
expense in Docket No. 10-0467 and it is possible that this general practice may be an 
issue in that proceeding.  It would not be appropriate to revise the general practice 
before the Commission has the opportunity to consider various alternatives in the 
rulemaking. Staff Ex. 11.0 Corrected, pp. 13-14. 

(c) AG 

See Section V.C.6.c.2, supra.   

(d) CUB-City 

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 
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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 
here, to recover multiple years of rate case expense – from multiple different 
proceedings – in rates. 

(e) Commission Analysis and Conclusion 

The Commission agrees with Staff and the Utilities and concludes that it does not 
support GCI Witness Mr. Morgan’s recommendation at this time.  In accord with the 
Commission’s prior conclusion in Docket No. 10-0467, we find that rate case expense is 
an extraordinary cost that occurs sporadically and should be afforded treatment as a 
regulatory asset with subsequent amortization.  The Commission did, however, order 
the initiation of a rulemaking regarding rate case expense in Docket No. 10-0467 and 
this general practice may be an issue in that proceeding.  For that reason, we agree 
further with Staff and find it inappropriate to even contemplate the revision of the above 
mentioned general practice before the Commission has the opportunity to consider 
various alternatives in the rulemaking.   

d) Gas Transportation Administrative Costs 

The subject of Gas Transportation administrative charges is addressed in 
Section XI.C, XI.D.1, and XI.E.1, infra.   

e) Solicitation Expense 

(1) Utilities 

The Utilities maintain that they have reflected appropriate and reasonable 
cost-based figures for the IBS solicitation revenues relating to the Pipeline Protection 
Program (“PPP”) offered by affiliate Peoples Energy Home Services (“PEHS”) in their 
forecasts for the 2012 test year, a total of $16,572, so no adjustment is proper or 
necessary.  NS-PGL Ex. 38.0 at 7–8, 9.  Any errors made by IBS in prior years by not 
billing PEHS the right amounts do not alter the correctness of the 2012 test year figures.  
Id. at 9.  The Utilities contend that contrary to Staff’s proposal to calculate the figures 
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based on an estimate of the market value of the solicitation services provided by IBS to 
PEHS, the correct calculation is cost-based under the Master Non-Regulated Affiliated 
Interest Agreement.  NS-PGL Ex. 38.0 at 7, 8. 

(2) Staff 

Staff recommends that the Commission accept Staff witness Sackett’s proposed 
adjustment to the expenses billed to the Companies from their affiliated service 
company IBS.  IBS failed to charge another affiliate, PEHS for services IBS performed 
for it related to the PPP according to its effective affiliate agreements and failed to credit 
the Companies for those revenues.  The Companies’ agreement with IBS provides that 
IBS charge the Companies for expenses less revenues provided to IBS by other parties.  
The affiliate agreement between IBS and non-utility affiliates provides that these 
services may be performed but that the charges must be at FDC basis.  Staff finds that 
this failure by IBS to recognize revenues for services it provides to certain affiliates, i.e. 
PEHS, has the end result of IBS over charging the Companies for services provided by 
IBS to the Companies. 

Staff explains that the PPP is a warranty product offered to Peoples Gas and 
North Shore ratepayers presumably to protect them against the risk of having to pay for 
repairs to exposed gas lines within their homes.  PPP costs customers $2.95 per month 
and covers repairs up to $300 per incident.  It is a product owned by the Companies’ 
affiliate PEHS, Staff Ex. 9.0, Attachment D: Companies responses to Staff DR DAS 
2.09, and has been offered to these ratepayers since April 2004.  Companies’ 
responses to Staff DR DAS 2.02. Staff Ex. 9.0, p. 33.  For the years 2005 – 2010, there 
has been an average of 23,553 PPP customers for Peoples Gas and 3,582 for North 
Shore. Staff Cross Ex. 15, pp. 1-4: Companies responses to Staff DR DAS 2.06 Att. 01. 

Staff notes that both Companies provide services to support PPP.  These 
services include the repairs of all leaks, Companies responses to Staff DR DAS 6.01, 
and the billing of the $2.95-per-month charge.  Companies’ responses to Staff DR DAS 
2.03.  From 2004 – 2007, the Companies provided solicitation of their ratepayers and 
responses to customer inquiries.  Staff Ex. 9.0, p. 33.  However, another affiliate of the 
Companies, IBS now provides these “Customer Relations” services for both the 
Companies and PEHS.  NS-PGL Ex. 21.0, p. 4. 

According to Staff for the years 2005 – 2010, there has been an average of 
$818,807 annually collected on behalf of PEHS for Peoples Gas and $136,607 for North 
Shore.  Staff Ex. 9.0, Attachment E:  Companies revised corrected responses to Staff 
DR DAS 2.10 and Att. 01. 

Staff maintains that currently the Companies provide these services under the 
Services and Transfers Agreement (“STA”) that was approved in Docket No. 06-0540.  
This agreement explicitly authorizes the billing repairs and solicitation.  Staff Ex. 9.0, 
Attachment F:  Companies responses to Staff DR DAS 2.08 and Att. 03, p. 4. The 
Companies must charge their affiliate according to the “pricing mechanism approved by 
the Commission” or, if none exists, the Fully Distributed Cost (“FDC”) of providing that 
service. Staff Ex. 9.0, Attachment F, p. 6.   
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Staff continues that for the years 2005 – 2010, there has been an average of 276 
repairs annually on behalf of PEHS for Peoples Gas and 38 for North Shore. Staff Ex. 
9.0, Attachment H: Companies to Staff DR DAS 2.12 Att. 01. This results in an annual 
PPP repair percentage of 1.2% for Peoples Gas and 1.0% for North Shore.  From 2005 
– 2010 Peoples Gas and North Shore received an average of $9,757 and $1,050 
annually respectively from PEHS for repairs for PPP customers. Staff Ex. 9.0, 
Attachment E. This amounts to an average of $35.35 and $28.04 per repair and an 
actuarial cost of $0.41 and $0.29 per PPP customer annually. 

Staff witness Sackett defines two concepts in his direct testimony to explain the 
margin on PPP.  He defines “actuarial cost” as average cost of having to pay for the 
repairs.  The remaining amount of the revenues is the “risk premium.”  Mr. Sackett 
defines the risk premium as “the amount that a customer pays over the actuarial cost in 
order to mitigate the risk of the financial loss.  The risk premium covers costs not related 
to repairs and the margin on the product.”  Staff Ex. 9.0, p. 36.  Since PPP Customers 
pay $35.40 annually for this product, the risk premium is $34.99 for Peoples Gas and 
$35.11 for North Shore.  According to Staff, these concepts and the underlying numbers 
are unrefuted and they demonstrate that these products are over priced.  Thus the 
margin is a good starting place for an adjustment given the Companies utter failure to 
credit ratepayers for the full costs incurred.   

Staff states that the Companies insist that their agreements with their affiliates 
require that charges must be at FDC and that no adjustment is needed because they 
have been billing appropriately or that an adjustment must be for the FDC even though 
the agreements have been repeatedly disregarded.  Staff argues that by their own 
admission the Companies have failed to abide by Commission-ordered agreements.  
Ms. Gregor claims in her rebuttal testimony that they are in compliance.  “According to 
the Commission approved STA, which is the affiliated interest agreement under which 
the Utilities charge PEHS for services, the Utilities are to bill PEHS at the Fully 
Distributed Cost for providing that service. The Utilities are billing according to the STA. 
NS-PGL Ex. 21.0, p. 5, emphasis added.  This is not the case.  The Companies 
solicitation was below FDC, their repair billing was below FDC and their billing was 
below FDC.  Further, in her surrebuttal testimony Ms. Gregor acknowledges that the 
Companies have not been billing according to the STA stating, “[I]t has been 
determined that the Utilities have missed billing overhead costs related to benefits and 
payroll taxes to PEHS from 2008-2010.” NS-PGL Ex. 38.0, p. 10-11. 

Additionally, Staff points out, the Companies’ affiliates have failed to abide by 
other agreements.  “According to the Commission approved Master Non-Regulated 
Affiliated Interest Agreement (“AIA”) which now applies to billing by the Customer 
Relations area to PEHS, the amount billed must be at cost….the solicitation expenses 
that should have been charged to PEHS by IBS and, thus, should have reduced the 
expenses charged by IBS to the Utilities by the same amount.” NS-PGL Ex. 21.0, p. 5.  
Also, the Companies have failed to include the appropriate amounts in previous rate 
case test years for customer relations, repairs and billing as discussed further below.  
Staff argues that the Commission should not feel obligated to respect pricing provisions 
of agreements that the Companies do not themselves respect. 



11-0280/11/0281 (cons.) 

93 
 

Staff explains that issues related to treatment of solicitation services for PEHS 
has a considerable history.  The Companies provided solicitation and other customer 
relations services to PEHS from 2004-2007.  During this time customer relations 
services were covered by the STA or its predecessor.  Under these agreements, all 
services had to be provided at the “pricing mechanism approved by the Commission” or, 
if none exists, the FDC of providing that service. Staff Ex. 9.0, Attachment F, p. 6. 

In 2008, the Companies transferred the customer relations portion of their utilities 
to another affiliate, IBS.  According to Ms. Gregor, transactions between the two 
affiliates (PEHS and IBS) are subject to a Master Non-Regulated AIA. NS-PGL Ex. 
21.0, p. 5.  This agreement requires that IBS charge PEHS at FDC.  The amount that 
IBS charges to PEHS is important because during a rate case, the Companies pay the 
residual amount not paid to IBS by other affiliates. NS-PGL Ex. 21.0, p. 4.  The 
Companies’ current position is that the test year includes a credit to the Companies in 
the amount of $16,000.  Staff contends that there are eight reasons why this position 
should be rejected by the Commission. 

First, it is implausible to conclude that the Companies included a credit to 
ratepayers for the amount that IBS neglected to charge to PEHS in the test year 
presented to the Commission in the spring of 2011.  According to the Companies 
current position, their affiliate, IBS, neglected to charge PEHS for these services despite 
the requirement of the governing agreement.  However, the Companies claimed they 
remembered to include this estimate in their respective test years that were provided to 
the Commission in the Companies’ direct case. 

Second, the Companies’ witness Ms. Gregor admits that, aside from her 
testimony, there is no evidence that the test year includes any billing amount from IBS 
to PEHS, much less the amount she claims is included.  When asked to demonstrate 
that this amount was included in the test year, she responded that since this is a billing 
from IBS to PEHS, it reduces the amount of billings to Peoples Gas and therefore will 
not show up as an identifiable amount on any of Peoples Gas' [and North Shore’s] 
schedules.” Staff Cross Ex. 15, p. 9: Companies response to Staff DR DAS 13.03e.  
Staff asserts that this is an inadequate response because it puts the Commission at the 
mercy of the Companies to correctly identify these partial amounts within the test year.  
Further, there should be some basis for this partial amount and for the total numbers of 
which this amount is a part. 

Third, Companies’ witness Ms. Gregor admits that there is no basis in the record 
for the inputs used in the estimated percentages used in the derivation of the 
Companies calculated amount of costs to provide services to other affiliates.  As she 
looked at a document that she claimed was the basis for the test year amount, Ms. 
Gregor was asked if the basis for the components of the estimate were on the record.  
She admitted that the cost of each call ($2.63), the number of calls per day (200) and 
the percentage of time spent on solicitation (5%) had no basis in the record. Tr. pp. 910-
911, September 2, 2011.  Therefore, according to Staff, the estimated allocation 
percentage of 0.2% for IBS’s customer relations costs is completely unsubstantiated 
and the estimates and any test year allocations that result from these numbers should 
be rejected by the Commission. 
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Fourth, Staff argues, the Companies failed to provide any basis for test year 
credit to the Companies as Companies’ alleged test year estimate is based on a study 
that has not been provided.  When asked to provide the basis for this amount, Ms. 
Gregor maintained that it was shown in her earlier response to Staff DR DAS 10.01 
Attachment 01, p. 5, Staff Ex. 18.0, Attachment F, which shows the derivation of the 
2011 estimate. Tr. pp. 902-907, September 2, 2011.  However, the percentage of call 
center costs to be allocated to PEHS in the test year in DAS 10.01 is 0.221% and in the 
workpaper, the percentage is 0.235%. Staff Cross Ex 13, not 0.2% as Ms Gregor has 
contended.  Staff suggests that the Commission reject any test year number without an 
actual basis.  

Fifth, in the Companies’ rebuttal testimony they argued that the test year did not 
include this amount and that an adjustment to the IBS expenses is warranted.  Staff 
notes that the Companies have acknowledged, despite assurances that IBS is required 
to charge FDC, PEHS was not charged at all for these services from 2008 until 
sometime in 2011. Staff Ex. 18.0, Attachment G: Companies responses to Staff DRs 
DAS 9.09.  This period includes the previous rate case’s test year, which does not 
reflect any solicitation charges.  In their rebuttal testimony, the Companies admitted that 
they had failed to include a credit to the Companies’ IBS expenses.  Ms. Gregor 
estimated that the adjustment should have been about $71,068 for the test year. NS-
PGL Ex. 21.1 P and 21.1N.  According to this logic, the Companies somehow 
remembered to include this estimate in the respective test years provided to the 
Commission with the Companies’ direct case but subsequently forgot this adjustment in 
their rebuttal testimony.  The Companies provided no explanation as to why their 
surrebuttal testimony directly contradicts their rebuttal testimony. 

Sixth, Staff states that the Companies’ rebuttal testimony estimated that the 
amount of test year customer relations expenses for PEHS was $71,068, an amount 
more than four times the estimate allegedly included in the test year amount.  The fact 
that even this understated amount is significantly more than the final $16,572, which the 
Companies have alleged to have been included all along, casts doubt on the final 
estimate.  

Seventh, Staff maintains that the Companies FDC charges for 2005-2007 are 
based on Full Time Equivalents (“FTE”) that are vastly deflated and therefore not the full 
costs based on the Commission-approved method.  Ms. Gregor’s estimates are based 
on numbers that are below FDC.  The Companies provided the estimates for 2005-2007 
.  The Companies provided estimated values for the factors underlying the estimated 
costs only for years 2005 and 2006.  An example casts doubt on the validity of all the 
Companies’ cost estimates.  The estimated values include the duration of the 
solicitation call of 0.17 minutes (or 10 seconds). PGL DAS 1204 Attach 01, pp. 1 and 4; 
Staff Cross Ex. 14, pp.2 and 5.  However, when the Companies’ witness, Ms. Gregor 
read the script at the hearing, it took her 30 seconds just to read the script, which is 
three times the Companies’ 10 second estimate. Tr., September 2, 2011, p. 897.  
Additionally, these 30 seconds do not include any allowance for those customers who 
would ask questions.  Thus, the basis for the estimates is not reliable.  These estimates 
may be off by more than a factor of three.  Staff recommends that since the Companies 
were required under the STA to provide services at FDC but have clearly discounted 
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them, the Commission should choose another basis for the correct allocation of 
customer relations costs. 

Finally, Staff argues that there is evidence that the Companies provided other 
services for which they did not charge PEHS.  In 2005, 2006 and 2007 there was an 
estimate of FTEs for these other services which include sales and marketing, materials 
production, market development, and market research.  In 2006 there was an estimate 
of more than $143,000 (before overhead) for these other services which include 
executive office, market development, graphics and corporate research.  PEHS never 
paid for these services in 2006.  The only amount paid to the Companies by PEHS was 
for customer relations – Staff Ex. 9.0, Attachment D, Companies revised corrected 
responses to Staff DR DAS 2.10, a category that includes solicitation but precludes 
these other services. Tr, September 2, 2011, pp. 913-915.  Staff asserts that there is 
also no evidence that these services are not currently being provided for PEHS by IBS 
at no charge.  If there are other services, as indicated above, that the Companies did 
not originally disclose that have not been reflected in the test year, then the adjustments 
proposed by the Companies will be even further from the proposed amount. 

Staff asserts that the Companies have created a contradictory argument on the 
subject of solicitation expenses and services for PEHS through various responses to 
discovery and multiple rounds of testimony; stating one thing on direct, another on 
rebuttal, and then asserting that they were wrong in rebuttal testimony and actually had 
it right the first time.  The Companies witness and evidence is not credible in these 
matters.  They have not provided a basis for the FDC costs that are required by the 
agreement.  In absence of any credible evidence that these levels are cost and 
accurate, Staff recommends that the ratepayers receive a credit for the market value of 
the solicitation services performed by IBS on behalf of PEHS. 

Staff reasons that the Commission should draw four conclusions from this 
evidence: (1) there is no evidence of any credit in the original test year expenses for 
customers relations services provided by IBS for PEHS; (2) the estimates provided by 
the Companies are not the full costs of providing these services as required under the 
governing agreement; (3) since there is no established estimate of FDC, another 
adjustment should be used; and (4) the adjustment should be based on the market 
value of these services.  Staff maintains that the Commission should utilize the estimate 
of this market value provided by Staff Witness Sackett, which is based on the margin of 
$656,267 and $116,361 that PEHS makes on PPP for Peoples Gas and North Shore 
respectively. Staff Ex. 18.0, p. 23.  This margin was never refuted by the Companies.  
Only Staff’s proposal ensures that ratepayers receive the full benefit for all value of 
these services to PEHS. 

In the alternative, Staff suggests that if the Commission determines that its 
proposed amount is not warranted, then it recommends that the Companies’ rebuttal 
testimony adjustment for $70,000 is more appropriate than their surrebuttal testimony 
recommendation of no adjustment.   

(3) Commission Analysis and Conclusion 

EXCEPTION NO. 12 
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The Commission agrees with Staff and accepts Staff witness Sackett’s proposed 
adjustment to the expenses billed to the Companies from their affiliated service 
company IBS.  The evidence supports the conclusion that in one period IBS failed to 
charge PEHS for services IBS performed for it related to the PPP according to its 
effective affiliate agreements and failed to credit the Companies for those revenues.  
This failure by IBS to recognize revenues for services it provides to certain affiliates 
doesdid, in fact, have the end result of IBS over charging the Companies for services 
provided by IBS to the Companies in that period.  However, proper charging and 
crediting resumed in 2011, and the Utilities’ surrebuttal not only provides proper 
amounts for the 2012 test year but overly credits customers.  We find that Staff’s 
adjustment based on the estimated margin of $656,267 and $116,361 that PEHS 
makes on PPP for Peoples Gas and North Shore is inappropriately punitive, retroactive, 
excessive, and not reasonable.   

7. Depreciation  

a) Depreciation Expense on Forecasted Additions 

(1) Utilities 

As discussed in Section IV.C.1.a, the Utilities, in the interests of narrowing the 
issues, accepted Staff’s proposed adjustment related to forecasted plant additions.  
There were errors in Staff’s figures for the derivative impacts on depreciation expense 
of that plant additions adjustment, but the errors were corrected in the Utilities’ corrected 
surrebuttal.  NS-PGL Ex. 39.0 Corr. at 5.  The Utilities believe that the corrected figures 
for the derivative impacts are not contested. 

(2) Staff 

The argument for Depreciation Expense on Forecasted Additions is contained in 
Section IV.C.1.a.i, supra.   

(3) Commission Analysis and Conclusion 

The Commission resolves the final figures for derivative impacts on depreciation 
expense of Staff’s adjustment related to forecasted plant additions in accordance with 
the Commission’s ruling on that adjustment discussed elsewhere in this Order. 

b) Derivative Adjustments from Contested Adjustments 

(1) Utilities 

Setting aside the corrections discussed in Section V.C.7.a, supra, which the 
Utilities understand to have been resolved, the Utilities do not believe that there are any 
disputes over the correct calculation of depreciation expense impacts of contested plant 
adjustments.  When the Utilities do contest a plant adjustment, then, of course, they 
also oppose the associated derivative impacts, including the impact on depreciation 
expense.   
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(2) Staff 

Staff’s position is that once a decision is made on the contested adjustments any 
derivative adjustments fall out of the formulae.  Staff is not aware of any dispute over 
those formulae used to make the derivative adjustments. 

(3) Commission and Analysis 

The Commission resolves the derivative impacts on depreciation expense in 
accordance with the Commission’s rulings on the applicable contested adjustments 
discussed elsewhere in this Order. 

8. Revenues 

a) Repair Revenues 

(1) Utilities 

The Utilities assert that Staff’s proposal is incorrect.  Under the 
Commission-approved STA, which applies here, the Utilities are to bill PEHS at the FDC 
of providing the repair service.  NS-PGL Ex. 38.0 at 10.  The Utilities provided support 
for the FDC calculation.  Id. at 10. 

In 2008-2010, the Utilities missed billings totaling $7,174 for Peoples Gas and 
$910 for North Shore, and they originally did not include this item in their forecasted 
2012 test year figures, but the Utilities’ revised revenue requirements in surrebuttal 
reflect the correct amounts.  NS-PGL Ex. 38.0 at 10.  The Utilities maintain that they are 
required to charge PEHS the FDC, and are not required to charge the same amount 
charged to customers.  Id. at 11. 

(2) Staff 

Staff explains that Repair Service is another area where the Companies freely 
admit that they have been operating with their affiliate in violation of the STA.  The STA 
requires that the Companies charge their affiliates the “pricing mechanism approved by 
the Commission” or, if none exists, the FDC of providing that service. Attachment F, p. 
6.  However, the Companies admit that for the years 2008-2010 they have not charged 
PEHS for the loadings above explicit costs as required. NS-PGL Ex. 38.0, p. 10.  Since 
the Companies admit that they have not charged the FDC of providing that service, 
Staff recommends that the Commission approve an alternate “pricing mechanism” 
where the affiliate must pay the ratepayer rate.   

Staff points out furthermore that the Companies acknowledge in surrebuttal 
testimony that they neglected to include any repair revenues in the test year. NS-PGL 
Ex. 38.0, p. 10.  They also acknowledge that they forgot to include any of these 
revenues in the test year for the previous rate case, Staff Cross Exhibit 15, pp. 14 and 
20, and that an adjustment is needed to the test year to include these revenues.  
However, the amount of the proposed adjustment is based on historical amounts they 
charged PEHS which were not at FDC. NS-PGL Ex. 38.0, p. 10.  Staff suggests that this 
proposed adjustment provides further evidence that Commission oversight on these 
agreements is needed to ensure proper Company compliance.   
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Staff argues that the amount of the adjustment should not be based on the 
historical amount charged plus loadings for the following reasons.  First, the Companies 
charge their ratepayers for the same types of repairs.  According to the Companies’ 
witness Ms. Gregor, these charges are based on the average rate of those repairs plus 
a margin.  Staff Ex. 18.0, Attachment I; Companies responses to Staff DR DAS 6.08; 
Attachment H - Companies responses to Staff DR DAS 9.08.  However, the average of 
the charges to PEHS are roughly half of the average of what the ratepayers are charged 
for the same service.  The Companies cannot find any study that shows how these 
rates were determined nor has it provided any basis to support this profit margin of 70% 
for Peoples Gas  and 115% for North Shore . Staff Ex. 18.0, Attachment H; Companies 
response to Staff DR DAS 9.08.  The amount of these margins, which the Companies 
allege explain the difference in repair charges, would be insufficient to bridge the gap 
between the rates paid by ratepayers and the charges to PEHS for the exact same 
services.  So the margin would have to be 70% and115% for this to be accurate.  If the 
profit margin is less than this, then the amount charged to PEHS must be discounted in 
some manner.  

Staff maintains that there is no reason to conclude that providing repairs for 
ratepayers takes more time than it does to provide the repairs for PPP customers. The 
time records on which the charges are based, and which the Companies have provided, 
cannot reflect the full time spent on providing these services to PEHS.   

Last, the affiliate uses the ratepayer rate as the price to compare in its script 
where potential customers are told that the repairs apart from the PPP would cost them 
$70, Staff Ex. 9.0, Attachment D: Companies response to Staff DR DAS 2.09, which is 
the Companies rate to customers for repairs of exposed piping. Staff Ex. 9.0, 
Attachment K; Companies response to Staff DR DAS 2.14. 

Staff recommends that the Companies be ordered to charge PEHS the same 
rate that they charge ratepayers.  The full amount of these repairs should be included in 
the test year for Peoples Gas and North Shore respectively.  Staff witness Sackett 
estimated the revenues that each Company should receive if those equal rates are 
charged.  His proposal in his direct and rebuttal testimony was based on an assumption 
that the Companies had included the average amount in the test year.  Since the 
Companies have acknowledged in surrebuttal testimony that they failed to include any 
repair revenues in the test year – NS-PGL Ex. 38.0, p. 10, the amount of the inclusion 
should be the full amount of those charges of $17,313 for Peoples Gas and $2,456 for 
North Shore instead of the difference between them and the test year amounts.   

(3) IGS 

IGS states that it and Staff presented substantial evidence regarding the 
subsidies that the Companies provide to their affiliate PEHS in support of the PPP 
warranty product.  (See IGS Initial Brief at 6-9; Staff Initial Brief at 37-51.)  IGS supports 
Staff’s findings and conclusions that the Companies have potentially violated their 
affiliated interest agreement, and should have to petition the Commission to continue 
providing support to PEHS in support of the PPP product.  (See, e.g., IGS Initial Brief at 
5-8; Staff Initial Brief at 37-51.)  In addition, IGS urges the Commission to require the 
Companies to provide the same services to non-affiliates as the Companies provide to 
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affiliates (such as PEHS) on non-discriminatory terms, consistent with Staff and Nicor 
Gas’s settlement in the Nicor merger proceeding (ICC Docket No. 11-0046).  (See IGS 
Initial Brief at  6-9.)  The dual effect of this requirement would be to open up the 
competitive market for warranty products and to potentially provide additional non-
ratepayer revenue that could lead to a lower revenue requirement for all customers.  
(See, e.g., IGS Initial Brief at 5, 8-9; Staff Initial Brief at 47-51.) 

(4) Commission Analysis and Conclusion 

EXCEPTION NO. 13 

The STA requires that the Utilities charge their affiliates the pricing mechanism 
approved by the Commission or, if none exists, the FDC of providing that service.  We 
find that since during a prior period the Companies have not charged the FDC of 
providing the repair service, but their proposed 2012 test year figures in surrebuttal are 
appropriatewe are now placed in a position to approve an alternate pricing mechanism.  
The Commission agrees with Staff and finds that its adjustments are reasonable.  The 
Utilities shall charge PEHS the same rate that they charge ratepayers.  Further, the full 
amount of these repairs should be included in the test year for Peoples Gas and North 
Shore respectively.  The Utilities, in the interests of narrowing the issues, did not take 
Exception to the adjustments of $1,000 and $6,000 as to North Shore and Peoples Gas, 
respectively, so the Order reflects those adjustments.  

b) Other Issues Relating to PEHS and PEPP, Including 
Staff Request for Investigation 

(1) Utilities 

The Utilities maintain that Staff’s proposal for further Commission investigation of 
the PPP offered by PEHS is unwarranted.  The amounts involved do not justify the 
burdens and costs of such steps.  The impact of the 2012 test year solicitation 
revenues, properly calculated, on the Utilities’ forecasts are just $16,572, as noted 
above.  The missed billings for repairs in 2008 to 2010 were just a total of $7,174 for 
Peoples Gas and $910 for North Shore, as noted above.  The Utilities argue that larger 
amounts potentially would be at stake if the solicitation and repairs amounts were to be 
calculated as Staff proposes, but, as discussed earlier, Staff’s proposals are incorrect. 

(2) Staff 

Staff explains that the Companies have agreed to adjust the revenues in the test 
year to reflect a higher cost to provide billing services to their affiliate PEHS.  This 
adjustment should be approved to correct a discrepancy and subsidy from ratepayers to 
PEHS.  The Companies have charged PEHS $0.40 per bill or letter from 2004 to 2011.  
The Companies admit that they cannot provide the basis of this charge. Staff Ex. 18.0, 
Attachment J; Companies response to Intervenor DR IGS 4.03.  Additionally, Staff notes 
that the Companies did a study in 2011 that revealed that the FDC of providing this 
service was now $0.54, an increase of 35% since 2004. Staff Ex. 18.0, Attachment J: 
Companies responses to Intervenor DR IGS 4.03.  The charge did not change through 
two rate cases; the test year for each rate cases reflected only the revenues at $ 0.40. 
Staff Cross Ex. 15, pp. 15-16 and 21-22; Companies responses to Staff DR DAS 13.05.  
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The Companies agreed to include the full amount of $0.54 per bill in their surrebuttal 
testimony. NS-PGL Ex. 38.0 p. 11. 

Staff witness Sackett recommended that the Commission order an investigation 
into the Companies dealings with their affiliates and the support for PPP in general.  
The preceding discussion in sections V.C.6 and V.C.8 amply demonstrates at a 
minimum a lack of attention by the Companies to proper interaction between 
themselves and their affiliates and at a maximum complete abuse of the law and 
Commission orders.  The proposed investigation is necessary to prevent ratepayers 
from continuing to subsidize the affiliates.  Additionally, there is substantial evidence 
that the PPP product is over-priced and that customers do not receive the benefit that 
they perceive.  The investigation should also require that the Companies provide full 
cost justification for the repair rates charged to ratepayers.  Given all of the above, Staff 
recommends that a thorough investigation is required to establish that the interactions 
between the utilities and their affiliates are in the public interest, the standard for such 
interactions. 

(3) IGS 

IGS supports Staff’s recommendation that within 90 days of the Final Order in the 
present dockets the Companies should be required to petition to continue providing 
support to PEHS, the Companies’ affiliate that provides a warranty product.  (See, e.g., 
IGS Initial Brief at 5-6, Staff Initial Brief at 50-51.)  IGS notes that Staff expert witness 
Mr. Sackett provided compelling evidence to demonstrate that the Companies subsidize 
their affiliate by undercharging for solicitation and repair services and possibly not 
charging at all for certain components of solicitation.  (See, e.g. Staff Initial Brief at 37-
51; IGS Initial Brief at 6.)  IGS finds potential merit in Mr. Sackett’s question of whether 
the services provided by the Companies might not even be authorized under the 
Companies’ Affiliated Interests Agreement.  (See Staff Initial Brief at 50-51; IGS Initial 
Brief at 6.)  In addition, IGS points out that, through IGS’s Data Request, the Companies 
discovered an error in how much the Companies charge their affiliate for billing, and all 
parties agree that the Companies have been undercharging PEHS for billing services.  
(See IGS Initial Brief at 6; Id. at 9 (noting that the Companies agreed to increase billing 
cost to PEHS); Staff Initial Brief at 50; IGS Cross Exs. 5-6 (the Companies’ Responses 
to Data Request IGS 4.03, agreeing to increase billing cost to affiliates).)  IGS notes that 
Mr. Sackett also provided evidence that the Companies were not truthful with Staff 
regarding the warranty product.  (See IGS Initial Brief at 6.)  Based on the voluminous 
evidence that the Companies are subsidizing their affiliate, IGS supports Staff’s 
recommendation and respectfully requests that the Commission require the Companies 
to initiate a proceeding in which the Commission can further investigate the way in 
which the companies support their affiliate’s warranty products.  (See Id.) 

(4) Commission Analysis and Conclusion 

EXCEPTION NO. 14 

The Commission agrees with Staff and finds that the Utilities in a prior period 
have not properly interacted with their affiliates as evidenced by our conclusions in the 
above related sections.  Staff’s proposal for further Commission investigation of the 
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Utilities’ interactions with their affiliates is understandable but is not warranted under the 
changed facts and in light of the amounts at issue and the Utilities handling this subject 
appropriately for the 2012 test yearwarranted and in the public interest.  We do not 
believe that the investigation is necessary to prevent ratepayers from continuing to 
subsidize the affiliates.  The Utilities are required to provide full cost justification for the 
repair rates charged to ratepayers as well.  Staff’s proposal relating to non-tariffed 
repairs is not appropriate or needed and is not adopted. 

c) Warranty Products (Revenue and Non Revenue) 

(1) Utilities 

The Utilities argue that IGS’ proposal was untimely and lacks a valid legal basis 
as well as a sound factual basis.  The Utilities made no proposal on this subject, nor did 
any party do so in their direct testimony.  The proposal was made by IGS in rebuttal for 
the first time and the Utilities did not have a reasonable and fair time to analyze and 
respond in the five business days within which their surrebuttal was due.  In addition, 
IGS has not made a convincing case for its proposal, which would impose obligations 
on the Utilities in relation to unaffiliated parties.  The Utilites assert that even if such a 
proposal were to be proper in some circumstance, it was untimely, the record is 
insufficient, and these cases are not a proper vehicle to address the proposal. 

(2) IGS 

IGS describes several ways in which the Companies subsidize PEHS’s PPP 
warranty product.  The subsidies that IGS identifies break down into two basic 
categories: first, IGS and Staff identify subsidies through the Companies undercharging 
affiliates for services from billing to repairs and solicitation.  (See, e.g., IGS Initial Brief 
at 7-9, Staff Initial Brief at 37-51.)  In addition, IGS identifies subsidies involving unique 
opportunities that the Companies afford only to PEHS or on different terms to PEHS, 
which include both access to the utility bill and solicitation services.  (See, e.g., IGS 
Initial Brief at 7-9.)  IGS avers that both of these types of subsidies are problematic, and 
need to be addressed to support a competitive warranty product market and to remove 
the burden of the subsidies from ratepayers.  (See IGS Initial Brief at 5, 7-8.)  The way 
to address these subsidies, IGS argues, is to adopt Staff and IGS’s proposal for the 
Companies to stop charging PEHS for services at below cost, but also to adopt IGS’s 
proposal to require the Companies to offer the services -- specifically billing and 
solicitation -- provided to affiliates on a non-discriminatory basis to non-affiliates.  (See 
IGS Initial Brief at 5, 7-9.) 

IGS agrees with Staff’s thorough analysis that the Companies undercharged their 
affiliate for repair and solicitation services.  (See IGS Initial Brief at 7-8.)  In addition, 
Staff and the Companies agreed with the finding in response to IGS Data Request 4.03 
that the Companies are currently charging below cost for billing services to the PEHS.  
(See, e.g., IGS Initial Brief at 8, 9; Staff Initial Brief at 50.)  IGS argues it is “important” 
for the Companies to bill PEHS for the full cost of supporting services, and agrees with 
Staff that the Companies should charge PEHS the full cost of support services.  (See 
IGS Initial Brief at 8.) 
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In addition to the undercharging identified by IGS and Staff, IGS presented 
evidence regarding unique and impossible to replicate opportunities that the Companies 
provide to PEHS to the exclusion of competitors or on different terms to competitors.  
For instance, IGS presented evidence that, in terms of developing a competitive 
warranty product market, the most important factor is access to the utility bill.  (See IGS 
Initial Brief at 7-8.)  IGS expert witness Mr. Parisi testified to the substantial benefits of 
access to the utility bill to market participants, most notably with lower acquisition costs, 
which in turn get passed along to the consumer.  (See IGS Initial Brief at 7.)  This is 
because, IGS explains, the utility bill is both familiar and convenient for consumers -- 
which cannot be duplicated at any cost -- and is a system already in place, from which 
the Companies can extract rental fees to the ratepayers’ benefit.  (See IGS Initial Brief 
at 7; see also Id. at 9 (noting that when non-affiliates are allowed to pay for billing 
services, utility revenue potentially increases).)  In addition, IGS argues, the increased 
ability to compete with PEHS -- which does have access to the utility bill -- leads to 
more robust competition, which would in turn lead to lower prices and more innovative 
products.  (See Id.)  

IGS presents a similar explanation with regard to solicitation services, noting that 
some solicitation opportunities are unique to the utility as well.  For example, Mr. Parisi 
testified that a non-utility affiliate cannot create access to moving calls at any cost if the 
utility refuses to provide such access.  (See IGS Initial Brief at 8-9.)  As a result, even if 
PEHS pays the full cost for those services, the market remains skewed in favor of the 
Companies’ affiliate that has access to the unique opportunity.  (See Id.) 

IGS establishes that there is an imbalance in the competitive market that can 
only be cured by allowing competitors access to those unique opportunities on non-
discriminatory terms.  (See IGS Initial Brief at 5, 7-9.)  IGS argues that Staff’s solution to 
PEHS subsidies -- requiring the Companies to charge full price for services -- is 
important but “insufficient” to allow a competitive market to develop as long as non-
affiliates do not have access to unique utility billing and solicitation opportunities on non-
discriminatory terms.  (See Id.)  As a result, in order to achieve full consistency with the 
Commission’s policy favoring competition, IGS concludes that access to utility bills and 
unique solicitation opportunities on non-discriminatory terms is necessary to resolve the 
underlying problems with the Companies’ subsidization of warranty products. 

(3) CUB-City 

CUB-City endorsed and supported Staff’s recommendations with regard to the 
Companies’ Pipeline Protection Program (“PPP”). 

(4) Commission Analysis and Conclusion 

The Commission agrees with the Utilities’ argument and will not adopt IGS’ 
recommendations inasmuch as this proposal was not made by any party in their direct 
testimony and that their suggestion would impose obligations on the Utilities in relation 
to unaffiliated parties.   

D. Taxes Other Than Income Taxes (Payroll and Invested Capital Taxes) 
(Uncontested Except for Derivative Adjustments from Contested 
Adjustments) 
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The Utilities do not believe that there is any contested proposal related to Taxes 
Other Than Income Taxes, except to the extent contested proposals on other subjects 
have a derivative impact here.  When the Utilities do contest an adjustment elsewhere, 
then, of course, they also oppose the associated derivative impacts, including any 
impact here.  The Commission resolves the derivative impacts on Taxes Other Than 
Income Taxes in accordance with the Commission’s rulings on the applicable contested 
adjustments discussed elsewhere in this Order. 

E. Income Taxes (Including Interest Synchronization) (Uncontested 
Except for Derivative Adjustments from Contested Adjustments) 

The Utilities do not believe that there is any contested proposal related to Income 
Taxes, except to the extent contested proposals on other subjects have a derivative 
impact here.  When the Utilities do contest an adjustment elsewhere, then, of course, 
they also oppose the associated derivative impacts, including any impact here.  The 
Commission resolves the derivative impacts on Income Taxes in accordance with the 
Commission’s rulings on the applicable contested adjustments discussed elsewhere in 
this Order. 

F. Gross Revenue Conversion Factor 

1. Uncollectible Rate 

a) Utilities 

The Utilities argue that they have correctly used the Gross Revenue Conversion 
Factor (“GRCF”) of 1.711941 for North Shore and 1.744262 for Peoples Gas (as revised 
as of surrebuttal).  NS-PGL Ex. 39.0 Corr. at 13. 

They maintain that Staff’s proposed net write-off method for uncollectibles 
expense would affect the uncollectibles rate portion of the GRCF calculations for the 
Utilities, NS-PGL Ex. 39.0 Corr. at 13, but that they have demonstrated that Staff’s 
proposal should not be adopted.  See Section V.C.5, supra. 

b) Staff 

Staff recommends that the Commission establish uncollectible expense 
percentages of 0.5936% for North Shore Gas and 2.7927% for Peoples Gas. Staff Ex. 
1.0, p. 23.  The calculation of the specific rates is shown in footnote 4 of Staff Ex. 1.0, p. 
23.  The argument for these rates is included in the “Use of Net Write-Off Method” under 
Section V.C. Contested Issues, # 5- Uncollectibles Expenses and Section VIII.A., Riders 
UEA and UEA-GC.  

c) Commission Analysis and Conclusion 

The decision of the Commission is consistent with our finding in Section VIII.A, 
infra.   

2. Derivative Adjustments from Contested Adjustments 

The Utilities do not believe that, apart from the subject noted in Section V.F.1, 
supra, there is any other contested proposal related to the GRCF as such.  Contested 
revenue requirement adjustments affect the level of revenues to which the GRCF is to 
be applied, but there is no issue as to the method of that calculation.  The Commission 
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resolves the derivative impacts on the GRCF in accordance with the Commission’s 
rulings on the applicable contested adjustments discussed elsewhere in this Order. 

G. Total Operating Expenses 

Approved Operating Statements Including Impact of NOL 
(In Thousands) 

 
EXCEPTION NO. 30 

North Shore Peoples Gas 
Base Rate Revenues  $      76,466       $547,534 
PGA Revenues                    -                       -  
Coal Tar Revenues                    -                       -  
Other Revenues             1,691 18,940 
Total Operating Revenue           78,157 566,474 

Uncollectibles Expense             1,262 31,574 
Cost of Gas                    -                       -  
Other Production                273                      -  
Distribution           12,157 108,360 
Customer Accounts             5,674 31,618 
Customer Service and Informational 
Services                531 2,356 
Sales                    -                       -  
Administrative and General           24,619 124,871 
Depreciation and Amortization           10,236 88,307 
Storage                  46 11,545 
Transmission                180 2,599 
Taxes Other than Income             3,177 21,231 
Total Operating Expense 
     Before Income Taxes           58,155 422,461 

State Income Tax                  19 188 
Federal Income Tax                  68 629 
Deferred Taxes and ITCs Net             6,066 47,724 
Total Current and Deferred Income Tax 
Exp             6,153 48,541 
Total Operating Expenses           64,308 471,002 

NET OPERATING INCOME  $      13,849         $95,472 
 

North Shore Peoples Gas 
Base Rate Revenues  $      83,384       $601,055 
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PGA Revenues                    -                       -  
Coal Tar Revenues                    -                       -  
Other Revenues             1,690 18,934 
Total Operating Revenue           85,074 619,989 

Uncollectibles Expense             1,733 32,274 
Cost of Gas                    -                       -  
Other Production                273                      -  
Distribution          11,886 108,657
Customer Accounts            5,678 31,239 
Customer Service and Informational 
Services               502 2,214 
Sales                    -                       -  
Administrative and General          26,535 132,993
Depreciation and Amortization           10,246 88,843 
Storage                - 11,542 
Transmission                180 3,250 
Taxes Other than Income             3,347 22,517 
Total Operating Expense 
     Before Income Taxes           60,380 433,129

State Income Tax                  1,109 10,426 
Federal Income Tax                 2,626 34,763 
Deferred Taxes and ITCs Net             4,591 22,222 
Total Current and Deferred Income Tax 
Exp             8,326 67,411 
Total Operating Expenses           68,706 500,540 

NET OPERATING INCOME  $      16,368         $119,449 
 
 

VI. Rate of Return 

A. Overview 

Peoples Gas proposes a ROR of 8.11% based on a capital structure containing 
56% common equity with an ROE of 10.85% and 44% long-term debt at a cost of 
4.62%.  North Shore proposes an ROR on rate base of 8.50% based on a capital 
structure containing 56% common equity at an ROE of 10.85% and 44% long-term debt 
at a cost of 5.51%. 

Staff recommends a 6.41% ROR for Peoples Gas based on a capital structure 
containing 49.0% common equity (with an ROE of 8.85%), 48.4 % long term debt and 
2.6% short term debt.   
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For North Shore, Staff recommends a 7.08% ROR based on a capital structure of 
50.0% common equity, 46.1% long term debt and 3.9% short term debt.     

B. Capital Structure 

1. Utilities 

According to Utilities witness Ms. Gast, a strong capital structure benefits the 
Utilities’ customers by maintaining ready access to capital in all market conditions, 
maintaining strong credit ratings and reducing their cost of debt.  The Companies assert 
that to maintain strong credit ratings and reduce their cost of debt they need a capital 
structure of 56% common equity and 44% long-term debt.  They also assert that this 
imputed capital structure should not include short term debt despite a consistent annual 
pattern of using short term debt to finance seasonal cash needs, particularly for 
purchased gas costs and short-term construction work in progress. 

2. Staff 

Staff argues that the Companies’ proposed capital structure is fatally flawed 
because it reflects the increased risk of its affiliated parent corporation, Integrys, in 
violation of Section 9-230 of the PUA.  In addition, the Companies’ proposed imputed 
capital structure is unreasonable because it would result in a lower degree of financial 
risk than its peers in the gas distribution industry, which causes the Companies’ overall 
cost of capital to be unnecessarily expensive.  The Companies’ fundamental problem is 
that its proposed capital structure contains an excessive amount of equity capital.  
Staff’s proposed capital structure, on the other hand, addresses the increased risk due 
to the Companies’ affiliation with Integrys in a reasonable manner that comports with 
controlling case law and the PUA. 

The Companies proposed capital structures contain 56% equity and 44% long-
term debt.  PGL Ex. 2.1 and NS Ex. 2.1.  On the other hand, Staff proposed a capital 
structure for Peoples Gas that contains 49% equity, 2.6% short-term debt and 48.4% 
long-term debt and for North Shore a capital structure that contains 50% equity, 3.9% 
short-term debt and 46.1% long-term debt.  See Staff Ex. 13.0C, pp. 7-8.  It is important 
to note that neither the Companies’ nor Staff’s proposals use the “actual” capital 
structure nor the forecasted capital structure, for that matter.  Rather, the Companies 
impute a capital structure that is allegedly similar to the Companies’ historical capital 
structures while insisting they are “actual” capital structures.  PG Ex. 2.0, pp. 6-7 and 
NS Ex. 2.0, pp. 6-7.  In contrast, Staff’s imputed capital structure purports to correct 
fatal flaws in the Companies’ proposed capital structure.  Either way, both use an 
imputed capital structure because neither uses the actual or forecasted capital 
structures.   

Integrys Has More Financial Risk Than The Companies 

Staff witness Ms. Kight-Garlisch pointed out that the Companies’ parent, 
Integrys, carries more financial risk than the Companies themselves.  See Staff Ex. 4.0, 
pp. 5-9.   

Ms. Kight-Garlisch explained that Standard & Poor's has rated the business risk 
profiles of both the Companies and the Gas Group as “Excellent.”  Whereas, Integrys 
has greater operating risk that is reflected in Standard & Poor's “Strong” business risk 
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profile rating.  The S&P matrix implies a credit rating of A/A- for the Companies, A- for 
the Gas Group, and A-/BBB+ for Integrys.  The Companies have better (i.e., indicative 
of higher financial strength) cash flow ratios and much lower debt ratios than Integrys 
and similar if not better cash flow ratios and lower debt ratios than the Gas Group. Id., p. 
6.   

Thus, Ms. Kight-Garlisch testified that the effect of the Companies’ affiliations 
with unregulated or non-utility companies on their costs of capital is evident in their 
current credit ratings.  Moody’s, which emphasizes the stand-alone strength of Integrys’ 
subsidiaries, has given the Companies an issuer credit rating of A3.  In comparison, the 
BBB+ issuer credit rating Standard & Poor's has given the Companies reflects the 
consolidated credit profile of Integrys. That is, the Standard & Poor's credit ratings of the 
Companies reflect the business and financial risk of Integrys rather than the stand alone 
business and financial risk of the Companies.  The Companies’ financial risk and 
business risk together imply a standalone S&P issuer credit rating of A/A-.  Yet, the 
Companies actual S&P credit ratings match the BBB+ of their parent, Integrys.  All else 
equal, a company with less business risk can carry a lower percentage of equity on its 
balance sheet than a company with greater business risk. Nevertheless, the 
Companies’ equity ratios of around 55% are higher than their riskier parent company’s 
common equity ratio of about 52%.  See Staff Ex. 13.0C, Sched. 13.4  Both the 
Companies’ credit ratings and financial ratios indicate that their affiliation with their 
unregulated or non-utility company parent has increased their risk.  Staff Ex. 4.0, p. 8.  

If this imbalance of risk between the regulated utilities and Integrys is not 
adequately addressed in the capital structure, ratepayers will pay for the increased risk 
of Integrys, when only Integrys shareholders should be carrying the costs of this risk.  
Due to this imbalance of risk and the prohibition in Section 9-230, Staff imputed a 
capital structure for the Companies taking these factors into account.  Moreover, the 
unreasonableness of the Companies’ proposed capital structure as demonstrated in the 
financial risk inherent in the Gas Group (addressed below) also supports Staff’s 
recommendation for an imputed capital Structure. 

Section 9-230 

Staff asserts that Section 9-230 of the PUA precludes any increased risk of cost 
of capital caused by an affiliation from being passed on to rate payers.  This section 
provides that: 

In determining a reasonable rate of return upon investment 
for any public utility in any proceeding to establish rates or 
charges, the Commission shall not include any incremental 
risk or increased cost of capital which is the direct or indirect 
result of the public utility's affiliation with unregulated or 
nonutility companies. 

220 ILCS 5/9-230 (emphasis added).   

Moreover, Illinois courts have interpreted Section 9-230 to mean that: 

We hold that if a utility's exposure to risk is one iota greater, 
or it pays one dollar more for capital because of its affiliation 
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with an unregulated or nonutility company, the Commission 
must take steps to ensure that such increases do not enter 
in its ROR calculation. 

Illinois Bell Tel. Co. v. Illinois Commerce Comm’n, 283 Ill. App. 3d 188, 207 (2nd Dist. 
1996)(“IBT”). 

Under the clear mandatory directive of Section 9-230 and the equally clear 
controlling case law, the Commission cannot adopt a capital structure that reflects the 
increased risk of Integrys.   

The fundamental flaw in the Companies’ proposed capital structure is that it 
contains an excessive amount of equity capital (56% for both PGL and NS).  As the 
Illinois courts have explained, “equity is a more expensive form of capital than debt.”  
IBT, 283 Ill. App. 3d at 204.  Consequently, the “more equity in a utility’s capital 
structure, the higher the ROR must be to recover the cost of capital.”  Id.  See also 
Citizens Utility Board v. Illinois Commerce Comm’n, 276 Ill. App. 3d 730, 744 (First Dist. 
1995)(“CUB”)(“[S]ince equity always costs more than debt, as a corporation increases 
its proportion of equity, its total cost of capital generally increases, although the cost of 
debt and the cost of equity both decrease.”). 

Moreover, the Companies are incented to use a capital structure with an 
excessive amount of equity, which would then allow Integrys a greater return on its 
capital, while leaving ratepayers to shoulder the costs.   

The Companies’ proposed capital structure clearly reflects these incentives 
(harmful to the ratepayer but beneficial to Integrys shareholders).  Staff’s proposal does 
not.  

Staff’s Proposed Capital Structure Is Reasonable 

In addition to violating section 9-230, according to Staff, the Companies’ imputed 
capital structure is unreasonable.  The Companies proposed capital structure indicated 
less financial risk than the Gas Group. Financial theory posits that investors require 
higher returns to accept greater exposure to risk.  Conversely, the investor-required rate 
of return is lower for investments with less exposure to risk.  Thus, the cost of common 
equity estimated for the Gas Group would exceed the costs of common equity for North 
Shore and Peoples Gas unless the financial risk of the Companies is brought in line with 
that of the Gas Group. Staff Ex. 13.0, pp. 6-7.  

Ms. Kight-Garlisch explained that the S&P financial risk ratios based on Staff’s 
proposed revenue requirement, capital components and costs in this proceeding clearly 
show that it is necessary to impute capital structures for the Companies to ensure that 
their rates of return are reasonable.  Table 2 (Table 1 in Staff Ex. 13.0C, at 6) below 
shows the financial risk ratios and the implied financial risk of each ratio for 2012 based 
on Staff’s proposed revenue requirement for North Shore and Peoples Gas at 50% 
(Gas Group average equity ratio) and 56% equity (Companies’ proposed imputed equity 
ratio).  

The implied financial risk was determined using the S&P business and financial 
risk matrix. See Staff Ex. 13.0C, Attachment A.  The Companies’ proposed imputed 
capital structure would result in a relatively low degree of financial risk for a gas 
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distribution utility.  In comparison, the average capital structure of the Gas Group 
(including goodwill) is not nearly so conservative.  The mean equity ratio for the Gas 
Group is 50.4% (including short-term debt but with no adjustment for goodwill), with a 
standard deviation of 4.8%.  Further, the Gas Groups’ other two financial risk ratios are 
also weaker than the Companies. Thus, the Gas Group’s financial risk ratios indicate 
that its risk is higher than that of North Shore and Peoples Gas. Staff Ex. 13.0, at 6-7.  
The Gas Group’s cost of common equity is a fair rate of return on common equity for the 
Companies only if the Gas Group’s and the Companies’ total risk (business risk + 
financial risk) are similar.  Given the Gas Group’s greater financial risk, its cost of 
common equity would exceed that for a company with a similar degree of business risk 
but with the lower financial risk implied in the Companies proposed imputed capital 
structures.  Stated differently, if the Gas Group’s average capital structure were equal to 
the Companies’ proposed capital structures, the Gas Group’s average cost of common 
equity would be lower than the 8.85% value Mr. McNally estimated.  Staff Ex. 4.0, p. 8.  
In Staff’s judgment, given the difference between the implied forward-looking financial 
risk for the Companies and the average financial risk of the Gas Group, it is necessary 
to impute a capital structure for the Companies.  Staff Ex. 13.0, pp. 6-7.  

Proposed Capital Structures 

Staff recommends that the Commission adopt the following capital structures for 
North Shore and Peoples Gas.  For North Shore, the ratio analysis (Table 1 in Staff Ex. 
13.0) indicates that a capital structure containing 50% equity results in financial ratios 
that are consistent with the ratios for the Gas Group.  Therefore, Staff recommends an 
imputed capital structure for North Shore that contains 50% equity.  To calculate North 
Shore’s respective long-term debt ratio, Staff subtracted North Shore’s respective 
forecasted average 2012 short-term debt ratio of 3.9% from the imputed 50% (100% - 
50% common equity ratio) total debt ratio. Thus, long-term debt composes the 
remaining 46.1% (50% - 3.9%) non-common equity capital in the imputed capital 
structure. The resulting imputed capital structure for North Shore is 3.9% short-term 
debt, 46.1% long-term debt and 50.0% common equity.  Id., pp. 7-8.  

For Peoples Gas, the ratio analysis in Table 1 in Staff Ex. 13.0 demonstrates that 
it can support a greater amount of total debt in its capital structure than the Gas Group.  
Increasing the amount of total debt in Peoples Gas’ capital structure from the 50% to 
51%, results in financial ratios that reflect a “Significant” amount of financial risk, which 
is consistent with the Gas Group.  

Consequently, Staff recommends a capital structure that contains 49% equity for 
Peoples Gas.  To calculate Peoples Gas’ respective long-term debt ratio, Staff 
subtracted Peoples Gas’ respective forecasted average 2012 short-term debt ratio of 
2.6% from the imputed 51% (100% - 49% common equity ratio) total debt ratio. Thus, 
long-term debt composes the remaining 48.4% (51% - 2.6%) non-common equity 
capital in the imputed capital structure. The resulting imputed capital structure for 
Peoples Gas is 2.6% short-term debt, 48.4% long-term debt and 49.0% common equity.  

3. Companies’ Response 

The Utilities state that Staff’s proposal would weaken their capital structures in 
two different ways – by imputing short-term debt in their capital structures and by 
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reducing the amount of equity in their capital structures.  These changes would weaken 
the Utilities’ “actual” structures because they will manage their capital structures to 
those authorized; otherwise, their shareholders will bear the cost of maintaining stronger 
capital structures.  NS-PGL Ex. 35.0 at 7-8.  Weakening their current and authorized 
capital structures, structures which have allowed them to maintain reasonably strong 
credit ratings, “could put downward pressure on the Utilities’ current credit ratings.”  
NS-PGL Ex. 20.0 at 15.   

The Companies argue that the Utilities’ proposed exclusion of short-term debt 
from their capital structures is consistent with this Commission’s regulation of them over 
the past 20 plus years, and their planned use of short-term debt is consistent with their 
past practice.  They emphasize that they issue short-debt debt only temporarily to 
manage short-term cash flows at certain times of the year, typically at year-end when 
higher winter revenues have not been collected and seasonal cash requirements are at 
their highest, and in the late summer months when revenues are at their lowest.  NS-
PGL Ex. 18.0 at 12; NS-PGL Ex. 35.0 at 4.  They assert that they do not use short-term 
debt to fund rate base. 

Therefore, the Utilities argue, the evidence fails to satisfy the burden established 
in Northern Illinois Gas Company d/b/a Nicor Gas Company, ICC Docket No. 04-0779 
(Order Sept. 30, 2005), at 70-72, that a material change in circumstances since a 
utility’s previous rate case order must be demonstrated to support the inclusion of short-
term debt.  Moreover, the Utilities rely upon the Commission’s conclusion in their 
previous rate cases in which it approved the same capital structure which they propose 
here  The Utilities urge that the Commission to adopt the same logic in these rate 
cases. 

The Utilities also oppose Staff’s proposal to significantly decrease the proportion 
of equity to debt in their capital structures.  The Utilities argue that the adoption of this 
adjustment to their capital structures would seriously impact their financial strength and 
essentially is a proposal to downgrade their credit ratings.  The Utilities currently hold 
relatively strong credit ratings, with BBB+ “issuer” ratings and A/A- “issuance” ratings 
from S&P and A1 “issuance” ratings from Moody’s.  Further, S&P’s rating outlook for the 
Utilities is “positive,” which indicates that they are trending toward credit rating 
upgrades.  NS-PGL Ex. 18.0 at 4.  The Utilities assert that Staff’s proposal to increase 
the leverage and risk in their capital structures would put them into S&P’s “Aggressive” 
financial risk profile.  NS-PGL Ex. 18.0 at 6.  Combined with the Utilities’ “Excellent” 
business risk profile, this level of financial risk would put the Utilities’ in line for an issuer 
credit rating of BBB, which is lower than the Utilities’ current BBB+ issuer rating and just 
one step above the lowest investment-grade rating of BBB-.  Id.; NS-PGL Ex. 20.0 at 6.  
A credit rating downgrade would increase the Utilities’ risk, capital costs and, ultimately, 
the rates that their customers must pay, making Staff’s proposal contrary to customer 
interests.  NS-PGL Ex. 20.0 at 7. 

The Utilities further argue that Staff’s proposal suffers from numerous 
methodological and factual flaws.  First, Staff improperly used the ROE proxy Gas 
Group as a basis to impute capital, as a proxy is not needed to set a utility’s capital 
structure because their capital structures can be derived from the Utilities’ financial 
statements and their test year capital structures can be reliably forecast.  NS-PGL 
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Ex.18.0 at 10.  Second, Staff allegedly misused the S&P financial risk matrix in making 
its comparison to the Gas Group in several ways, such as, for example, comparing the 
Utilities’ forecasted financial performance with historical data pertaining to the Gas 
Group and ignoring that the Utilities’ proposed capital structure falls within the range of 
current and forecasted capital structures of the Gas Group.  NS-PGL Ex. 36.0 at 10.  
The Utilities point out that the Gas Group’s forecasted long-term debt-to-permanent 
capital ratio of 42% is actually lower than the Utilities’ current and proposed ratio of 
44%.  Moreover, the comparison Staff offered on rebuttal of the Utilities’ financial ratios 
at different capital structures under Staff’s proposed revenue requirement is invalid, 
because capital components and costs Staff used to develop the ratios were 
inconsistent with those that Staff used to develop its revenue requirements.  Third, Staff 
fails to adjust its ROE recommendations based upon the change it proposes in their 
capital structure.  The Utilities contend that if Staff applied its financial risk adjustment 
methodology from their last two rate cases, the increased financial risk associated with 
the difference between the two ratings would require an increase in the Utilities’ 
authorized ROE by 23 basis points.  NS-PGL Ex. 18.0 at 6-7. 

4. Commission Analysis and Conclusion 

EXCEPTION NO. 1 

 Staff points out that the Companies’ financial risk and business risk together 
imply a stand alone S&P issuer credit rating of A/A-.  Yet, the Companies actual S&P 
credit ratings match the BBB+ of their parent, Integrys.  Staff argues that a company 
with less business risk can carry a lower percentage of equity on its balance sheet than 
a company with greater business risk.  Nevertheless, the Companies’ equity ratios of 
around 55% are higher than their riskier parent company’s common equity ratio of about 
52%.  Both the Companies’ credit ratings and financial ratios indicate that their affiliation 
with unregulated Integrys, its corporate parent, has increased their risk. 

Staff argues that the capital structures we have approved for the Companies in 
their last two rate cases should be altered pursuant to Section 9-230 of the PUA. 

Section 9-230 of the PUA provides that: 

In determining a reasonable rate of return upon investment 
for any public utility in any proceeding to establish rates or 
charges, the Commission shall not include any incremental 
risk or increased cost of capital which is the direct or indirect 
result of the public utility's affiliation with unregulated or 
nonutility companies. 

Staff argues its analysis demonstrates that the Companies’ current capital 
structures improperly reflect an increased risk from their unregulated parent company, 
Integrys, and thus, the amount of common equity in those structures must be reduced.   

We find, however, that Staff has not adequately supported its proposal to 
decrease significantly the ratio of equity to debt in the Companies’ capital structures.  It 
does not appear that Staff has ever presented a “financial risk” analysis to establish the 
capital structure of a large electric or natural gas utility.  In addition to the various 
methodological and data input issues raised by the Companies pertaining to this non-
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standard analysis, we find that the resulting changes Staff proposes to the Companies’ 
capital structures would increase their risk and could lead to a downgrade of the their 
credit ratings, which would unnecessarily increase their capital costs and rates.  Further, 
we note that while Staff relies upon Section 9-230, which is concerned with removing 
from a utility’s actual risk any incremental risk associated with its unregulated affiliates, 
Staff’s analysis does not address any risk difference between the Companies and their 
parent, Integrys.  Rather, Staff presented a comparison of the Companies’ financial risk 
to that of the Gas Group and even that comparison unfairly compared the Companies’ 
ideal financial performance in the future to the Gas Group’s actual historical financial 
performance.  Such apples and oranges comparisons do not provide the Commission 
with any useful information.   

[Alternative 1: Utilities’ Proposed Capital Structure] 

Thus, we find that the record does not support the imputation of capital structures 
for the Companies.  To the contrary, the capital structures proposed by Staff would 
significantly reduce their common equity and unnecessarily risk a downgrade of their 
credit ratings and lead to customer harm in the form of higher future debt costs. 

The Commission finds that the Companies’ proposed capital structures are in line 
with their actual capital structures, and we see no reason to depart from these capital 
structures that were approved in the Companies’ previous two rate cases.  The 
Commission, therefore, approves the Utilities’ proposed capital structures of 56% 
common equity and 44% long-term debt. 

[Alternative 2: Staff Capital Structures Adjusted to Remove Short Term 
Debt] 

Although we find Staff’s analysis to be lacking in method and in error factually, 
we conclude that the Utilities’ capital structures should be adjusted slightly in order to 
ensure that customers pay reasonable capital costs without subjecting the Utilities to 
financial harm and higher capital costs in the future.  We find that Staff’s proposed 
capital structures, adjusted to remove the short term debt components consistent with 
our conclusion in Section VI.D, are reasonable and protective of both shareholders and 
customers.  This will result in a capital structure of 53.9% equity and 46.1% long term 
debt for North Shore and 51.6% equity and 48.4% long term debt for Peoples Gas. 

Moreover, Illinois courts interpreted Section 9-230 to mean that: 

We hold that if a utility's exposure to risk is one iota greater, 
or it pays one dollar more for capital because of its affiliation 
with an unregulated or nonutility company, the Commission 
must take steps to ensure that such increases do not enter 
in its ROR calculation. 

IBT, 283 Ill. App. 3d 188, 207 (2nd Dist. 1996). 

 The Companies’ sole response to this argument is that it is based on historical 
data which Staff has argued against elsewhere.  But the Companies’ capital structure is 
based entirely on historical data.  They fail to distinguish the situation before us from the 
controlling case law.   
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We are prevented by the Act and precedent from adopting a capital structure that 
reflects the increased risk of Integrys.  We therefore reject the Companies’ proposed 
capital structure. 

Staff has presented capital structures for the Companies which appear to be 
reasonable and in keeping with statutory requirements.  We therefore find that the 
capital structure for North Shore should be 3.9% short-term debt, 46.1% long-term debt 
and 50.0% common equity as suggested by Staff.  We further find on the same basis 
that the capital structure for Peoples Gas should be 2.6% short-term debt, 48.4% long-
term debt and 49.0% common equity. 

C. Cost of Long Term Debt 

1. Utilities 

a) North Shore (Uncontested) 

 North Shore accepted the Staff-adjusted average cost of long-term debt in 2012 
for ratemaking purposes of 5.51%.  Staff Ex. 4.3N; NS-PGL Ex. 18.0 at 13. 

b) Peoples Gas 

Peoples Gas originally proposed a long term debt cost of 4.97%.  PGL Ex. 2.0 at 
8-9.  Staff agreed to remove Peoples Gas’ Series OO long-term debt from its capital 
structure, as the debt was retired on August 18, 2011.  Staff Ex. 13.0 at 2; NS-PGL 
Ex. 35.0 at 8.  Peoples Gas accepted certain of Staff’s adjustments to its long-term 
taxable debt, for a final proposal of 4.62% for the long-term debt cost for Peoples Gas.  
NS-PGL Ex. 35.0 at 9. 

Peoples Gas opposes Staff’s position that Peoples Gas’ Series PP long-term 
debt continue to be included in the balance of its long-term debt unless and until the 
Commission enters an Order in Docket No. 11-0476 approving the purchase of the 
tax-exempt securities backed by Series PP.  Staff’s position fails to acknowledge that 
Peoples Gas did not need Commission approval to retire the Series PP bonds and that 
they were in fact retired in 2008.  NS-PGL Ex. 35.0 at 8. 

Peoples argues that it is merely the “investment” (holding open the option of 
issuing tax-exempt debt in the future) that is awaiting Commission approval in Docket 
No. 11-0476.  Id.  Staff’s position should be rejected because the Series PP long-term 
debt does not exist, and including it in Peoples Gas’ long-term debt balances and costs 
for a 2012 test year would create an arbitrary disconnect between actual and forecasted 
long-term debt balances and related costs. 

2. Staff 

The Companies and Staff agree that the embedded cost of long-term debt for 
North Shore is 5.51%. Staff Ex. 4.0, Schedule 4.3N and NS-PGL Exhibit 18.1N.  The 
Companies and Staff do not disagree with the two alternative calculations of the 
embedded cost of long-term debt for Peoples Gas depending on whether or not debt 
Series PP is included in that calculation.  Staff Cross Ex. 2.  Specifically both Staff and 
the Companies agree that the embedded cost of long-term debt for Peoples Gas is 
4.24% including Series PP and 4.62% excluding Series PP.  The only remaining issue 
is whether or not Series PP should be removed from the 2012 forecasted amount of 
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long-term debt for Peoples Gas balance of long-term debt.  Staff Ex. 13.0, p. 2 and NS-
PGL Ex. 35.0, pp. 8-9.   

Although the Peoples Gas has filed a petition requesting Commission approval 
(NS-PGL Ex. 18.0, p. 13), Staff argues that the mere filing of a petition does not 
guarantee that the Commission will grant approval of the requested transaction.  Ms. 
Kight-Garlisch explained that Series PP should only be removed if the Commission 
enters an Order in Docket No. 11-0476 approving the purchase of the tax-exempt 
securities backed by Series PP.  In fact, in Docket No. 11-0467, the Commission issued 
an Interim Order directing “Peoples Gas to file an appropriate petition seeking 
Commission approval of the purchase and resale of IDFA bonds under Section 7-102 
the Act.”  Interim Order, ICC Docket No. 11-0269 (May 4, 2011), at 4. 

Because the Commission has not entered a final order in Docket No. 11-0476, 
Staff continues to recommend that Series PP remain in Peoples Gas’ average 2012 
balance and cost of long term debt. 

3. Commission Analysis and Conclusion 

The Commission accepts the agreed average cost of long-term debt in 2012 for 
North Shore for ratemaking purposes of 5.51%.   

The Commission disagrees with Staff’s assertion that Peoples Gas’ Series PP 
long-term debt needs to be included in the balance of its long-term debt unless and until 
the Commission enters an Order in Docket No. 11-0476 approving the purchase of the 
tax-exempt securities backed by Series PP.  We reject Staff’s position because the 
Series PP long-term debt no longer exists.  Including it in Peoples Gas’ long-term debt 
balances and costs for a 2012 test year distorts the relevant calculations.  The 
Commission concludes that a 4.62% is the appropriate percentage for the long-term 
debt cost for Peoples Gas 

D. Cost of Short-Term Debt 

1. Utilities 

The Companies argue that short term debt is not part of their capital structure. 
They contend it is not used to fund rate base.  The evidence demonstrates that the 
Companies borrow short term for approximately six months of every year.  They assert 
that this debt is only used to finance seasonal cash needs.   

2. Staff 

Staff contends that the evidence demonstrates that short term debt is a source of 
capital for the companies. (Staff Cross Exhibit 3.) Staff argues that because of the 
fungible nature (i.e., perfect substitutability) of capital, one cannot identify which capital 
sources fund which assets.  Staff Ex. 13.0, p. 2.  The Commission has concluded that 
all assets, including assets in rate base, are assumed to be financed in proportion to 
total capital.  See CIPS/UEC Proposed general increase in rates, Order, Docket Nos. 
02-0798, 03-008 and 03-0009 (Cons.) (October 22, 2003), p. 67.  Id.  Because the 
Companies rely on short-term debt as a source of funds (Staff Ex. 13.0C, at 2), short-
term debt should be included in their capital structures unless it is shown that short-term 
debt does not support rate base.  The Companies have not shown that short-term debt 
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does not support rate base.  To the contrary, the Companies have stated that they fund 
the difference between rate base and “permanent capital” with short-term debt.   

Staff addressed the cost of short term debt for the Companies together.  Staff Ex. 
4.0, at 14-15.  The cost of short-term debt is 4.04% for North Shore and 2.62% for 
Peoples Gas.  Id.  North Shore’s short-term debt is in the form of inter-utility loans from 
Peoples Gas and Peoples Energy Corporation (“PEC”), which rate is based on 
comparable commercial paper rates.  Id.  Peoples Gas’ short-term debt consists of 
commercial paper and inter-utility loans from North Shore and PEC; the rate on both is 
the commercial paper rate at the time of borrowing.  To estimate North Shore’s and 
Peoples Gas’ cost of short-term debt, Staff first converted the May 12, 2011, 0.10% 
discount rate on 30-day, commercial paper into an annual yield of 0.101% using the 
following formula:  Id. 

Staff then added the annual percentage cost of bank commitment fees to the 
annual commercial paper yield.  For North Shore, Staff determined that approximately 
$268,208 in annual fees should be included in the cost of short-term debt.  Id.  Staff 
divided that amount by the average balance of short-term debt outstanding, $6,812,292, 
to derive the 394 basis point increase to Staff’s estimate of North Shore’s cost of short-
term debt of 4.04% (0.10% + 3.94% = 4.04%).  Id. For Peoples Gas, Staff determined 
that approximately $917,290 in fees should be included in the cost of short-term debt.  
Staff divided that amount by the average balance of short-term debt outstanding, 
$36,450,292, to derive the 252 basis point increase to Staff’s estimate of Peoples Gas’ 
cost of short-term debt of 2.62% (0.10% + 2.52% = 2.62%).  Id.  

3. Commission Analysis and Conclusion 

EXCEPTION NO. 2 

The Commission finds that the Companies have satisfied their burden by a 
preponderance of the evidence that they will not use short-term debt to finance rate 
base in the test year.  The Companies propose to use short-term debt no differently 
than they have for at least the last 20 years, namely to borrow funds temporarily at 
times in the year when net cash balances and/or revenues are low.  That includes the 
use of short-term debt to fund the purchase of gas in storage, which Staff points to as a 
basis for its argument.  The same logic applies here as it did in Peoples 2009: only two 
years ago, the Commission approved the same capital structure that the Companies 
propose in this case; the record shows no difference between how the Companies use 
short term debt today and how they used it at that time.  The Commission has 
repeatedly held that such use of short-term debt does not constitute the use of short-
term debt to finance rate base, and Staff has not provided a compelling reason for the 
Commission to depart from its long-standing approach.   

The Companies contend that short-term debt is not part of their capital structure.  
Contrary to their arguments, the evidence shows Companies have a recurring annual 
need for short term debt to pay their bills for six months of the year to fund gas 
purchases and construction projects.  There is no argument about the cost of this debt.    
The Companies argue against the inclusion of short term debt, because it reduces their 
return on equity. 
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The Companies have stated that these funds are used for gap financing between 
rate base and permanent capital.  Short term debt is used, primarily, to fund the 
purchase of gas in storage.  Gas in storage, while not a “permanent” asset like land), is 
included in rate base – based upon the average amount in storage during the test year.  
To the extent short term debt is used to fund the acquisition of assets whether 
permanent or not, it should be included in the capital structure.  The Companies’ 
assertion that short-term debt is not part of its capital structure is unsupportable. 

The Commission finds that short-term debt should be included in the capital 
structure of the Companies. North Shore’s debt shall be at a cost of 4.04% as 
calculated by Staff.  People’s cost of short term debt shall be 2.62%  

 

E. Cost of Common Equity 

1. Utilities 

Overview 

Because the Utilities’ common stock is not publicly traded, their cost of equity 
must be estimated using capital market and financial data relied on by investors to 
assess the relative risk of other natural gas utilities.   

Utilities witness Mr. Moul presented three “market” measures of the Utilities’ ROE 
based on a proxy group of natural gas utilities.  Mr. Moul contended that the proxy 
group actually had lower overall investment risk than the Utilities, and recommended 
that this fact be taken into account when analyzing the results of the mmodels used to 
determine the appropriate return on equity.  NS Ex. 3.0 REV and PGL Ex. 3.0 REV, at 
12-13.  Mr. Moul used the Discounted Cash Flow (“DCF”) model, the Capital Asset 
Pricing Model (“CAPM”) and the Risk Premium model and other tools to estimate ROE.  
Mr. Moul presented initial and updated results as follows: 

Model   February July 

DCF   9.67%  9.03% 

CAPM   11.21% 11.56% 

Risk Premium 11.25% 11.25% 

Recommending that the DCF results be discounted or excluded, but recognizing 
the decline in that measure, Mr. Moul’s updated ROE recommendation for each Utility 
was 10.85%.  NS-PGL Ex.19.0 REV at 7. 

The Utilities state that Mr. Moul’s recommended ROE is also supported by the 
“general context” in which the Commission must determine their cost of equity.  The 
Utilities urge the Commission to consider information beyond the traditional 
mathematical models used to estimate the market cost of equity, because each model 
relies on different assumptions and has its own limitations.  PGL Ex. 3.0 REV at 2-3.  
The Utilities point to the Commission’s recognition in their last rate cases of the need to 
check the results of these models against financial market information to ensure that the 
Commission’s decisions on a utility’s ROE is consistent with “real world conditions.”  
Peoples 2009, p. 23. 
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Utilities witness Steven Fetter, a former chair of the Michigan commission and 
former officer of the Fitch credit rating agency, described the unique risks that affect a 
utility’s capital costs.  A natural gas utility’s business is naturally capital-intensive and its 
duty to serve requires it to go to the financial markets to raise capital for investment in 
its system and procure sufficient gas supply regardless of the state of the financial or 
natural gas markets.  Non-regulated companies have much better ability to defer 
investment and spending decisions in response to unfavorable market conditions.  NS-
PGL Ex. 20.0 at 7-8.  These are not theoretical concerns.  The Utilities were required to 
access the capital markets three years ago when the markets almost shut down in the 
wake of the financial crisis, and were able to do so due to their financial strength and 
relatively strong credit ratings.  

Mr. Fetter argued that the quality and direction of regulation, in particular the 
ability to recover costs and earn a reasonable return, are among the most important 
considerations when a credit rating agency assesses utility credit quality and assigns 
credit ratings.  NS-PGL Ex. 20.0 at 8-9.  It is also a key consideration in investors’ 
decisions about whether to invest in utilities as opposed to other industries.  “Utility 
investors understand and accept the role of pervasive regulation, but they seek from the 
regulatory process decision-making that is fair, with a significant degree of 
predictability.”  Id. at 9.  The financial markets’ focus on the quality and direction of 
regulation has sharpened following the 2008 credit crisis and the volatility in credit 
access and cost that has ensued.  Id. at 10-11.  Mr. Fetter concluded that if ROEs 
“anywhere near” those recommended by Staff or GCI were adopted, the Utilities’ 
currently strong credit ratings would be jeopardized.  Id. at 13-14. 

Further, the Utilities presented evidence establishing that state commissions play 
a part in “making the market” for utility capital, as the quality and direction of regulation 
affect the utility’s investment risk.  NS-PGL Ex. 20.0 at 11-13; NS-PGL Ex. 37.0 at 2-3.  
The Utilities’ proposed 10.85% ROEs are well within the range of utility ROEs recently 
authorized by this Commission and other state commissions throughout the country.  
The evidence demonstrated that the average return that was set for energy utilities 
nationally in 2009-2010 was 10.32%.  NS-PGL Ex. 19.0 REV at 2-3; NS-PGL Ex. 19.1. 

By contrast, the Utilities point out that Staff and GCI proposed ROEs would be 
lower than any ROE this Commission has authorized for any natural gas utility since at 
least 1972.  NS-PGL Ex. 17.0 at 6.  The Utilities further show that Staff and GCI 
proposed ROEs would be lower than any ROE authorized anywhere in the country in 
the last two years, and there has been only one (in Connecticut, the state rated the 
absolute lowest for regulatory quality) as low as Staff’s 8.75% proposal and none near 
the mid-point of GCI’s proposals in the last five years.  NS-PGL Ex. 19.0 REV at 3; 
NS-PGL Ex. 19.1; NS-PGL Ex. 20.0 at 13-14; NS-PGL Ex. 20.2.  Even over the last 
twenty years, there have been no ROEs near GCI’s level and only the lone Connecticut 
return at the level of Staff’s proposal.  NS-PGL Ex. 20.0 at 14; NS-PGL Ex. 20.3. 

The Utilities argue that all of these considerations support an increase of the 
Utilities’ cost of equity to the 10.85% level calculated by Mr. Moul. 

Proxy Group Analysis 
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Because the Utilities’ stock is not publicly traded, in order to estimate their market 
cost of equity mathematical models must be applied to a proxy group of publicly-traded 
companies with an investment risk profile similar to the Utilities.  NS Ex. 3.0 REV & PGL 
Ex. 3.0 REV at 3.  As in the Utilities’ last two rate cases, Utilities witness Mr. Moul 
assembled a group of publicly-traded natural gas utilities to serve as the “Gas Group.”  
Using the same methodology, Mr. Moul conducted a “fundamental risk analysis” to 
determine whether the investment risk of the Gas Group and the Utilities was similar.    
Based on his analysis, Mr. Moul concluded that the Gas Group had lower overall 
investment risk than the Utilities.  NS Ex. 3.0 REV at 12-13; PGL Ex. 3.0 REV at 12-13.  
But he found it impractical to come up with a group with similar risk because of the very 
small number of candidate gas utilities.  Therefore, he recommended that the ROEs set 
for the Utilities should recognize their “higher risk characteristics.”   

The ROE witnesses for Staff and GCI relied on Mr. Moul’s Gas Group to run their 
models.  In his direct testimony, Staff witness Mr. McNally testified that he “adopted the 
same group of gas utility companies that Companies’ witness Moul used in his estimate 
of the return on common equity for North Shore and Peoples Gas.  GCI witness Mr. 
Thomas questioned Mr. Moul’s unsupported assertion that all companies in the Gas 
Group had some form of decoupling.  He relied on the Gas Group to derive GCI’s ROE 
proposal.  GCI Ex. 5.0 at 3, 9. 

DCF 

The DCF model expresses the value of an asset as the present value of future 
expected cash flows discounted at the appropriate risk-adjusted rate of return, which for 
common stock is the dividend yield plus future price growth.  NS Ex. 3.0 REV & PGL 
Ex. 3.0 REV at 14-15.  Mr. Moul estimated the dividend yield for the Gas Group by 
calculating its six-month average dividend yield, adjusting that average by three 
generally accepted methods to reflect investors’ expected cash flows, and the averaging 
the three adjusted values.  Id. at 15.  For the investor-expected growth rate, Mr. Moul 
evaluated an array of historical and forecast growth data from sources that are publicly 
available to, and relied upon by, investors and analysts.  Id. at 21-22.  He focused on 
forecasts of earnings per share growth because empirical evidence supports it and 
because that they are most relevant to investors’ total return expectations.  Id. at 21.  
He selected 5.00%, the approximate mid-point for the Gas Group.  Id. at 22.  Mr. Moul 
then applied a financial leverage adjustment to his DCF results because they are based 
on market prices of the Gas Group’s stock, which imply a capital structure with more 
equity and less financial risk, but are applied to utility book values, which imply a capital 
structure with less equity and more financial risk.  Id. at 23-28. 

Mr. Moul stated that in his opinion unique circumstances at play in today’s 
unsettled economy are causing the DCF model to generate unreliably low measures of 
the Gas Group’s equity cost.  Growth prospects for natural gas utilities have eroded 
significantly due to the economic recession and dividend yields among the Gas Group 
remain low due to the low interest rate environment.  NS Ex. 3.0 REV & PGL Ex. 3.0 
REV at 5.  While the Gas Group’s growth rates have fallen 32% on average since the 
Utilities’ last rate cases, their stock prices have increased by 36% on average.  
According to Mr. Moul, growth in stock prices while growth rates are falling is an 
anomalous situation that cannot be sustained.  NS-PGL Ex. 19.0 REV at 16-17. 
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Mr. Moul tested his conclusion by running his models on a gas and electric utility 
combination proxy group (the “Combination Group”) with different risk characteristics 
and found that the DCF yielded a cost of equity of 11.22% in February and of 10.48% in 
July: 

In each case, the Combination Group DCF results are higher and much closer to 
his CAPM and Risk Premium results for the Gas Group.  NS Ex. 3.0 REV at 5-6; 
NS-PGL Ex. 19.0 REV at 9.  The Utilities argue that these results confirm Mr. Moul’s 
opinion that contradictory and anomalous trends unique to the natural gas industry – 
stock price growth and growth rate decline – make the DCF model currently an 
unreliable measure of equity cost for the Gas Group. 

CAPM 

The CAPM determines an expected rate of return on a security by adding to the 
“risk-free” rate of return a risk premium that is proportional to the non-diversifiable, or 
systematic, risk of the security.  This model requires three inputs: (1) the risk-free rate of 
return, (2) a “beta” that measures systematic risk, and (3) the market risk premium.  For 
the risk-free rate of return, Mr. Moul used historical and forecast yields on 20-year 
Treasury bonds and selected a mid-point of 4.25% based on recent historical trends 
and current forecast.  NS Ex. 3.0 REV & PGL Ex. 3.0 REV at 37-38.  For the beta 
measurement of systematic risk, he used the average Value Line beta for the Gas 
Group, adjusted using the Hamada formula to reflect the application of this market-
based measurement to the utility’s book value capital structure used in ratemaking.  Id. 
at 36-37.  Mr. Moul developed his market premium by averaging forecast data from 
Value Line and the S&P 500 Composite and historical data from Ibbotson Associates, 
all of which are sources routinely used by investors, analysts and academics.  Id. at 
39-40. Mr. Moul also adjusted his CAPM result for the relatively small size of the Gas 
Group, correcting a tendency of the CAPM to understate the cost of equity of smaller 
companies.  Id. at 40-41. 

Risk Premium 

 The Risk Premium model measures the cost of equity by determining the 
degree to which equity has more risk than corporate debt, and adding that “equity risk 
premium” to the interest rate on long-term public debt.  See NS Ex. 3.0 REV & PGL Ex. 
3.0 REV at 29-30.  Mr. Moul estimated a 5.75% prospective yield on A-rated utility 
bonds based on historical and forecasted yields.  Id. at 30-32.  Mr. Moul determined a 
risk premium of 5.50% by analyzing results for S&P Public Utilities and then adjusting 
those results based upon the results of his fundamental risk analysis in comparing the 
results for the S&P Public Utilities to the Gas Group.  Id. at 32-35.  Mr. Moul’s risk 
premium analysis thus provided a cost of equity of 11.25%.  Id. at 35. 

EXCEPTION NO. 3 

Adjustment for Rider UAE 

The Utilities challenged Staff’s proposed 10-basis-point downward adjustment to 
their market cost of equity to reflect the reduction in their risk associated with Rider 
UAE, which allows the Utilities to true up their uncollectible expenses to actual.  The 
Utilities argued on exceptions that the impacts of this adjustment – an annual reduction 
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in revenues of about $1.4 million for Peoples Gas and $200,000 for North Shore – 
eliminates any benefit to the Utilities from the rider unless they under-recover their 
uncollectible expenses by more than these amounts, and provides ratepayers a windfall 
whenever the Utilities over-recover their uncollectible expenses. 

 

2. AG 

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. 

3. GCI 

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’ 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 CAPM 
estimate, as the Commission has done in past cases.   

• 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 
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cost of equity analysis, for this critical input he relied on a single 
source.   

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  

Moul’s 
Recommendation 

Thomas’ Adjustment 

 

Result
ing 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% 

 

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.   

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 
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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 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.   
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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 (Feb. 5, 2008).   

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.   

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 ComEd  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, 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 ands 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 
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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.   

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 
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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.   

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, 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 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.  

Leverage Adjustment 



11-0280/11/0281 (cons.) 

126 
 

Mr. Moul proposed a leverage adjustment that was presented -- and summarily 
rejected by the Commission -- in the Companies’ most recent rate case.  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.”  Peoples 2009, 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.   

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.  Peoples 2009, 
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 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.”).  

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 
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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. 

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 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.   

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, 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 that regulation provides shareholders with a 
degree of protection that is simply unavailable to non-regulated companies.  For 
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example, unregulated forms may have a disadvantage in maintaining or gaining market 
share.  However, the Companies are monopoly providers in their service territories, with 
little risk of market share loss.  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.    

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 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.   

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.   

Peoples 2009, Order at 126-127.  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.   
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 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.   

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 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: 

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.  

Peoples 2007,  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%.  GCI recommended that the Commission adopt a return on equity for Peoples 
Gas and North Shore from Mr. Thomas’s range. 
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4. Staff 

The Companies initially estimated North Shore’s and Peoples Gas’s ROE to be 
11.25%, but subsequently updated their estimate to 10.85%. NS-PGL Ex. 19.0 REV, p. 
7.  GCI estimates North Shore’s and Peoples Gas’s ROE to be in a range 7.09% to 
9.16%. GCI Ex. 5.0, pp. 33-34.  Staff estimated North Shore’s and Peoples Gas’s ROE 
to be 8.75%. Staff Ex. 5.0 Corrected, pp. 18-19.  Staff further recommended a rate of 
return on the common equity factor for Rider ICR of 6.92%, which represents a 183 
basis point adjustment from the base cost of equity. Staff Ex. 5.0 Corrected, pp. 20-21. 

Staff witness Michael McNally estimated Peoples Gas’s and North Shore’s 
investor-required rate of return on common equity to be 8.75%. Staff Ex. 5.0 Corrected, 
pp. 18-19.  Mr. McNally measured the investor-required rate of return on common equity 
with DCF and CAPM analyses.  Mr. McNally applied those models to a sample of eight 
natural gas utility companies known as the Gas Group.  The Gas Group was the same 
sample used by Company witness Moul.  To select that sample, Mr. Moul started with 
the universe of gas utilities contained in the basic service of Value Line, which consists 
of 12 companies.  He then eliminated three companies due to the locational and 
operational differences, as well as diversification of those companies.  He eliminated 
one additional company because it was the target of an acquisition.  The eight 
remaining companies, AGL Resources, Atmos Energy, Laclede Group, New Jersey 
Resources, Northwest Natural Gas, Piedmont Natural Gas, South Jersey Industries, 
and WGL Holdings, compose the Gas Group. NS Ex. 3.0, p. 3; PGL Ex. 3.0, p. 3. 

DCF Analysis 

DCF analysis assumes that the market value of common stock equals the 
present value of the expected stream of future dividend payments.  Because a DCF 
model incorporates time-sensitive valuation factors, it must correctly reflect the timing of 
the dividend payments that stock prices embody.  The companies in Mr. McNally’s Gas 
Group pay dividends quarterly.  Therefore, Mr. McNally applied a quarterly DCF model. 
Staff Ex. 5.0 Corrected, pp. 3-4. 

DCF methodology requires a growth rate that reflects the expectations of 
investors.  Mr. McNally used a constant growth DCF model in which he measured the 
market-consensus expected growth rates with 3-5 year growth rate forecasts published 
by Zacks.  The growth rate estimates were combined with the closing stock prices and 
dividend data as of May 12, 2011.  Based on this growth, stock price, and dividend data, 
Mr. McNally’s DCF estimate of the cost of common equity was 8.50% for the Gas 
Group. Staff Ex. 5.0 Corrected, pp. 4-6. 

CAPM Risk Premium Analysis 

According to financial theory, the required rate of return for a given security 
equals the risk-free rate of return plus a risk premium associated with that security.  The 
risk premium methodology is consistent with the theory that investors are risk-averse 
and that, in equilibrium, two securities with equal quantities of risk have equal required 
rates of return.  Mr. McNally used a one-factor risk premium model, the CAPM, to 
estimate the cost of common equity.  In the CAPM, the risk factor is market risk, which 
cannot be eliminated through portfolio diversification. Staff Ex. 5.0 Corrected, pp. 7-8. 
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The CAPM requires the estimation of three parameters: beta, the risk-free rate, 
and the required rate of return on the market.  For the beta parameter, Mr. McNally 
combined adjusted betas from Value Line, Zacks, and a regression analysis.  The Gas 
Group’s average Value Line, Zacks, and regression beta estimates were 0.65, 0.53, and 
0.49, respectively.   

For the risk-free rate parameter, Mr. McNally considered the 0.01% yield on four-
week U.S. Treasury bills and the 4.42% yield on thirty-year U.S. Treasury bonds.  Both 
estimates were measured as of May 12, 2011.  Forecasts of long-term inflation and the 
real risk-free rate imply that the long-term risk-free rate is between 4.5% and 5.1%.  
Thus, Mr. McNally concluded that the U.S. Treasury bond yield is currently the superior 
proxy for the long-term risk-free rate. Staff Ex. 5.0 Corrected, pp. 8-12.  Finally, for the 
expected rate of return on the market parameter, Mr. McNally conducted a DCF 
analysis on the firms composing the S&P 500 Index.  That analysis estimated that the 
expected rate of return on the market equals 12.67%. Staff Ex. 5.0 Corrected, pp. 12-
13.  Inputting those three parameters into the CAPM, Mr. McNally calculated a cost of 
common equity estimate of 9.20% for the Gas Group. Staff Ex. 5.0 Corrected, p. 17. 

Recommendation 

Based on a simple average of the mean sample estimates from his DCF and the 
CAPM risk premium models, Mr. McNally estimated that the cost of common equity for 
the Gas Group is 8.85%.  To estimate the cost of common equity for the Companies, 
Mr. McNally adjusted the Gas Group’s investor required rate of return downward 10 
basis points to reflect the reduction in risk associated with Rider UEA, which was 
authorized in the Companies’ last rate case with the same 10 basis point adjustment.  
Thus, Mr. McNally estimated the investor-required rate of return on common equity to 
be 8.75% for both North Shore and Peoples Gas. Staff Ex. 5.0 Corrected, pp. 18-20. 

Rider ICR 

Mr. McNally testified that, in comparison to rate base cost recovery, the recovery 
of the capital costs of projects run through Rider ICR would be more timely.  Further, 
Rider ICR effectively eliminates the risk that prudent and reasonable project costs will 
not be recovered.  Since Rider ICR would improve the timeliness and certainty of cash 
flows, it would reduce the Companies’ risk.  Thus, if adopted, a downward adjustment to 
the cost of common equity factor in Rider ICR would be necessary. Staff Ex. 5.0 
Corrected, p. 20. 

Specifically, using the same approach he used in the Companies’ last rate case, 
which was adopted by the Commission, Mr. McNally recommended a 183 basis point 
downward adjustment to the base cost of equity that he recommended for Peoples Gas.  
That adjustment equals one-half of the spread between the current yield for AAA-rated, 
30-year utility bonds (5.10%) and Mr. McNally’s base cost of equity recommendation for 
Peoples Gas (8.75%).  Mr. McNally reasoned that if Rider ICR protected the Company 
against all risk of non-recovery of investments in the ICR program, a return consistent 
with AAA-rated long-term utility bonds would be warranted; in contrast, if Rider ICR had 
no effect on Peoples Gas’s risk, the base cost of equity recommendation for the 
Company would be warranted.  Mr. McNally explained that while Rider ICR eliminates 
the risk of non-recovery of prudent and reasonable costs, the prudency and 
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reasonableness of Rider ICR expenditures are still subject to annual reviews.  Thus, Mr. 
McNally recommended the midpoint between the AAA bond yield and the full cost of 
common equity.   

Response to Criticisms of Staff’s Analysis 

Two different Company witnesses claim that previously authorized returns 
indicate Staff’s return recommendation is understated. NS-PGL 19.0 REV, pp. 2-4; NS-
PGL 20.0, pp. 13-14.  Generally, such results-based comparisons are of limited value, 
as the previously authorized returns are based on facts that differ from those in this 
proceeding and are, thus, likely inapplicable (i.e., they represent authorized returns for 
other companies, in other jurisdictions, at other times representing other market 
environments).  But in this case, the Companies’ comparisons are meaningless, as the 
critical facts needed to assess the degree of comparability are unknown.  Specifically, 
both Company witnesses failed to: (1) identify the relative risk, as exemplified by credit 
rating or any other metric, of each of the utilities involved in those return decisions; (2) 
specify whether the allowed ROEs used in the study included adjustments for ROE 
adders that had no relation to the utility’s risk or to interest rates (e.g., flotation expense 
costs, rate case settlements); (3) specify whether the allowed ROEs studied were 
market-based; and (4) provide the context regarding the market environment in which 
those decisions were made (e.g., interest rate level).  Without such data, those 
comparisons are useless. 

Mr. Moul suggests that Staff’s cost of common equity recommendation does not 
“make any common sense,” given the current market environment.  NS-PGL 36.0, p. 3.  
He is wrong.  To begin with, his argument is based on his comparison to previously 
awarded ROEs, which, as explained above, is of no value for such an assessment.  
Further, as Mr. McNally pointed out, given the context of the current interest rate 
environment, with interest rates at the lowest they have been in 20 years, Mr. McNally’s 
cost of common equity estimate is what a rational investor would expect. Staff Ex. 14.0, 
pp. 38-39.  Finally, given the return authorized for the Companies in their last rate case 
and the approximately 115 basis point reduction both Mr. McNally and Mr. Moul 
estimated in the Companies’ costs of common equity since that case, Mr. McNally’s 
recommendation does “make common sense.”  Staff Ex. 14.0, pp. 2-3 

Mr. Moul further claims that Staff’s ROE is understated because it fails to 
recognize the higher risk of the Companies relative to that of the sample companies.  
NS-PGL Ex. 19.0 Rev., pp. 9-10.  Once again, he is wrong.  Mr. Moul himself analyzed 
the sample relative to the Companies and made no adjustment to his sample cost of 
common equity, indicating that any risk differential between the Gas Group and the 
Companies was insignificant.  PGL Ex. 3.0 Rev., pp. 45-46; NS Ex. 3.0 Rev., pp. 45-46; 
NS-PGL 19.0, p. 8; Tr., August 31, 2011, p. 465.  Furthermore, in response to Mr. 
Moul’s criticism, Mr. McNally conducted a more comprehensive qualitative and 
quantitative analysis and found that, if anything, a downward adjustment would be 
warranted, as the Companies’ total risk levels are the same or slightly lower than those 
of the Gas Group. Staff Ex. 14.0, pp. 33-36.   Likewise, two analyses performed by Ms. 
Kight-Garlisch, based on the S&P risk matrix, both indicated that the Companies are of 
similar or slightly lower risk than the Gas Group. Staff Ex. 4.0, pp. 5-6; Staff Ex. 13.0C, 
pp. 4, 6-7.   
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Mr. Moul also claims that Staff’s use of the most recent spot data is more 
arbitrary than the use of a recent historical average. NS-PGL 19.0 REV., pp 11-12.  
Staff contends that properly used spot data is a valid selection technique.  Moreover, 
Mr. Moul’s use of historical data includes the added flaw of inappropriately mixing and 
matching data from different points in time. Staff Ex. 14.0, p. 11.  For example, Mr. Moul 
combines historical stock prices with the most recently published earnings growth 
estimates. NS-PGL Ex. 19.03, p, 1; NS-PGL Ex. 19.05, p.1.  That combination implies 
that investors buying and selling stock in January 2011 were basing those investment 
decisions on growth rates that were not published until June 2011.  Staff submits that 
any analysis that implies such perfect prescience is irredeemable, to put it mildly. 

Mr. Moul claims that Staff’s analysis is not responsive to changes in volatility and 
therefore, the Commission should disregard Staff’s cost of equity estimates.” NS-PGL 
Ex. 363.0, pp. 3-5.  He again is wrong.  To begin with, the Chicago Board Options 
Exchange Volatility Index (“VIX”) measures volatility of the overall stock market, not 
natural gas utilities alone.  Both Mr. Moul and Mr. McNally estimated the Gas Group 
beta to be significantly below the market beta of 1.0.  Thus, one would not expect 
natural gas utility returns to be particularly sensitive to overall market movements, 
making the VIX a poor indicator of what investors expect for natural gas utility returns.  
Indeed, it is precisely in times of high overall volatility that investors redirect their 
investment dollars to relatively low risk investments, such as utility stocks, in a “flight to 
safety,” which Mr. Moul acknowledges. Staff Ex. 5.0, pp. 35-36; PGL Ex 3.13D, p. 4; NS 
Ex 3.13D, p. 4.  Nevertheless, as Mr. Moul’s own testimony demonstrates, Staff’s 
results do fluctuate generally with the VIX.  The table Mr. Moul presents in his 
surrebuttal testimony reveals that four out of six times, the direction of the change in 
Staff’s overall result from the prior result corresponds to the direction of the change in 
the VIX from its prior level.  Further, like the general trend for the VIX, Staff’s overall 
results were lowest as of the May 12th analysis and highest as of the August 10th 
update. NS-PGL Ex. 36.0, p. 4.  Finally, Mr. Moul’s advocacy of historical data would 
cause his analyses to be even less responsive to changes in market volatility than 
Staff’s analysis, which uses the most recent market data.  Thus, his argument would be 
even more applicable to his own analysis than to Staff’s. 

There is one consistency in Mr. Moul’s arguments: the acceptance of each of his 
arguments would produce a higher ROE estimate.  Therein resides the primary contrast 
between Mr. Moul’s analysis and Staff’s analysis: while Mr. Moul’s analysis is 
consistently results-driven, Staff’s analysis is consistent in application and approach.  
Mr. Moul’s approach needlessly and inappropriately emphasizes the analyst’s 
potentially biased judgment in place of the collective judgment of investors.  In contrast, 
Staff’s consistent approach emphasizes a reliance on investor expectations manifested 
through unbiased market data.  Not coincidentally, Staff’s results are much more 
consistent with current market circumstances.   

In summary, despite Mr. Moul’s claim to the contrary, Staff’s approach is 
consistent with prior Commission decisional criteria, the current low interest rate 
environment; andMr. Moul’s own results when they are corrected for consistency with 
the Commission’s findings in the Companies’ last rate case.  

Criticism of Companies’ Analysis 
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Company witness Moul most significant analytic flaws are his (1) inclusion in his 
recommendation of the results of an inappropriate risk premium model; (2) exclusion of 
his DCF results from his recommendation; (3) inappropriate manipulation of his growth 
rate estimate; (4) inclusion of an unwarranted leverage adjustment in his DCF and 
CAPM estimates; and (5) inclusion of an unwarranted size premium adjustment in his 
CAPM estimate.   

Equity Risk premium analysis flaws 

Mr. Moul’s risk premium analysis contains several flaws that undermine the 
reliability of the resulting estimates.  First, Mr. Moul’s base equity risk premium estimate 
is calculated from historical data, which is inappropriate.  Use of historical data falsely 
assumes that market data reverts to a mean, despite the fact that security returns 
approximate a random walk.  Moreover, no true mean exists.  Therefore the selection of 
a measurement period will necessarily be arbitrary, and that arbitrarily selected 
measurement period will dictate the magnitude of a historical risk premium, as Mr. 
Moul’s testimony demonstrates.   

Second, Mr. Moul’s measurement periods end in 2007, rendering his estimates 
outdated even by historical risk premium standards.  Third, Mr. Moul added a risk 
premium measured from an investment grade bond index to an estimate of A-rated 
bond yield without providing any support that the two are compatible.  Specifically, Mr. 
Moul provides no support that the public utility bond index has been, and remains, 
composed of A-rated bonds with similar terms to maturity as reflected in his A-rated 
bond yield estimate.  Both term to maturity and credit rating are important determinants 
of bond returns.  Fourth, Mr. Moul provided no quantitative support for the adjustments 
he made in deriving his estimate of the equity risk premium for the Gas Group (5.50%) 
from the base equity risk premium (6.23%).  Staff Ex. 5.0 Corrected, pp. 23-24.DCF 
Model. 

DFC Model 

Mr. Moul concludes that the DCF produces a “misleading” measure of the cost of 
common equity for gas utilities.  He suggests that conclusion is confirmed by the fact 
that his DCF result is inconsistent with his risk premium and CAPM results.  Therefore, 
he excluded his DCF result from his cost of common equity recommendation. NS Ex. 
3.0, pp. 5-6; PGL Ex. 3.0, pp. 5-6. 

Mr. Moul’s reasoning is wrong.  The low growth rates and low interest rate 
environment Mr. Moul cites simply indicates that the cost of capital is low.  A relatively 
low cost of capital is not a reasonable rationale for dismissing the results of a model that 
reflects those low costs.  To the contrary, since the Companies’ costs of capital are low, 
their authorized rates of return should be low for cost-based rate setting purposes.  Mr. 
Moul’s argument, on the other hand, suggests that the Commission should grant rates 
based on higher costs of capital than the current economic environment suggests.  Mr. 
Moul has provided nothing to demonstrate that current growth rates and dividend yields 
are somehow invalid or misstate investors’ expectations and requirements.  In fact, his 
argument amounts to nothing more than unsupported speculation. Staff Ex. 5.0 
Corrected, p. 25. 
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Likewise, his claim that his conclusion is supported by the fact that his DCF 
results are low relative to his risk premium and CAPM results is erroneous.  That 
fallacious reasoning assumes the conclusion as to what the appropriate cost of common 
equity is.  In fact, his “outlier” argument rests on a comparison of his DCF result to 
results that were inappropriately inflated through techniques that have been repeatedly 
rejected by the Commission.  When those errors are corrected, the results show that his 
DCF is not understated, but rather, that his risk premium and CAPM analyses are 
overstated, nullifying his “outlier” argument. Staff Ex. 5.0 Corrected, pp. 25-26. 

Curiously, while Mr. Moul excluded the result of his DCF analysis in this 
proceeding due to the recent economic conditions, he relied upon both a CAPM and a 
DCF model in the Companies’ previous rate case, which was filed at a time when 
market conditions were much worse.  His previous acceptance of DCF results when the 
argument he provides for excluding them in this case would have been much more 
applicable betrays that argument as disingenuous. 

DCF Growth Rates 

Mr. Moul relied on IBES, Zacks, and Morningstar earnings per share (“EPS”) 
growth rates in this proceeding.  In contrast, in the Companies’ last rate case Mr. Moul 
used earnings growth rates from IBES, Zacks, and Value Line.  Although, he maintains 
that “projections of earnings per share growth, such as those published by IBES/First 
Call, Zacks, Morningstar, and Value Line, represent a reasonable assessment of 
investor expectations,” he excludes the Value Line estimates in this proceeding and, 
instead, substitutes the Morningstar estimates without any explanation, much less 
justification.  In fact, the testimony Mr. Moul presents regarding Value Line growth rates 
is nearly identical to that which he presented in the Companies’ last rate case, in which 
he employed Value Line growth rates, yet his conclusion is directly contradictory. NS 
Ex. 3.0, p. 21; PGL Ex. 3.0, p. 21. 

In addition, the Morningstar growth rate is approximately 10%-24% greater than 
the forecasts of overall economic growth, estimated to be between 4.5%-5.1%.  Thus, 
the Morningstar growth rates are not suitable for a constant-growth DCF analysis.  As a 
result, his estimate of the sustainable growth for the Gas Group is overstated.  Staff Ex. 
14.0, p. 17. 

Leverage Adjustment 

Mr. Moul argued that, when a company’s book value exceeds its market value, 
the risk of a company increases if the capital structure is measured with book values of 
capital rather than market values of capital. Mr. Moul’s argument confuses the 
measurement tool with the object to be measured.  Specifically, capital structure ratios 
are merely indicators of financial risk; they are not sources of financial risk.  Financial 
risk arises from contractually required debt service payments; changing capital structure 
ratios from a market to book value basis does not affect a company’s debt service 
requirements.  Staff Ex. 5.0 Corrected, pp. 31-32. 

The Commission rejected the use of leverage adjustments in Docket Nos. 01-
0528/01-0628/01-0629 (Cons.), 99-0120/99-0134 (Cons.), and 94-0065.  Order, Docket 
Nos. 01-0528/01-0628/01-0629 (Cons.), March 28, 2002, pp. 12-13; Order, Docket Nos. 
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99-0120/99-0134 (Cons.), August 25, 1999, p. 54; Order, Docket No. 94-0065, January 
9, 1995, pp. 92-93.  In fact, the exact same leverage adjustment arguments were 
rejected by the Commission in the Companies’ 2007 and 2009 two rate cases.  

Size Adjustment 

Mr. Moul added a risk premium based on firm size to his CAPM analysis.  
However, Mr. Moul did not provide any evidence to demonstrate that a size premium is 
warranted for utilities.  In fact, in direct contrast with Mr. Moul’s claims, another study, 
specifically found no justification for a size premium for utilities. Staff Ex. 5.0 Corrected, 
pp. 33-34.   

Even for non-utilities, evidence of the existence of a size-based risk premium is 
not very strong.  The “small stock effect” may be less a market return phenomenon than 
a statistical anomaly due to a modeling deficiency. Staff Ex. 5.0 Corrected, pp. 34-35. 

During monetary contractions, as the supply of loanable funds decreases, 
investors are more likely to switch from speculative investments to safer ones – the 
well-known “flight to quality” – and no size premium is observed.  That investors would 
consider the smaller firms in the regulated utility sector to be speculative investments is 
counter-intuitive and unsupported. 

Finally, the “size premium” Mr. Moul adds to his CAPM result is already captured 
by the adjustment Value Line applies to the betas Mr. Moul used in his CAPM analysis.  
Any further adjustment is duplicative. Staff Ex. 5.0 Corrected, p. 36. 

5. Utilities Response  

DCF 

As they did in their last rate case, the Utilities urge the Commission to reject 
Staff’s use of single-day spot data, arguing that it invites subjectivity and error.  The day, 
obviously, can be selected by the analyst and this can lead to gamesmanship.  In 
addition, the results based on the day’s data can be erroneous because there is 
evidence that short-term inefficiencies exist in stock prices, especially in periods of high 
volatility.  NS-PGL Ex. 19.0 REV at 11-12.  Here, the day from several months ago 
chosen by Staff (May 12, 2011) generated a DCF result of only 8.50%, which is over 
100 basis points below the ROEs the Commission set for the Utilities in January 2010. 

The Utilities further argue that Staff failed to meet the conditions the Commission 
has put on the use of spot data.  In the Utilities’ 2007 rate cases, the Commission 
rejected Staff’s DCF result because it generated “anomalous” results, and instructed 
that a low result should lead Staff to “check” its results by “the use of an alternative 
sample date or an average across a six-month, or other, period….”  Peoples 2007, p. 
92.  In the Utilities’ last rate case, the Commission directed that parties relying on spot 
data make the following showing: 

The Utilities argue that spot data is exposed to inefficiencies 
from a number of sources and that Staff’s reliance on such 
data without considering what it represents is itself arbitrary.  
We agree that it would be useful for the Commission to be 
told the conditions or financial climate of the spot day and 
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whether any of these might cause material market 
inefficiencies.  And, more importantly, we would expect the 
expert to be acutely attuned to that environment in making a 
selection.  The choice of a spot day may be random or 
informed and we prefer some reasonable combination of 
both. 

Peoples 2009, pp. 125-126. The Utilities assert that Staff met none of these 
requirements in presenting its extremely low 8.50% DCF result.  Staff argued that it 
presented evidence that its data and methods were reliable and conformed to the 
Commission’s suggestions. 

The Utilities further argue that the unreliability of using spot data, especially in a 
volatile market, is proven by the fact that Staff’s DCF result increased by 48 basis points 
between its direct and rebuttal, likely due to the decrease in the Gas Group companies’ 
stock prices during that period.  The Utilities also highlight that while Staff admits to 
using different sources of growth rates on different days.  Staff Ex. 14.0 at 10, fn. 20.   

The Utilities assert that Mr. Moul’s growth rates are sustainable and make 
counter arguments to Staff’s criticisms of Mr. Moul’s growth rates.  With respect to Mr. 
Moul’s selection of a Morningstar growth rate as one of four sources he consulted, Mr. 
Moul stated demonstrated that the Morningstar rate was “entirely consistent with the  
formulation of sustainable growth.”  NS-PGL Ex. 19.0 REV at 18.  In further response to 
Staff’s criticism that Mr. Moul wrongly assumed that all new stock is issued at market 
price, the Utilities presented evidence showing that stock and stock options issued as 
part of compensation are issued at market price.  NS-PGL Ex. 35.0 at 10-11.  Moreover, 
Mr. Moul’s growth rate analysis reflected only stock shares expected to be issued and 
did not include stock options that are not subsequently exercised in the future.  NS-PGL 
Ex. 36.0 at 6; NS-PGL Ex. 19.12. 

Staff and GCI oppose Mr. Moul’s financial leverage adjustment among others. 
Although the Utilities acknowledge that the Commission rejected this same adjustment 
by Mr. Moul in the Utilities’ last two rate cases, they assert that this adjustment is 
fundamentally different than a “market-to-book” adjustment because it is not intended to 
maintain any given market-to-book ratio.  Rather, Mr. Moul’s financial leverage 
adjustment is intended to reflect the market’s evaluation of risk associated with capital 
structure by correcting the error involved in applying a market-based cost of equity to a 
book value capital structure.  The Utilities argue that the leverage adjustment is needed 
simply to correct their under-recovery of total dollar cost of equity because their market 
cost of equity based on their market value capital structures are applied to their book 
value capital structures.  Id. at 120. 

Additionally, the Utilities argue that the large differences between the Utility and 
Staff DCF results in the instant cases and those in the Utilities’ last rate cases 
demonstrates that the DCF model is not producing reliable results.  NS-PGL Init. Br. at 
116-117.  The Utilities posit that the 326-basis point drop in Staff’s results in two years’ 
time shown by this analysis cannot be explained and thus, Staff’s results in this case 
are too disparate to represent the products of a valid model, and is additional proof that 
results from the DCF models should not be considered here. 
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CAPM 

The CAPM determines an expected rate of return on a security by adding to the 
“risk-free” rate of return a risk premium that is proportional to the non-diversifiable, or 
systematic, risk of the security.  This model requires three inputs: (1) the risk-free rate of 
return, (2) a “beta” that measures systematic risk, and (3) the market risk premium.  For 
the risk-free rate of return, Mr. Moul used historical and forecast yields on 20-year 
Treasury bonds and selected a mid-point of 4.25% based on recent historical trends 
and current forecast.  NS Ex. 3.0 REV & PGL Ex. 3.0 REV at 37-38.  For the beta 
measurement of systematic risk, he used the average Value Line beta for the Gas 
Group, adjusted using the Hamada formula to reflect the application of this market-
based measurement to the utility’s book value capital structure used in ratemaking.  Id. 
at 36-37.  Mr. Moul developed his market premium by averaging forecast data from 
Value Line and the S&P 500 Composite and historical data from Ibbotson Associates, 
all of which are sources routinely used by investors, analysts and academics.  Id. at 
39-40. Mr. Moul also adjusted his CAPM result for the relatively small size of the Gas 
Group, correcting a tendency of the CAPM to understate the cost of equity of smaller 
companies.  Id. at 40-41. 

North Shore and Peoples Gas Response to Staff/GCI DCF Arguments 

The Utilities argued that Staff’s CAPM betas are biased on the low side.  There 
are numerous published sources that provide calculated betas on firms, sources that 
are readily available to and relied on by investors and analysts.  Staff relied on two of 
them, Value Line and Zacks.  Staff Ex. 5.0 at 13.  Staff, however, also calculated its own 
“regression beta” and then “adjusted the raw beta to produce a more accurate forward-
looking beta estimate.”  Id., 14-16.  Given that the object of the exercise is to determine 
the investor required return on equity, the Utilities assert that separately calculated 
betas are not necessary as no investor could possibly rely on them.  More important,  
Mr. Moul testified that in his experience there is a downward bias in Staff’s betas, “which 
have always been lower than Value Line betas.”  NS-PGL Ex. 19.0 REV at 20.   

GCI’s use of lower betas (GCI Ex. 5.0 at 33 (Table 4)) was allegedly 
inappropriate because they are based on sources that do not publish their 
methodologies and data sources, and are therefore not as reliable as Value Line.  Moul 
Tr. 8/31/11 491- 492. 

Moul contended that there are also problems with Staff’s spot day quotes of the 
risk-free rate for its CAPM model.  Staff’s quotes were inconsistent with Blue Chip and 
Global Insight forecasts of Treasury yields, which both indicate such rates increasing in 
the future beginning in 2012.  NS-PGL Ex. 19.0 REV at 19- 20.  Even the newer interest 
rate forecasts that Staff was allowed to introduce through Mr. Moul at the hearing (dated 
as late as August 29, 2011, the day the hearing started) were higher than the May 2011 
rates Staff relied on.  Moul Tr. 8/31/11 at 489-491 (5.0% forecast for 30-year Treasury 
bonds); Staff Cross Ex. 6; compare Staff Ex. 5.0 at 10 (4.42% current yield for 30-year 
Treasury bonds).  The Companies argue that forecast information is a more reliable 
basis on which to establish the Utilities’ rates for a future test year, and that Staff’s 
refusal even to consider how data from a single day over four months ago might change 
in the future is arbitrary. 
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Staff criticizes Mr. Moul’s use of historical data in his analyses, in particular in 
developing his equity premium estimate.  Staff argues that using such data “falsely 
assumes that market data will revert to a mean,” which is an inappropriate measure for 
the “random walk” of returns.  Mr. Moul explained that he tailored his risk premium to 
the market fundamentals most likely to exist in the future, and thus he gave the greatest 
emphasis to more recent data.  Also, the Utilities argued that Mr. Moul took a balanced 
approach by using a premium for the S&P Public Utilities which is between the lowest 
premium and the highest premium. The evidence also demonstrated that the 
differences in composition of the companies that comprise the S&P Public Utilities and 
the Gas Group support Mr. Moul’s determination of a 5.50% risk premium for the Gas 
Group.  The Utilities emphasize that, contrary to Mr. McNally’s characterization, Mr. 
Moul’s model is not based exclusively on historical data and even when he used such 
data he evaluated its reasonableness under current market conditions.   

Further, while Staff and GCI witness Mr. Thomas delete Mr. Moul’s size 
adjustment from their CAPM analysis, Mr. Moul identified the theory and literature 
supporting the general proposition that the smaller the firm, the greater its risk.   NS Ex. 
3.0 REV & PGL Ex. 3.0 REV.  Moreover, Mr. Moul’s adjustment is unique to the CAPM 
because it can understate the cost of equity of smaller firms, including utilities.  Id.   

Risk Premium 

The Risk Premium model measures the cost of equity by determining the degree 
to which equity has more risk than corporate debt, and adding that “equity risk premium” 
to the interest rate on long-term public debt.  See NS Ex. 3.0 REV & PGL Ex. 3.0 REV 
at 29-30.  Mr. Moul estimated a 5.75% prospective yield on A-rated utility bonds based 
on historical and forecasted yields.  Id. at 30-32.  Mr. Moul determined a risk premium of 
5.50% by analyzing results for S&P Public Utilities and then adjusting those results 
based upon the results of his fundamental risk analysis in comparing the results for the 
S&P Public Utilities to the Gas Group.  Id. at 32-35.  Mr. Moul’s risk premium analysis 
thus provided a cost of equity of 11.25%.  Id. at 35. 

Effect of Riders UEA and ICR 

The Utilities oppose Mr. McNally’s recommendation to make a 10-basis point 
adjustment for Rider UEA. The Utilities argue that this additional adjustment is 
unnecessary because in their last rate cases, the Commission already made a 20 basis 
point adjustment for the fact that the legislation authorizing Rider UEA was enacted.  
Peoples 2009, pp. 128-129.  Because Rider UEA has been in effect for the Utilities, 
there can be no change in their risk since their last rate cases.  NS-PGL Ex. 19.0 REV 
at 24. 

The Utilities also challenge Mr. McNally’s proposed 183-basis point adjustment 
for Peoples Gas’ Rider ICR.  As demonstrated by Mr. Moul, this would result in Rider 
ICR providing virtually no spread over public utility bond yields, and the absence of a 
meaningful spread proves that the proposed adjustment is not credible.  NS-PGL 
Ex. 19.0 REV at 24-25.  Moreover, Peoples Gas argues that recovery under Rider ICR 
is not entirely automatic, given that it only covers incremental costs above a baseline, 
has an earnings cap, has a guaranteed savings amount, and has a reconciliation 
provision that includes prudence review.  Id 
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6. Commission Analysis and Conclusion 

EXCEPTION NO. 3 CONT’D 

The cost of equity represents the compensation that the market demands in 
exchange for owning the asset and bearing the risk of ownership.  Because the 
Companies are not publically traded this value must be calculated by using financial 
analytic tools employed by professionals for this purpose.  

The Companies have presented the analyses of Mr. Moul, who came to the 
conclusion that the proper cost of equity or ROE is 10.85%   Commission Staff and GCI 
used the same analytic tools and similar inputs but reached conclusions substantially 
different from Mr. Moul but similar to each other.  Staff recommended an ROE 8.75% 
and GCI recommended an ROE in a range from 7.09% to 8.94% 

Among the modeling tools used by Mr. Moul were the DCF model, the CAPM 
and the Risk Premium Model.  Apparently unsatisfied with the numbers derived from 
these models Mr. Moul made a number of modifications to the model results.  As noted 
by the opposing experts, each modification had the effect of increasing his 
recommendation for the required cost of equity. Based upon his personal assessment of 
“common sense”, “investor expectations“, Mr. Moul consistently made subjective 
modifications to the results he obtained from the analytic tools upon which this 
Commission consistently relies.  These adjustments are familiar to the Commission 
because we have consistently rejected them in the past.   

The Companies also presented the testimony of Mr. Fetter, a consultant who has 
a background as a Michigan Public Utility Chairman and a bond rating company 
executive.  Mr.Fetter, the president of Regulation UnFettered, testified on behalf of the 
Companies comparing the determinations of other public utility commissions around the 
country since 2009 with those presented in this case.  He stated that the ROE 
recommendations of Staff and CGI were low relative to other Commissions.  He also 
opined that adopting an ROE in the range recommended by Staff could negatively 
impact the Companies’ credit ratings. 

However this This Commission cannot and does not rely on comparisons of other 
regulators for other utilities in setting ROEs.  We articulated the evidentiary standard for 
our determination of a utility’s cost of equity in another rate case: 

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.   

In re Commonwealth Edison Company, ICC Docket 05-0597, Order at 154 (July 26, 
2006).  The Commission is completely uninformed as to the decisions from other these 
other jurisdictions where we have no evidence that circumstances are comparable.  
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Such comparisons are not relevant,  This, however, does not reflect the entire scope of 
our review and determination process. 

As we concluded less than two years ago in the Companies’ last rate cases, a 
utility’s cost of equity cannot be definitively divined by mathematical models without any 
consideration of the real world context that they are intended to simulate.  As we 
concluded, the limitations of the models “require that we also consult general financial 
market information to ensure that the model results presented us are generally 
consistent with real world conditions, and to guide our determination of reasonable rates 
of return on equity based on the models that we deem appropriate for our 
consideration.” Peoples 2009, p. 123.  The Commission has an obligation to consider 
how its decisions will be perceived by the financial markets and what impact they might 
have on the Companies, and thus, ultimately their customers.  The Companies have 
provided convincing evidence that the Commission should take notice, through 
verifiable and well regarded sources, of general market conditions and trends because 
this information affects directly the decisions that investors make in the market.  This 
information is relevant to our ROE decisions because we determine what investors 
demand and that requires consideration of the full array of information that investors 
consider when they effectively set the real cost of capital for a utility.  See Illinois Bell 
Tel. Co., ICC Docket Nos. 92-0448, 93-0239 (Cons.), at 103 (Order Oct. 11, 1994).  It is 
also important that we are apprised of current market conditions because our decisions 
affect at least in part the capital costs that the market sets for the Companies, in 
particular through the credit rating agencies’ evaluation of regulation quality and 
direction.  We would be remiss if we ignored altogether, as Staff and GCI urge, the 
potential market reactions to our cost of capital decisions. 

 Discounted Cash Flow  

DCF analysis assumes that the market value of common stock equals the 
present value of the expected stream of future dividend payments.  It incorporates an 
estimated growth rate, a stock price, and dividend data. 

In this case, Mr. Moul applied the formulas to the sample of group of eight natural 
gas utility companies referred to as the Gas Group chosen by Mr. Moul and accepted by 
the other experts. In reviewing Mr. Moul’s DCF model analysis, although we 
acknowledge that analysts might disagree as to different variants and ways in which a 
model might be constructed, we deem his methodology to be reasoned and sound.  The 
Commission also finds that Mr. Moul presented sufficient evidence to establish that his 
growth rates are reasonable.  In deriving his DCF result Mr. Moul assumed that the 
Companies were somewhat riskier than his sample group even though the Companies 
have reduced risk due to the Volume Balancing Adjustment Rider (“Rider VBA”) and the 
recovery of a high percentage of fixed costs through a significant monthly customer 
charge.  There is no evidence in the record that the companies in the Gas Group enjoy 
these specific advantages to the same extent or that they have any other stabilization 
measures incorporated in their rate structures.   

Alternative 1 – [The Commission decides to exclude the DCF model] 

The results of this model in this case, however – 9.03% from Mr. Moul’s DCF 
model and 8.50% from Staff’s DCF model – demonstrated that an anomalous situation 
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presently exits for the Gas Group causing the DCF model to produce results that are out 
of line with the other models and the real world outside of those simulations.  The record 
evidence demonstrated that growth rates for each utility in the Gas Group decreased 
significantly while their stock prices increased significantly.  We agree that such a 
situation is not sustainable.  That the DCF model is producing a result for the Gas 
Group that is not reliable at this time was confirmed by Mr. Moul’s analysis that ran the 
model on a combination proxy group (the “Combination Group”) containing both gas 
and electric utilities.  This analysis yielded a result from the DCF model of 10.48%, 
which is more in line with the results from the other models.  Thus, the Commission 
agrees with Mr. Moul that at this time, the DCF results for natural gas utilities are not 
reliable and should not be used in calculating the ROEs for the Companies. 

He also used an additional “leverage adjustment” to produce DCF results of 
9.67% in February 2011 and 9.03% in July 2011.  In his calculations, Moul also made 
an upward “leverage adjustment” of about 50 basis points due to his conversion of 
market values to book values.  We have repeatedly rejected this adjustment in past rate 
cases. 

Mr. Moul decided that these results were too low.  He attributed the low results to 
the unsettled economy.  He noted that growth rates have slowed while gas utility stock 
prices have gone up.  He found these results “unsustainable.”  

Mr. Moul then performed the DCF analysis again using a different proxy group 
that included electric utilities. These companies have a different risk profile.  This new 
group (“Combination Group”) produced higher results (11.22% in February 2011 and 
10.48% in July 2011).  Mr. Moul then determined that the DCF model was producing 
results which could not be relied upon and excluded this model from his final analysis.   

He did not postulate that the low DCF values he obtained with the Gas Group 
may be attributable to factors such as a slow economy, dramatically lower interest rates, 
and the relative low volatility of utility stocks coupled with relatively high dividend rates 
which have been experienced throughout 2011.  The low growth rates and low interest 
rate environment Mr. Moul finds troubling may simply indicate that the cost of capital is 
low.  A relatively low cost of capital is not a reasonable rationale for dismissing the 
results of a model that reflects those low costs.  If the Companies’ costs of capital are 
low, their authorized rates of return should be low for cost-based rate setting purposes.   

In his DCF analysis, Staff witness Michael McNally used the same constant 
growth rate method as did Mr. Moul.  His inputs differed somewhat.  He used the stock 
prices and dividend data for the Gas Group on May 12, 2011 and derived a value of 
8.50% as the cost of equity.  For comparison, he also inputted values from different 
dates and obtained similar values. 

Interestingly, GCI witness Thomas started with the Companies original Gas 
Group estimate of DCF based cost of equity but did not make Mr. Moul’s upward 
leverage adjustment.  The unmanipulated value was 8.94%.  Staff and GCI witnesses 
rejected the use of an alternate proxy group not demonstrated to be comparable in risk 
to the Companies.  If one removed the Companies “leverage adjustment” from its 
original disregarded DCF result results,  Staff, GCI and the Companies estimate of ROE 
are less than one-half of a percentage point apart. 
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Alternative 2 – [The Commission decides to include the DCF model] 

Mr. Moul argues that an anomalous situation presently exits for the Gas Group 
causing the DCF model to produce results that are out of line with the other models and 
the real world outside of those simulations.  Mr. Moul pointed to evidence that growth 
rates for each utility in the Gas Group decreased while their stock prices increased, a 
situation he argued was not sustainable.  Mr. Moul also presented a version of his DCF 
model using a combination proxy group (the “Combination Group”) containing both gas 
and electric utilities.  This analysis yielded a result from the DCF model of 10.48%, 
which is more in line with the results from the other models.  Based upon these 
analyses, Mr. Moul argued that the Commission should not consider the DCF model in 
determining the ROEs in this case. 

While we acknowledge Mr. Moul’s concerns, the Commission does not agree 
that the results of the DCF model should be disregarded altogether.  Rather, taking into 
account our responsibility to check the results of our mathematical models against the 
real world context, we believe that the correct path to take is to use the DCF results Mr. 
Moul presented from his Combination Group, as they are in line with the results from the 
other models and provides a representative cost of equity for the Utilities absent the 
anomalous factors that currently affect the DCF model as applied to natural gas utilities. 

Turning to Mr. Moul’s financial leverage adjustment to his DCF result, we note 
that we rejected Mr. Moul’s financial leverage adjustment in the Companies’ last rate 
cases, finding that the Companies’ failed to differentiate this adjustment from the 
“market-to-book” adjustment that the Commission has repeatedly rejected.  The record 
in the present cases, however, demonstrates that this is not the case.  We find a 
fundamental difference in the two types of adjustments, and therefore that the 
Companies’ proposed financial leverage adjustment is not only supported by cost of 
equity theory but also the basic legal principle that a utility is entitled to an opportunity to 
earn a reasonable return on its investment. 

The financial leverage adjustment is based on the well-accepted, if not 
irrefutable, economic theory that there is a direct relationship between a firm’s risk and 
the amount of debt in its capital structure.  Currently, there is no dispute that the 
Companies’ market value capital structure has more equity (and therefore less risk) 
than its book value capital structure.  When the financial market models are used, the 
utility’s cost of equity is estimated based on the proxy group’s average market value 
capital structure.  In order to make this result relevant to the utility’s book value capital 
structure, an adjustment is required.  Otherwise, if the market value cost of equity is 
applied to the utility’s book value capital structure (and all other things are held equal), 
the utility will not recover its total cost of capital and will not earn its authorized return.  
NS-PGL Init. Br. at 120.  Such a result would be confiscatory and therefore 
unconstitutional.  Using well-accepted formulas, Mr. Moul calculated the Gas Group’s 
ROE with and without a debt component, and determined the ROE of the Gas Group 
with its average debt ratio to be 51 basis points higher than its ROE with no debt in its 
capital structure. 

Absent any competing calculation of this adjustment, we find that 51 basis points 
is a reasonable accommodation for the necessity of applying the market-based DCF 
ROE to a book value capital structure. 
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Turning to Staff’s DCF analysis, we note that it is based in large part on the stock 
prices for the utilities in the Gas Group on a single day in May of this year.  The 
Commission hereby confirms what it stated in Peoples 2007 and Peoples 2009 
concerning the use of spot data in a DCF model analysis.  In those decisions, we made 
it abundantly clear that if the use of spot data produces a DCF result that is 
“anomalous,” it must be checked.  Peoples 2007, p. 92.  Moreover, we stated that the 
Commission would expect to be told the conditions or financial climate of the spot day 
and whether any of these might cause material market inefficiencies, and that the expert 
be acutely attuned to that environment in making a selection.  Peoples 2009, 
pp. 125-126.  Here, Staff’s DCF model analysis resulted in a proposed ROE of 8.50%, 
which, as shown in the evidence presented by the Companies, is lower than any ROE 
authorized by this Commission since at least 1972, and lower than any ROE authorized 
anywhere in the country in the last five years.  It is also over 300 basis points lower than 
Staff’s DCF model result in the Companies’ last rate cases just two years ago.  Yet, 
Staff failed to perform the type of check we stated was necessary in such a scenario in 
Peoples 2007.  Staff argues that its model results based on spot data from a day in May 
were consistent with results from additional model runs it made in June and July.  
Although these additional results indicate that conditions were similar on each of the 
days involved, they do not tell us what those conditions were or, more important, 
whether those conditions are likely to prevail in 2012.  Nor did Staff provide the 
information we deemed necessary in Peoples 2009.  Accordingly, as in Peoples 2007, 
the Commission determines that the result from Staff’s DCF is too anomalous, in the 
absence of a check or other supporting information concerning the conditions and 
financial climate surrounding the data used, upon which to base a decision for the 
Companies’ ROEs.     

Thus, the Commission concludes that Mr. Moul’s Combination Group DCF result 
of 10.48 should be considered in determining the Companies’ ROEs. 

Capital Asset Pricing Model  

The CAPM determines an expected rate of return on a security by adding to the 
“risk–free” rate of return a risk premium that is proportional to the systematic risk of the 
security.  This model requires three inputs: 1) the risk-free rate of return; 2) a “beta” 
value that quantifies systematic risk, (Beta is a measure of the volatility of a stock 
compared to the volatility of the market.  Beta values of less than 1.0 mean the stock is 
less volatile than the market as a whole.) and 3) the market risk premium.   

 For the risk free rate, the Companies’ witness used a value of 4.25 % from an 
analysis of 20 year Treasury bonds.  Mr. Moul’s used an adjusted average Value Line 
beta for the Gas Group.  The Value Line line beta was higher than the average beta 
values selected by the other two experts from other sources.   

Mr. Moul developed his market premium by averaging data.  Mr. Moul calculated 
an unadjusted CAPM cost of equity of 9.45%.  Mr. Moul’s then recommended adjusted 
that his CAPM result be adjusted upward to overall market premium values were 
11.21% to account for leverage and in February 2011 and 11.56% in July 2011 after an 
upward adjustment to reflect his perception that the Companies risk is increased 
because of their the Companies’ relatively small size.  As we have in other cases, the 
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Commission finds this adjustment to be unwarranted.  The theory behind the size 
adjustment is not derived from research on regulated utilities.  The Companies enjoy a 
monopoly in their service area, high fixed customer charges and the ability to recover 
volumetric charges through Rider VBA.  These advantages make the Companies far 
less risky than unregulated companies of a similar size.   

Staff witness McNally used combined adjusted betas from three sources, 
deriving an overall beta value of 0.58. He concluded that the 4.42% rate on 30 year 
Treasury bond rates was the appropriate estimate of the risk free rate of return.  His 
final CAPM value for the cost of equity for the gas group was 9.20%.  CGI witness 
Thomas used the Companies risk free rate of return, removed the Companies size 
adjustment and incorporated a beta calculated from several published sources.  He 
calculated a CAPM value of 7.09%. 

After considering the evidence regarding each witnesses’ CAPM results, the 
Commission determines that Mr. Moul’s adjusted CAPM result of 11.21% is a 
reasonable measure of the Utilities’ market cost of capital in these cases.  First, we find 
that Mr. Moul’s use of Value Line betas was appropriate given not only the transparency 
of their underlying methodology, but also the fact that they are what investors actually 
rely upon.  Second, the Commission finds substantial evidence in the record supporting 
the leverage and size adjustments recommended by Mr. Moul as being reasonably 
based on sound and accepted economic theory. 

Other Methods of Analysis 

Mr. Moul also calculated ROE values of 11.25% for the Companies using a Risk 
Premium analysis. This Commission does not favor the risk premium model which is too 
subjective to be a reliable tool for determining ROE.  2007 Rate Case, Order at 93-94.  
We reject it these Dockets.   While we have viewed this type of analysis unfavorably in 
the past, the Commission acknowledges that this methodology recently has been 
endorsed by the General Assembly as a means for determining utility ROEs.  See 
House Bill 3036, 220 ILCS 5/16.18.5(c)(3).  Further, contrary to Staff’s objections, the 
risk premium model is no more or less subjective than the DCF or CAPM models upon 
which the Commission has traditionally relied.  The Commission finds that Mr. Moul’s 
risk premium analysis was straightforward, methodologically sound and supported by 
substantial evidence.  The Commission thus will consider Mr. Moul’s risk premium result 
of 11.25% in determining the Companies’ ROEs. 

Similarly, Mr. Moul also calculated an ROE by comparing his estimate to the 
returns of a sample of non-regulated firms.  In the Companies’ last rate case, we 
rejected his comparison of earnings of other regulated firms in estimating ROE.  2007 
Rate Case, Order at 89-91.  In these cases, the Commission finds that comparing the 
returns of unregulated firms with lower risk utilities is even more unjustified and will not 
consider this analysis than the comparison with regulated firms in the last rate case.   

Summary of Calculations  

 Mr. Moul discarded the results of his DCF analysis.  Relying on his CAPM 
analysis and a Risk Premium Analysis he derived a Return on Equity of 11.25% which 
he later reduced to 10.85%.    



11-0280/11/0281 (cons.) 

146 
 

Staff averaged the results of its DCF analysis and the results of its CAPM 
analysis to obtain an ROE of 8.85% which it reduced to 8.75% because of an 
adjustment for Rider ICR similar to one made by the Commission in the Companies’ last 
rate case.     

 CGI obtained an 8.94% ROE for its DCF analysis using the value derived by the 
Companies and eliminating its “leverage” adjustment.  Its CAPM value of 7.04 is an 
outlying value which CGI did not attempt to average to obtain a composite ROE 
number.   

 Commission Conclusion 

The Commission has reviewed all of the evidence regarding cost of common 
equity.  We find that the Companies’ estimate of 10.85% is just and reasonable for both 
the ratepayers and the Companies, supported by substantial evidence in the record and 
consistent with the real world context in which the Companies operate.  largely 
dependent upon subjective judgments of their expert reflecting a consistent upward bias 
unsubstantiated by objective data.  As a result, his analyses and recommendations are 
rejected. 

The analyses presented by Staff appear to be based upon objective inputs and 
were performed in a manner consistent with methodologies and data inputs previously 
adopted by the Commission.  The Commission finds this to be true with regard to both 
the Staff DCF and its CAPM analysis.  The unadjusted cost of equity recommended by 
Staff, 8.85%, appears reasonable and the Commission takes additional comfort in the 
fact that it is, essentially, replicated by the recommendation of CGI's expert witness. 

Finally, it is necessary to address the Staff recommendation to reduce the return 
on common equity by 10 basis points to reflect the reduction in risk associated with 
Rider ICR.  While this recommendation is reasonable on its face and consistent with the 
Commission's decision in the Utilities last rate case, it is not appropriate to adopt it here.  
In the recent decision in Madigan, the Appellate Court recently reversed the 
Commission's decision adopting and implementing Rider ICR.  As a result, Rider ICR 
will be eliminated and no adjustment to the cost of equity is necessary.  The 
Commission concludes that the Utilities should be authorized to earn a return on 
common equity of 8.85%. 

[Utilities’ Alternative 1] 

The Commission has reviewed all of the evidence regarding cost of common 
equity.  In accordance with our decisions discussed above, we consider Mr. Moul’s 
adjusted Combination DCF (10.48%), Mr. Moul’s adjusted CAPM (11.21%) and Mr. 
Moul’s Risk Premium (11.25%) results as a reasonable basis for the Utilities’ market 
cost of equity for 2012.  A simple average of these results yields a market cost of equity 
of 10.98%, which is very close to Mr. Moul’s recommendation of 10.85%.  We therefore 
find that the Companies’ estimate of 10.85% is just and reasonable for both the 
ratepayers and the Companies, supported by substantial evidence in the record and 
consistent with the real world context in which the Companies operate.  largely 
dependent upon subjective judgments of their expert reflecting a consistent upward bias 
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unsubstantiated by objective data.  As a result, his analyses and recommendations are 
rejected. 

[Utilities’ Alternative 2] 

The Commission has reviewed all of the evidence regarding cost of common 
equity.  We consider Mr. Moul’s unadjusted Combination DCF (9.99%), Mr. Moul’s 
unadjusted CAPM (9.53%) and Mr. Moul’s Risk Premium (11.25%) to constitute a 
reasonable basis for the Utilities’ market cost of equity for 2012.  A simple average of 
these results yields a market cost of equity of 10.23%.  We therefore find that a return 
on equity of 10.24% is just and reasonable for the Companies’ and their customers, 
supported by substantial evidence in the record and consistent with the real world 
context in which the Companies operate. 

[Utilities’ Alternative 3(a)] 

The Commission has reviewed all of the evidence regarding cost of common 
equity.  We consider Staff’s DCF model, adjusted upward by 145 basis points to 
eliminate the anomalies that currently affect that model’s application to natural gas 
utilities, Staff’s CAPM model and Mr. Moul’s Risk Premium model to constitute a 
reasonable basis for the Utilities’ market cost of equity for 2012.  We therefore find that 
a return on equity of 10.13% is just and reasonable for the Companies’ and their 
customers, supported by substantial evidence in the record and consistent with the real 
world context in which the Companies operate. 

[Utilities’ Alternative 3(b)] 

The Commission has reviewed all of the evidence regarding cost of common 
equity.  We consider Staff’s DCF model, adjusted upward by 73 basis points to 
eliminate the anomalies that currently affect that model’s application to natural gas 
utilities, Staff’s CAPM model and Mr. Moul’s Risk Premium model to constitute a 
reasonable basis for the Utilities’ market cost of equity for 2012.  We therefore find that 
a return on equity of 9.89% is just and reasonable for the Companies’ and their 
customers, supported by substantial evidence in the record and consistent with the real 
world context in which the Companies operate. 

 

Rate of Return on Rate Base 

 Taking into consideration all of the foregoing conclusions, the Commission 
concludes that North Shore should be authorized to earn a 7.13% rate of return on rate 
base and Peoples Gas should be authorized to earn a 6.62% rate of return on rate 
base. 

F. Weighted Average Cost of Capital 

EXCEPTION NO. 4 

 Taking into consideration all of the foregoing conclusions, the Commission 
concludes that North Shore should be authorized to earn a 7.13 [select appropriate 
rate from table below]% rate of return on rate base and Peoples Gas should be 
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authorized to earn a 6.62 [select appropriate rate table below]% rate of return on rate 
base. 

1. North Shore 

North Shore ROR Alternatives 
 

  ROEs   

Capital 
Structure 

(Equity/LTD) 

10.85% 10.24% 10.13% 9.89% 

56/44 8.50% 8.15% 8.09% 7.96% 

53.9/46.1 8.39% 7.94% 8.00% 7.75% 

Approved Rates of Return 
       
  Proportion  Cost   Weighted Cost 
 Short Term Debt   3.90%  4.04%  0.16% 

 Long Term Debt   
 
46.10 %   5.51%  2.54% 

  
Preferred Stock   0.00%  0.00%  0.00% 
  
 
Common Stock   50.00 %  8.85%  4.43% 
 TOTAL   100.00%    7.13 % 

 
 

2. Peoples Gas 

Peoples Gas ROR Alternatives 

  ROEs   

Capital 
Structure 

(Equity/LTD) 

10.85% 10.24% 10.13% 9.89% 

56/44 8.11% 7.76% 7.70% 7.57% 

51.6/48.4 7.84 7.31% 7.26% 7.13% 
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Approved Rates of Return 

  Proportion Cost  Weighted Cost 

 Short Term Debt   2.60% 2.62% 0.07% 

 Long Term Debt   48.40% 4.57% 2.21% 

 Preferred Stock   0.00% 0.00% 0.00% 

 Common Stock   49.00% 8.85% 4.34% 

 TOTAL   100.00%  6.62% 

  

 

VII. Weather Normalization 

The Utilities proposed using the average of the previous twelve years of weather 
data, ending in 2009, which results in 6,016 heating degree days for non-leap years and 
6,036 heating degree days for leap years.  PGL Ex. 4.0 at 10; NS Ex. 4.0 at 10.  No 
party disagreed. 

The Commission finds that the proposed average is reasonable and appropriate. 

VIII. Riders 

A. Riders UEA and UEA-GC 

1. Utilities 

To comply with a Commission-approved Stipulation in Docket Nos. 09-
0419/09-0420 (cons.), in connection with the Uncollectible Expense Adjustment (Rider 
UEA”) and Uncollectible Expense Adjustment-Gas Costs, the Utilities each proposed 
new Rider UEA-GC.  Utilities witness Ms. Grace explained that this rider would recover 
gas cost related Account No. 904, Uncollectible Accounts Expense, costs through a 
factor applied to customers’ bills, rather than base rates.  The Utilities also proposed 
changes to Rider UEA, Uncollectible Expense Adjustment, to effect a transition to Rider 
UEA-GC.  NS Ex. 12.0 REV at 52-53; PGL Ex. 12.0 REV at 55-56; NS-PGL Ex. 28.2.  
Also, effective June 1, 2013, the Utilities proposed elimination of the Incremental 
Transportation Uncollectible Amount (“ITUA”), which recovers or refunds incremental 
Account No. 904 amounts related to transportation service.  Ms. Grace explained that 
many transportation accounts are aggregated into pools, and the Utilities receive credit 
assurances; any uncollectible amounts would be minimal and eliminating the ITUA is 
appropriate.  NS Ex. 12.0 REV at 53-54; PGL Ex. 12.0 REV at 56-57.  The factors 
applied to the gas charge portion of sales customers’ bills are derived from the 
allocation of Account No. 904 costs for each service classification in the embedded cost 
of service studies (“ECOSS”).  If the Commission approves the rider, amounts that 
would be recovered under the rider would need to be removed from the Utilities’ 
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revenue requirements.  Rider UEA-GC adjustments would become effective when the 
proposed rates take effect.  NS Ex. 12.0 REV at 52-53; PGL Ex. 12.0 REV at 55-56. 

2. Staff 

Staff recommends that, for Riders UEA which applies to classes 1,2,4, and 8 and 
UEA-GC, the Commission order the Companies to switch from using the uncollectible 
amount set forth in Account 904 to using net write-offs in each tariff.  To be consistent 
with Section 19-145(a) of the Act, the Commission would also have to order that net 
write-offs be used to determine the utility’s uncollectible amount in rates.   

Currently, Rider UEA bases the uncollectible expense to be recovered through 
the rider on the balance of Account 904, uncollectibles expense, as stated in the 
Companies’ Form 21 ILCC annual reports to the Illinois Commerce Commission.   

The balance of Account 904 fluctuates with changes to the allowance for doubtful 
accounts.  The allowance for doubtful accounts is based on estimates of uncollectible 
accounts.  In determining the account 904 balance, one must consider write-offs of 
receivables for service related to prior periods and management’s projection of 
revenues that will not be collectible in the next year.  Using the net write-off method, 
however, would ensure that the calculation of incremental uncollectible expenses 
recoverable through Rider UEA is based on actual accounts written-off and recovered, 
instead of estimated amounts.  Actual information is preferable to estimates since it is 
more accurate, and should be used whenever available.   

The Companies have made reference to stipulations approved by the 
Commission in Docket Nos. 09-0419 and 09-0420 in arguing against adopting the net 
write-off method. NS-PGL Ex. 45.0, pp. 26-27.  Section 1 of the Stipulation sets forth the 
amounts of the uncollectible amount included in utility rates through the utility’s 2009 
rate cases, but does not define the method for determining the amount of the 
uncollectible expense to include in utility rates in those or Post 2010 Rate Cases .  
Likewise, Section 2 of the Stipulation does not set forth a method for determining the 
amount of uncollectible expense to be recovered through riders.  Section 2 b states that 
the amount that will be billed to customers will be based on uncollectible amounts as 
approved by the Commission.  The stipulation does not limit the Commission’s 
discretion in determining the method for computing the appropriate amount of 
uncollectible expense to be billed to customers. Therefore, using the net write-off 
method to determine uncollectible expenses does not conflict with the Stipulation and 
for the reasons stated above is the preferable method.   

The Commission should order the Companies to use net write-off method to 
determine the uncollectible amount to be recovered in Rider UEA.  If the Commission 
orders the Companies to use the net write-off method in Rider UEA, the Commission, 
for consistency, should make the same order for the Proposed Rider UEA-GC. 

3. Utliities Response 

The Utilities accepted certain of Staff witness Mr. Kahle’s proposed revisions to 
the riders but opposed his recommended use of the net write-off method to determine 
uncollectible expense.  Ms. Grace provided revised versions of both riders, which 
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include new language linking the riders more clearly and addressing Commission 
oversight.  NS-PGL Ex. 28.0 at 35-38; NS-PGL Exs. 28.2, 28.3. 

The net write-off method is addressed in Section V.C.5, supra. 

4. Commission Analysis and Conclusion 

EXCEPTION NO. 15 

The Commission finds that does not accept Staff’s suggestion to use the net 
write-off method, for the reasons stated in Section V.C.5, supra. is reasonable and 
prudent. It ensures that the calculation of incremental uncollectible expenses 
recoverable through Rider UEA is based on actual accounts written-off and recovered, 
instead of estimated amounts.  The Commission orders approves the Companies’ 
proposed changes to their current Rider UEA and their proposed Rider UEA-GC, as 
amended in their rebuttal testimony to address certain of Staff’s concerns to use the net 
write-off method in Rider UEA for the Proposed Rider UEA-GC. 

Alternative 1  [In the alternative, if the Commission requires the net write-off 
method, then the Proposed Order should be revised as follows:] 

The Commission finds that Staff’s suggestion to use the net write-off method, is 
reasonable and prudent. It ensures that the calculation of incremental uncollectible 
expenses recoverable through Rider UEA is based on actual accounts written-off and 
recovered, instead of estimated amounts.  The Commission orders the Companies to 
use the net write-off method in Rider UEA for the Proposed Rider UEA-GC.  The 
change shall be effective at the beginning of the first calendar year after rates approved 
in this proceeding become effective, i.e., the change shall be effective January 1, 2013. 

 

B. Rider VBA 

1. Utilities 

The Commission approved Rider VBA, Volume Balancing Adjustment, as a four-
year pilot program in the 2007 rate case, applicable to S.C. Nos. 1 and 2.  Rider VBA is 
a symmetrical full decoupling mechanism.  The Commission concluded that “a general 
rate case needs to be filed if Rider VBA is to become effective upon the conclusion of 
the pilot program.”  Peoples 2007, Order, at 152.  In this case, the Utilities proposed to 
implement Rider VBA on a permanent basis, and they proposed revisions to the rider 
both in their direct testimony and, in response to Staff witness Ms. Ebrey, in their 
rebuttal testimony.  Over the pilot period, Ms. Grace stated that Rider VBA operated 
effectively to provide customers refunds when distribution revenues (Actual Margin) per 
customer were greater than Commission-approved per customer levels (Rate Case 
Margin) and charges when Actual Margin was less than Rate Case Margin.  The Utilities 
have each also filed two annual reconciliation statements with the Commission for 
which the accuracy of the calculations was not contested.  NS Ex. 12.0 REV at 48-50; 
PGL Ex. 12.0 REV at 51-53. 

Ms. Grace stated that Rider VBA remains appropriate because, under the 
Utilities’ rate design proposals, a substantial amount of fixed costs (30% for North Shore 
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and 36% for Peoples Gas) would continue to be recovered through variable charges.  
This level of recovery: (1) is not aligned with the nature of the Utilities’ fixed cost delivery 
service; (2) ensures that the Utilities either under or over recover their Commission 
approved revenue requirements; (3) ensures that customers will pay more or less than 
their share of Commission-approved distribution costs; and (4) exceeds the 20% 
recovery that the Commission approved for Ameren and Nicor.  NS Ex. 12.0 REV at 49; 
PGL Ex. 12.0 REV at 52. 

During the pilot period, the Utilities have provided net refunds to customers.  Ms. 
Grace explained that this means that, absent the rider, customers would have paid 
more than their share of the Commission-approved distribution revenues.  Ms. Grace 
stated that, as the amounts represent net refunds over time, the Utilities benefitted from 
amounts that were recovered from customers when their usage and related distribution 
revenue were less than at Commission-approved levels.  NS Ex. 12.0 REV at 50; PGL 
Ex. 12.0 REV at 53.   

In addition to making Rider VBA permanent, the Utilities proposed to change the 
mechanism to an annual, rather than a monthly, adjustment.  Ms. Grace explained that 
a monthly mechanism was intended to provide near real-time adjustments to customers.  
The Utilities proposed an annual adjustment to smooth out the monthly adjustments on 
customers’ bills and to streamline the filing process.  They would determine the annual 
Rider VBA adjustments using the same formula used for the monthly filing and 
substituting annual data for monthly data.  The Utilities proposed a transition period to 
move from a monthly to an annual process.  Ms. Grace stated that the Percentage of 
Fixed Costs would be set at 100% to reflect the Utilities’ test year costs, which are all 
fixed.  NS Ex. 12.0 REV at 49-51; PGL Ex. 12.0 REV at 52-54. 

2. Staff 

Merits of Rider VBA 

Staff’s position is that Rider VBA is preferable to a straight fixed variable (“SFV”) 
rate design or a rate design that increases the portion of fixed costs that are recovered 
through fixed customer charges. Staff Ex. 6.0, pp. 3-4.  Staff witness Dr. Brightwell 
testified that from a policy perspective, Rider VBA better aligns with the energy 
efficiency objectives set forth by the General Assembly because it increases the 
volumetric charge which promotes conservation.  The advantages of Rider VBA include 
the following: (1) It diminishes the advantage the utility has in choosing when to file a 
rate case; (2) it reduces the reliance on statistical forecasts for setting rates; (3) it 
lessens the shifting of costs from high use customers onto low use customers; and 
finally (4) it reduces the incentive of low use customers to leave the gas system. Id., p. 
4. 

The energy efficiency objectives set forth in Section 8-104 of the Public Utilities 
Act are better met through Rider VBA because it increases the percentage of fixed 
costs that are recovered through volumetric charges. As such, it increases the 
volumetric rate and reduces the fixed charge.  The lower fixed charge increases the 
total bill savings that are possible through conservation and the higher volumetric 
charge provides greater bill savings from each therm that is not consumed. Id., p. 5-7.  
An increase in the volumetric rate of just 3.8 cents per therm could reduce usage by 
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0.4%, the equivalent of the savings requirement established for Program Year 2 of the 
energy efficiency program and about a third of the total savings required over the first 
three years of the energy efficiency program. Id., p. 7.  

Dr. Brightwell further testified that Rider VBA diminishes the advantage that the 
utility has in choosing when to file rate cases.  There is an incentive for the utility to file 
rate cases sooner if revenues fall short of expectations and to delay filing if revenues 
exceed expectations.  Rider VBA stabilizes revenue by providing charges or credits for 
under or over collection of revenues.  Because of these charges or credits, the utility 
receives income when sales fall short of expectations, which reduces the incentive to 
file a rate case and the utility must refund any over collections which protects ratepayers 
from providing excessive returns to the Utilities. Id., p. 5. 

The charge or credit associated with Rider VBA also reduces the reliance on 
statistical forecasts for the purpose of setting rates.  The very nature of statistical 
forecasts is such that there is also a margin of error. Id., pp. 4-5.  The forecasted 
number of customers and average use per customer will differ from the actual number 
of customers and use per customer.  Since rates are set on these forecasts, the rates 
will over collect or under collect.  In addition to reconciling for the routine forecast errors 
that are likely to occur, Rider VBA also diminishes the incentive to manipulate forecasts 
to the Utilities’ advantage.  Under an SFV rate or a rate with a higher fixed customer 
charge, an advantageous forecast sets rates that are far more likely to over collect 
revenues.  This can be accomplished by underestimating the number of customers, the 
use per customer or both. Id., pp. 9-10.  

Staff witness Dr. David Brightwell provided additional evidence that the higher 
fixed charge associated with an SFV rate or a rate with a higher fixed cost than what is 
being proposed by the Companies also increases the total bills for low use customers 
and may make it preferable for low use customers to leave the system.  To the extent 
that this occurs, high use customers are worse off in the long run because costs are 
spread across fewer therms and few customers.  This will cause both fixed and 
volumetric charges to increase for remaining customers. Id., pp. 10-11.  The evidence 
presented by Dr. Brightwell showed that the number of non heating customers 
decreased while the number of heating customers increased in both utilities’ service 
territories. Id., pp. 11-13. 

Dr. Brightwell also pointed out that this problem is more relevant to Peoples and 
North Shore than it is to other utilities in Illinois because the overall costs are higher in 
the Peoples and North Shore territories.  In fact, if the customer charges proposed in 
this rate case were in effect in 2010, Peoples Gas would have had a higher fixed charge 
than was found in any of the 150 rate jurisdictions surveyed by the American Gas 
Association and North Shore Gas’ customer charge would have been amongst the 
highest. Id., p. 13.  This is relevant because the law of demand states that when all 
other factors that affect the quantity of gas that consumers buy are held constant, that 
as price increases the quantity demanded decreases.  One would therefore expect 
greater decreases in the number of customers in the Peoples and North Shore 
territories than in the Ameren or Nicor territories because the fixed customer charges 
are significantly higher.  Since the loss of customers is likely to be greater in the 
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Peoples and North Shore territories, Rider VBA is preferable to an SFV or a rate that 
recovers 80% of fixed costs through fixed charges. Staff Ex. 15.0, pp. 7-8. 

Perhaps the most significant reason to stabilize revenue through Rider VBA 
rather than through a rate design that includes a higher fixed charge is that the higher 
fixed charge shifts more cost recovery onto low use customers and away from higher 
use customers.  Dr. Brightwell estimated that as the customer charge increases, the 
percentage of customers who will pay more for gas distribution than for the gas being 
used will increase.  Under an SFV rate, Dr. Brightwell estimated that between 20-30% 
of Peoples S.C. 1 customers and 8-13% of North Shore S.C. 1 customers would pay 
more for the opportunity to have gas provided than for the actual gas that is provided.  
These percentages will increase if the fixed charges increase. Staff Ex. 6.0, pp. 14-17.   

Rider VBA is clearly preferable to an SFV rate or a rate that increases the 
percentage of fixed costs recovered through fixed charges.  The reconciliation adjusts 
for over or under recovery by the Utilities.  This provides a symmetric risk between 
ratepayers and shareholders.  The VBA also diminishes the reliance on statistical 
forecasts.  This provides advantages to ratepayers because it diminishes the benefits to 
the Utilities from inaccurate forecasts or from manipulating forecasts for additional 
revenues beyond what were deemed appropriate in a rate case.  The inaccurate 
forecasts create an asymmetric risk to ratepayers because the utility can file another 
rate case in the event revenues are too low but ratepayers are unable to file for lower 
rates when revenues are too high.   Finally, Rider VBA better aligns with policies set 
forth by the General Assembly.  The higher volumetric rate associated with higher 
percentages of fixed costs being recovered through volumetric rates provides greater 
incentive to conserve gas.  The higher percentage of fixed costs that are recovered 
through volumetric rates also provides lower bills to low use customers many of whom 
may be amongst the poor and elderly.  For all of these reasons Rider VBA is preferable 
to an SFV rate or a rate with a high percentage of fixed costs being recovered through 
fixed charges.   

Tariff Language 

Staff recommended edits to the Rider VBA tariff language proposed in the 
testimony of Company witness Grace.  Company witness Grace accepted most of 
Staff’s revisions and proposed alternate language in some cases.  After Staff rebuttal 
testimony, the only revision to the proposed tariff language still contested was whether 
there should be any consideration of customer migration between Service Class (“S.C.”) 
2 and S.C. 3 and 4 in the approved tariff language as proposed by the Companies.  
Staff witness Ebrey opined that the Companies’ proposal introduced unnecessary 
complication to the Rider VBA calculations, requesting the Companies provide 
additional explanation of the cause of the migration as well as potential for continued 
movement in its surrebuttal testimony. Staff Ex. 12.0 Corrected, p. 27.  While the 
Companies provided an explanation of the customer switching that occurred in 2008 
and 2010, they also acknowledged that customer switching may not occur at the levels 
seen in those 2 years. NS-PGL Ex. 45.0, p. 25.  Therefore the Commission should 
approve the tariff changes as set forth in NS-PGL Ex. 45.5 and NS-PGL Ex. 45.6 except 
for those proposed by the Companies which provide consideration for customer 
switching between S.C.2, S.C. 3, and S.C. 4.   
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3. AG 

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.    

The AG argues that, for all of 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 
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).  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, the AG 
states.  

The Conditions that the Commission Assumed in 2008 Would Negatively Affect 
Utility Revenues, and Thereby Require Rider VBA, Have Not Materialized. 

According to the AG, 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.   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.   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.  
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The Commission made clear in its ruling in the Peoples 2007,  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. 

Peoples 2007, 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. 

Id. at 151. 
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In this docket, the AG points out that 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.   

The Companies’ Energy Efficiency Programs Have Not and Will Not Impair the 
Companies’ Revenue Streams and Cost Recovery.  

NS-PGL witness 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, according to the AG. 

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” 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.   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).  
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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 AG points out.  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.   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.    

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 for both Companies.  Peoples Gas in particular has 
experienced very limited participation in its high efficiency residential furnace program.   
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 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 
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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.  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.   

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, 
according to the AG.  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. 
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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 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 rate design based on a test year – not some 
exaggerated estimate of what might occur over the next decade.   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 



11-0280/11/0281 (cons.) 

161 
 

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 lost revenues associated with energy efficiency or to 
otherwise help recover “fixed costs”, as NS-PGL claims they need.  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.  

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. 

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.  

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 
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high prices would trigger in the residential class as it considered whether to adopt Rider 
VBA.  The natural gas market landscape, has changed dramatically since “the high cost 
of natural gas” concerned the Commission in 2008.      

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).  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. 

These changes in natural gas prices impacted the ratio of the gas commodity 
portion of customer bills relative to the delivery portion, the AG notes.  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.  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.  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 2007.  Reserves have been growing by an annual average rate of 
about seven percent since 2005.  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. 
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These reserve growth and production trends are anticipated to continue into the 
future.  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.  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 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.”  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.   

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 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. 

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, according to the AG.  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 
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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 guaranteed a certain level of revenues.  The opposite is 
true:  expenses, revenues and the cost of capital are inherently dynamic and ever-
changing.  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. 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 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 AG notes.   

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 
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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  

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 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.   

The AG notes one other point:  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 
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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 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 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. 

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: Peoples 2007 
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 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 
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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 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.  

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.  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 
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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.   

In response to Staff witness Ebrey’s recommendation, 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 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. 

4. Utilities Response  

In response to Staff witness Dr. Brightwell, Ms. Grace explained that SFV rates 
(recovery of 100% of fixed costs through fixed charges) are a reasonable alternative for 
S.C. No. 1 if the Commission does not approve Rider VBA on a permanent basis.  
Although an SFV rate may be higher than the gas cost commodity amount on certain 
bills for certain low usage customers, the SFV rate would accurately reflect the fixed 
cost nature of the Utilities’ delivery service and the gas cost commodity portion would 
reflect the variable market affected costs of the gas commodity.  NS-PGL Ex. 28.0 at 7. 
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The Utilities agreed to most of Staff witness Ms. Ebrey’s proposed changes to 
Rider VBA.  Specifically, the Utilities agreed, with minor modifications to which Ms. 
Ebrey did not object, (1) to replace the word “margin” throughout the tariff with the word 
“revenue” (Staff Ex. 3.0 at 35-37), if the definitions clearly link the wording to the 
approved revenue requirement. NS-PGL Ex. 28.0 at 19-20; Staff Ex. 12.0 at 26; (2) to 
modify the annual internal audit requirements, Staff Ex. 3.0 at 42-43; NS-PGL Ex. 28.0 
at 24-26; Staff Ex. 12.0 at 26; and (3) to require a compliance filing as new values to be 
used in the calculations are determined in a rate case proceeding.  Staff Ex. 3.0 at 43; 
NS-PGL Ex. 28.0 at 26; NS-PGL Ex. 45.5; Staff Ex. 12.0 at 26. 

The Utilities disputed Ms. Ebrey’s proposal to change the calculations so that 
“total revenues” rather than “per customer revenues” are used to determine 
adjustments.  Staff Ex. 3.0 at 37-42.  Ms. Grace explained that the proposal is flawed 
because the Utilities incur costs to add new customers to their systems and the 
proposed customer charges, except for North Shore’s S.C. No. 1, would recover less 
than 100% of fixed customer costs.  The proposal means that additional distribution 
revenues received by the Utilities that would recover some of the cost to connect new 
customers to their systems would be refunded to customers.  However, the Utilities 
offered an alternative that would address some of the problems posed by Ms. Ebrey’s 
proposal.  NS-PGL Ex. 28.0 at 21.  For S. C. No. 1, Ms. Grace explained that Peoples 
Gas has proposed to recover 90% of its S.C. No. 1 fixed customer costs through the 
customer charge and North Shore has proposed to recover 100%.  If the Commission 
approves these proposals, the Utilities would not oppose Ms. Ebrey’s proposal for S.C. 
No. 1.  For S.C. No. 2, the problem is substantial because the Utilities would recover 
lesser percentages of fixed costs through the customer charge (40% for Peoples Gas 
and 59% North Shore).  Appropriate cost recovery for S.C. No. 2 would additionally be 
problematic due to the potential for customers to switch service to and from S.C. No. 2.  
Ms. Grace explained that, if larger S.C. No. 2 customers’ usage were to increase such 
that they would no longer be eligible for S.C. No. 2 and transferred to S.C. No. 4 (S.C. 
No. 3 for North Shore), total actual S.C. No. 2 revenues would decline due to customer 
migration, resulting in likely charges to customers when compared to the baseline Rate 
Case Revenue amount for S.C. No. 2, which included the usage and related distribution 
charge revenue for the customers who transfer.  Conversely, if larger S.C. No. 3 (North 
Shore) and S.C. No. 4 (Peoples Gas) customers’ usage were to decrease such they 
would become eligible for S.C. No. 2 in a future period when they were not included in 
the S.C. No. 2 Rate Case Revenue amount, total actual distribution charge revenues 
would increase due to customer migration, likely resulting in refunds to customers and a 
loss in the revenue requirement for the Utilities that would be associated with migration 
rather than an increase in customers.  To address this problem, the Utilities proposed 
specific wording to exclude revenues from the actual or rate case revenue calculation, 
as appropriate, to prevent over- or under-collection associated with customer switching.  
NS-PGL Ex. 28.0 at 21; NS-PGL Ex. 45.5.   

In response to Ms. Ebrey’s opposition to the proposal, the Utilities provided 
additional support by showing, in detail, how the migration and factors causing it 
affected Rider VBA historically, and absent the Utilities proposal, could adversely affect 
customers and the Utilities under Ms. Ebrey’s proposal.  NS-PGL Ex. 45.0 at 21-25. 
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In response to GCI witness Dr. Dismukes’ opposition to Rider VBA, the Utilities 
stated that the fundamental problems with his criticisms are:  Rider VBA is a full 
decoupling mechanism and not conditioned on the Utilities increasing their support of 
energy efficiency initiatives; his “lost revenue” arguments and questionable calculations 
are a distraction because Rider VBA is not a “lost revenue” mechanism; he and GCI 
witness Mr. Rubin inaccurately define “fixed costs,” when, in fact, 100% of the Utilities’ 
costs are fixed; decoupling is consistent with providing rate certainty to customers, 
although SFV rates would also achieve that goal; he does not dispute the Utilities’ sales 
forecast showing declining load.  NS-PGL Ex. 28.0 at 26-34; NS-PGL Ex. 45.0 at 19-23.  
Also, from May 2008 through August 2011, Ms. Grace stated that Peoples Gas has 
refunded about $22.9 million and North Shore has refunded about $4.7 million to S.C. 
Nos. 1 and 2 customers.  NS-PGL Ex. 28.0 at 30. 

Ms. Grace explained that a full decoupling mechanism is one that would compute 
adjustments for any changes in usage (including, for example, weather) and related 
distribution charge revenues per customer above and below a per customer distribution 
charge revenue baseline arising from the Commission- approved revenue requirement.  
The Commission’s order did not condition approval of Rider VBA on the Utilities’ energy 
efficiency efforts and did not reflect any special provisions for tracking usage changes or 
lost revenues associated with energy efficiency.  NS-PGL Ex. 28.0 at 27.  Ms. Grace 
stated that decoupling charges assure that customers appropriately pay for the service 
that they receive from their utility, whose fixed costs do not vary with the volume of gas 
that customers consume.  On the other hand, decoupling credits help to supplement 
any savings achieved by customers.  Also, as Rider VBA adjustments are applied on a 
per-therm of usage basis, those customers who consume less through energy efficiency 
efforts will pay a lesser charge amount on their reduced usage.  NS-PGL Ex. 28.0 at 
29-30. 

Ms. Grace also noted that the Commission’s approval of decoupling is consistent 
with national trends and making the rider permanent would reflect that dynamic.  In 
2007, decoupling had been approved for 17 utilities in 10 states.  In 4 years, that 
number has grown significantly with decoupling being approved for 46 utilities in 
20 states.  NS-PGL Ex. 45.0 at 22. 

Finally, Ms. Grace pointed out that GCI witnesses Dr. Dismukes’ proposal to 
eliminate Rider VBA and Mr. Rubin’s proposal to reduce fixed cost recovery through the 
customer charge and front block of the distribution charge must be considered jointly, as 
together they would assure that the Utilities would either over-or-under-recover the 
distribution revenues arising from the Commission’s order in this proceeding and that 
customers would thus under- or over-pay.  Id. 

5. Commission Analysis and Conclusion 

EXCEPTION NO. 16 

An appeal of the Commission’s approval of Rider VBA in our February 5, 2008 
Order in Docket 07-0241/ 07-242 is pending in the Second District Appellate Court, The 
Peoples Gas Light and & Coke Company v. Illinois Commerce Comm’n, People v. Ill. 
Commerce Comm'n., 2-10-0029. In light of this litigation, this Commission declines to 
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rule on the challenge in this docket to the legality of Rider VBA currently at issue in that 
Appeal. 

The Commission approved Rider VBA, ("Volume Balancing Adjustment”), as a 
four-year pilot program in the 2007 rate case, applicable to S.C. Nos. 1 and 2.  In this 
case, the Utilities proposed to implement Rider VBA on a permanent basis.  In addition 
to making Rider VBA permanent, the Utilities proposed to change the mechanism to an 
annual, rather than a monthly, adjustment.  The Utilities proposed an annual adjustment 
to smooth out the monthly adjustments on customers’ bills and to streamline the filing 
process.  The Companies proposed additional changes in response to Staff’s 
recommendations.  Only one of the modifications is at issue.  The Companies disputed 
Staff’s proposal to change the calculations so that “total revenues” rather than “per 
customer revenues” are used to determine adjustments but proposed an alternative that 
uses total revenues.  The Commission is sensitive to Staff’s concerns about adding 
complexity to the rider.  However, the Companies offered a reasonable solution to a 
problem that could arise from Staff’s proposal and could easily result in over- or under-
recovery of the approved revenue requirements.  As preventing such over- or under-
recovery is the essential attribute of decoupling, the Commission supports taking 
reasonable steps to avoid that result, and the Companies proposal is reasonable. 

The Commission agrees with Staff that Rider VBA has operated as the 
Commission intended.  The annual reconciliation proceedings have disclosed no issues 
with the operation of the rider.  The Commission also agrees with Staff and the 
Companies that Rider VBA stabilizes the Companies’ revenues and ensures that the 
S.C. Nos. 1 and 2 customers neither over- nor under-pay the approved revenue 
requirements.  While the Commission supports increased recovery of fixed costs 
through fixed charges, it prefers, at this time, decoupling rather than a switch to an SFV 
rate design -- whether the 100% fixed cost recovery proposed by the Companies as an 
alternative or the 80% fixed cost recovery discussed by Staff and approved by the 
Commission for the Ameren gas utilities and Nicor Gas.  GCI’s criticisms, centered on 
whether decoupling has or will prompt the Companies to spend more on energy 
efficiency programs, is misplaced.  The Commission did not link its approval of Rider 
VBA to energy efficiency, nor is energy efficiency the only reason to have a decoupling 
mechanism.  For example, weather affects customer usage and decoupling means that 
customers do not overpay when weather is colder than normal or underpay when 
weather is warmer than normal.  Decoupling also addresses load changes, including 
declining load attributable to energy efficiency.  Whether Rider VBA prompts the 
Companies to spend more on energy efficiency is immaterial.  The Companies’ forecast 
showed declining load on their systems.  Section 8-104 of the Act requires them to offer 
energy efficiency programs to meet ever-increasing load reductions through energy 
efficiency measures.  Decoupling will take the effects of efficiency into account together 
with other factors, notably weather, that affects load and promote distribution rate 
stability for customers and the Companies.   

For these reasons, the Commission approves Rider VBA on a permanent basis, 
as modified by the Companies and presented in their surrebuttal testimony. 

 The principal policy rationale for the adoption of revenue decoupling 
proffered by utilities has been to remove a utility’s disincentive to promote energy 
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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. The Companies have 
provided no evidence in this proceeding that suggests that their energy efficiency efforts 
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 beyond their 
agreement in the merger docket settlement to propose the Chicagoland Program in its 
next rate case – not Rider VBA. 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 no 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. 

 In 2008, when the Commission approved Rider VBA, the market price of 
natural gas was significantly higher than current market prices. 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.  The natural 
gas market landscape has changed dramatically since then.  

 Prior to 2008, natural gas prices averaged $6.25/Mcf.  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.  The evidence in this case suggests that due to increases 
in domestic gas supplies and natural gas reserves this trend will likely continue.  

 As natural gas prices fall so will the incentive for energy efficiency and the 
amount of base revenue associated with these efforts. That decrease in the commodity 
portion of customer bills likewise diminishes customer interest in conservation efforts as 
does Rider VBA, to the extent that a customer recognizes that reduced consumption will 
increase the likelihood of surcharges under Rider VBA.   

 GCI produced several estimates of lost volumetric revenue, none of which 
exceed 0.35 percent of 2009 base revenues. Although the Companies criticize these 
estimates as too low, in response to discovery requests to quantify their lost base 
revenue exposure, the Companies initially stated that the information was not available.  
In Rebuttal testimony, they offered a calculation of lost revenue exposure using 8.6% -- 
the level of energy savings required to be achieved in the year 2020 – to generate 
alternate calculations.  Nothing in the record contradicts the CGI assertion that for the 
test year the negative impact on base revenues due to conservation efforts is 
insignificant. 

 In short, the conditions we anticipated four years ago when this pilot 
program was initiated, regarding the price of natural gas and lost sales revenues have 
failed to materialize.  Commodity costs are substantially lower and mandated energy 
efficiency programs have thus far failed to significantly impact revenues. Utility costs 
and revenues continue to be dynamic and variable. Had the winters experienced in the 
service areas since the inception of the program been milder than projected, ratepayers 
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would have faced surcharges. That ratepayers received credits for exceeding the 
overall projected consumption estimate due to colder than predicted winters confirms 
that there is a potential consumer benefit to Rider VBA vis a vis the Straight Fixed 
Variable (“SFV”) rate design, assuming projected usage is accurately forecast.  
However, guaranteeing a specific revenue level from the Companies’ volumetric sales 
should be linked to the public policy goals of conservation and energy efficiency.  

The Commission is not convinced that there has been a sufficient showing that a 
permanent Rider VBA is justified in the absence of some concrete proposal from the 
Companies to tie revenue losses from the Companies’ energy efficiency programs to 
the Rider.  We direct the Companies and interested parties to use the workshop 
process before the Companies' next rate case to explore linking Rider VBA to that goal.  
In the interim this Commission directs that Rider VBA shall continue on a pilot basis.  
Subject to that limitation, the Commission approves the tariff changes as set forth in NS-
PGL Ex. 45.5 and NS-PGL Ex. 45.6 except for those which provide consideration for 
customer switching between S.C.2, S.C. 3, and S.C. 4. 

Alternative 1 [In the alternative, if the Commission does not adopt Rider VBA on a 
permanent basis, the Proposed Order on pages 158-160 should be revised as 
follows:] 

An appeal of the Commission’s approval of Rider VBA in our February 5, 2008 
Order in Docket 07-0241/ 07-242 is pending in the Second District Appellate Court, The 
Peoples Gas Light & and Coke Company v. Illinois Commerce Comm’n, People v. Ill. 
Commerce Comm'n., 2-10-0029. In light of this litigation, this Commission declines to 
rule on the challenge in this docket to the legality of Rider VBA currently at issue in that 
Appeal. 

The Commission approved Rider VBA, ("Volume Balancing Adjustment”), as a 
four-year pilot program in the 2007 rate case, applicable to S.C. Nos. 1 and 2.  In this 
case, the Utilities proposed to implement Rider VBA on a permanent basis.  In addition 
to making Rider VBA permanent, the Utilities proposed to change the mechanism to an 
annual, rather than a monthly, adjustment. 

The Commission agrees with Staff that Rider VBA has operated as the 
Commission intended.  The annual reconciliation proceedings have disclosed no issues 
with the operation of the rider.  The Commission also agrees with Staff and the 
Companies that Rider VBA stabilizes the Companies’ revenues and ensures that the 
S.C. Nos. 1 and 2 customers neither over- nor under-pay the approved revenue 
requirements.  However, the pending appeal creates uncertainty about the rider.  Rather 
than extend the pilot program or make the rider permanent in the face of the pending 
appeal, the Commission finds that it is reasonable to continue its rate design policy of 
increasing the recovery of fixed costs through fixed charges. 

The Companies offered a rate design alternative for their S.C. No. 1 if the 
Commission decided not to make the rider permanent.  Specifically, the Companies 
proposed and supported a true SFV rate design for S.C. No. 1.  By “true” SFV rate 
design, the Commission means recovery of 100% of fixed costs through fixed charges, 
which, for S.C. No. 1, means the customer charge.  This contrasts with the modified 
SFV that the Commission adopted as an alternative to decoupling for the Ameren gas 
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utilities and for Nicor Gas.  In re Central Illinois Light Co., Central Illinois Public Serv. 
Co. and Illinois Power Co., ICC Docket Nos. 07-0588, 07-0589 and 07-0590 (Cons.), at 
237 (Order, Sept. 24, 2008); In re Northern Illinois Gas Company d/b/a Nicor Gas 
Company, ICC Docket No. 08-0363, at 91 (Order March 25, 2009). 

The Commission agrees with the Companies that SFV with 100% fixed cost 
recovery in the customer charge is appropriate for S.C. No. 1 in place of a decoupling 
rider.  For S.C. No. 2, the appropriate alternative is to adopt the modified SFV that we 
approved for the Ameren gas utilities and Nicor Gas, namely recovery of 80% of fixed 
costs through fixed charges.  For these reasons, the Commission will not extend the 
Rider VBA pilot or make the rider permanent and will, as discussed below, change the 
rate designs for S.C. Nos. 1 and 2 to address greater fixed cost recovery through fixed 
charges.  

The Utilities proposed an annual adjustment to smooth out the monthly 
adjustments on customers’ bills and to streamline the filing process 

The principal policy rationale for the adoption of revenue decoupling proffered by 
utilities has been to remove a utility’s disincentive to promote 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. The Companies have provided no evidence in this 
proceeding that suggests that their energy efficiency efforts 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 beyond their agreement in the merger docket 
settlement to propose the Chicagoland Program in its next rate case – not Rider VBA. 
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 no 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. 

In 2008, when the Commission approved Rider VBA, the market price of natural 
gas was significantly higher than current market prices. 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.  The natural gas market 
landscape has changed dramatically since then.  

Prior to 2008, natural gas prices averaged $6.25/Mcf.  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.  The evidence in this case suggests that due to increases 
in domestic gas supplies and natural gas reserves this trend will likely continue.  

As natural gas prices fall so will the incentive for energy efficiency and the 
amount of base revenue associated with these efforts. That decrease in the commodity 
portion of customer bills likewise diminishes customer interest in conservation efforts as 
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does Rider VBA, to the extent that a customer recognizes that reduced consumption will 
increase the likelihood of surcharges under Rider VBA.   

GCI produced several estimates of lost volumetric revenue, none of which 
exceed 0.35 percent of 2009 base revenues. Although the Companies criticize these 
estimates as too low, in response to discovery requests to quantify their lost base 
revenue exposure, the Companies initially stated that the information was not available.  
In Rebuttal testimony, they offered a calculation of lost revenue exposure using 8.6% -- 
the level of energy savings required to be achieved in the year 2020 – to generate 
alternate calculations.  Nothing in the record contradicts the CGI assertion that for the 
test year the negative impact on base revenues due to conservation efforts is 
insignificant. 

In short, the conditions we anticipated four years ago when this pilot program 
was initiated, regarding the price of natural gas and lost sales revenues have failed to 
materialize.  Commodity costs are substantially lower and mandated energy efficiency 
programs have thus far failed to significantly impact revenues. Utility costs and 
revenues continue to be dynamic and variable. Had the winters experienced in the 
service areas since the inception of the program been milder than projected, ratepayers 
would have faced surcharges. That ratepayers received credits for exceeding the 
overall projected consumption estimate due to colder than predicted winters confirms 
that there is a potential consumer benefit to Rider VBA vis a vis the Straight Fixed 
Variable (“SFV”) rate design, assuming projected usage is accurately forecast.  
However, guaranteeing a specific revenue level from the Companies’ volumetric sales 
should be linked to the public policy goals of conservation and energy efficiency.  

The Commission is not convinced that there has been a sufficient showing that a 
permanent Rider VBA is justified in the absence of some concrete proposal from the 
Companies to tie revenue losses from the Companies’ energy efficiency programs to 
the Rider.  We direct the Companies and interested parties to use the workshop 
process before the Companies' next rate case to explore linking Rider VBA to that goal.  
In the interim this Commission directs that Rider VBA shall continue on a pilot basis.  
Subject to that limitation, the Commission approves the tariff changes as set forth in NS-
PGL Ex. 45.5 and NS-PGL Ex. 45.6 except for those which provide consideration for 
customer switching between S.C.2, S.C. 3, and S.C. 4 

 

C. Rider ICR 

In connection with the introduction of new riders to implement its storage 
unbundling program, Peoples Gas proposed to revise Rider ICR to add Riders FST-T, 
SBS and P-T to the definition of Excluded Revenues.  PGL Ex. 12.0 REV at 51. 

1. Commission Analysis and Conclusion 

TECHNICAL EXCEPTION NO. 3 

In the recent Madigan decision, supra, the First District Appellate Court 
determined that Rider ICR constituted illegal single issue rate making not adequately 
justified by any special circumstance.  However, the court has not yet remanded this 
matter to the Commission and the Commission and the Companies have filed Petitions 
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for Leave to Appeal with the Illinois Supreme Court.  Accordingly, the Commission finds 
that the Companies should make revisions to Rider ICR, as needed for consistency with 
the terms of this Order, and references in the Tariffs to Rider ICR should remain.  The 
Commission finds that this decision precludes us from considering the revision of Rider 
ICR or adding related Riders FST-T, SBS and P-T.  

As noted by the AG, to the extent that Rider ICR has been deemed unlawful, the 
issue as to whether the rider formula should account for ADIT has been rendered moot.   

IX. Cost of Service Study 

A. Embedded Cost of Service Study 

Both North Shore and Peoples Gas provided an embedded cost of service 
(“ECOSS”) study with their filings.  The ECOSS identify the revenues, costs and 
profitability for each class of service and are the partial basis for the Companies’ 
proposed rate design.   

Utilities witness Ms. Hoffman Malueg explained that the ECOSS preparation 
involves three fundamental steps:  (1) cost functionalization, which identifies and 
separates plant and expenses into categories such as production, storage, 
transmission, distribution and customer; (2) cost classification, which separates the 
functionalized plant and expenses into commodity, demand and customer; and (3) cost 
allocation, which allocates the functionalized and classified costs to the customer 
classes.  The most important theoretical principle underlying a cost of service study is 
that cost incurrence should follow historical embedded cost causation.  NS Ex. 13.0 at 
7-9; PGL Ex. 13.0 at 7-9. 

The Utilities stated that their ECOSS are comprehensive and theoretically sound.  
The ECOSS are a reasonable estimate of revenue requirements by customer class and 
support the rates that the Utilities’ rate design witness developed.  NS Ex.13.0 at 35; 
PGL Ex. 13.0 at 36.  Staff reviewed the Utilities’ ECOSS and concluded that each was 
an acceptable guidance tool for setting rates.  Staff Ex. 7.0 at 8; Staff Ex. 16.0 at 3. 

Neither Staff nor any party contested the sufficiency of the Utilities’ ECOSS to 
develop rates in this proceeding.  The Utilities’ ECOSS are complete, they 
systematically functionalize, classify and allocate costs, and they comport with the cost 
causation principles for preparing such studies that the Commission has approved in 
many other rate cases.   

The Commission finds that the Utilities’ ECOSS are sufficient and reasonable for 
developing rate designs in this proceeding. 

B. Contested Issues 

1. Classification of Uncollectible Accounts Expenses Account 
No. 904 

The Utilities classify Account No. 904 costs as customer-related.  NS Ex. 13.0 at 
8; PGL Ex. 13.0 at 8; NS-PGL 29.0 at 4.  The Utilities allocate Account No. 904 costs to 
the customer classes using the Bad Debt allocation methodology.  Ms. Hoffman Malueg 
explained that this methodology takes the average historical bad debt net write-offs per 
customer by customer class as of the 12 months ending June 30, 2010, and applies that 
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average to the customer counts by customer class for the future test year ending 
December 31, 2012.  NS Ex. 13.0 at 18; PGL Ex. 13.0 at 19; NS-PGL 29.0 at 4.  The 
classification and allocation methods are appropriately based on cost-causation.  
Moreover, the Commission approved these methods in the Utilities’ last rate cases.  
NS-PGL Ex. 29.0 at 2; Peoples 2009, p. 209. 

Utilities witness Ms. Hoffman Malueg explained that cost allocation and cost 
recovery are distinct issues, the former falling under the ECOSS and the latter being a 
rate design decision.  NS-PGL Ex. 29.0 at 8.  Ms. Hoffman Malueg stated that she 
found Mr. Rubin’s terminology confusing and unclear as to whether his concerns were 
related to the ECOSS or the rate design, although, in his rebuttal testimony, Mr. Rubin 
contends that his testimony was limited to rate design, and he made no changes to the 
ECOSSs.  GCI Ex. 8.0 at 11. 

a) Commission Analysis and Conclusion 

 The Commission concludes that Mr. Rubin’s testimony about Account No. 904 
costs is limited to the Utilities’ rate design decisions and the AG briefs do not raise 
issues about their classification in the ECOSS.  Rate design issues are discussed in 
Sec. X, infra.   

2. Classification of A&G Related to O&M 

The Utilities use “Total O&M, Not Including A&G” as the classification method for 
A&G related to O&M expense.  NS Ex. 13.0 at 19; PGL Ex. 13.0 at 20-21.  Utilities 
witness Ms. Hoffman Malueg testified that this classification method is appropriate 
based on cost-causation, is recommended by the American Gas Association (“AGA”) 
and the National Association of Regulatory Utility Commissioners (“NARUC”), and was 
uncontested in the Utilities’ 2009 rate cases.  NS-PGL Ex. 29.0 at 2, 9. 

Ms. Hoffman Malueg stated that GCI witness Mr. Rubin appears to suggest that 
Account No. 904 costs should be excluded from the classification method for A&G 
related to O&M expense.  GCI Ex. 3.0 at 15.  She stated that it was unclear if Mr. Rubin 
is addressing the ECOSS or rate design, as he contends that his testimony was limited 
to rate design, and he made no changes to the ECOSS.  GCI Ex. 8.0 at 11.  However, 
she explained that A&G related to O&M Expense consists of FERC Primary Account 
Nos. 920-923 and 927-931, which are for expenses such as salaries, office supplies 
expense, and miscellaneous general expense.  The Utilities incur these costs to 
administer their business.  Uncollectibles Expense is part of their day-to-day operations 
and should be included in these accounts’ classification method.  She cited AGA’s Gas 
Rate Fundamentals and NARUC’s Gas Distribution Rate Design Manual in support of 
the Utilities’ approach.  She stated that these references specifically exclude gas costs 
from the classification method, but neither recommends excluding Account No. 904.  
NS-PGL Ex. 29.0 at 10.  A classification method comprising all O&M accounts, 
excluding gas costs, is used because one singular activity, or O&M account, cannot be 
representative of the activities for which expenses are booked to the A&G accounts.  
The classification method encompasses all of the potential relations to activities thereby 
being the most representative of the activities for which expenses are booked to the 
A&G accounts.  NS-PGL Ex. 29.0 at 11-12. 
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(1) Commission Analysis and Conclusion 

 The Commission concludes that Mr. Rubin’s testimony about Account No. 904 
costs is limited to the Utilities’ rate design decisions and he has not raised issues about 
their classification in the ECOSS.  Rate design issues are discussed in Sec. X, infra.   

3. Classification of Fixed Costs 

a) Utilities 

The Utilities classify costs based on how they incur the costs.  The three 
classifications are:  commodity, demand, and customer.  Commodity classified costs are 
costs that vary with the gas sold to, or transported for, customers.  Demand classified 
costs are incurred to serve the system peak demand and do not directly vary with the 
number of customers and their usage; they vary with the quantity or size of plant and 
equipment required to service the system peak demand.  Customer classified costs are 
incurred to extend service and attach a customer to the distribution system, meter gas 
usage, and maintain the customers’ accounts.  Typically, customer classified costs are 
those types of costs that vary with the number and density of customers; they do not 
vary with customers’ consumption.  Once costs are classified, changes in the customer 
count would not be a reason to change the classification.  For example, meter costs are 
classified to customer.  If Peoples Gas’ number of customers increased from 818,000 to 
835,000, that would not affect whether the classification of meter costs to customer is 
still appropriate.  NS-PGL Ex. 29.4; NS-PGL Ex. 29.0 at 13-17.   

Ms. Hoffman Malueg stated that GCI witness Mr. Rubin incorrectly concluded 
that the Utilities “improperly identified essentially all of their costs as being ‘fixed’ in 
nature” (GCI Ex. 3.0 at 3).  While customer classified costs are sometimes referred to 
as “fixed costs,” that does not mean they are a utility’s only fixed costs.  Also, while 
demand classified costs are classified as such based on how the costs are incurred by 
the peak demands placed upon a Utilities’ systems, that does not mean they are not 
considered fixed costs.  Finally, Ms. Hoffman Malueg stated that, simply because 
demand classified costs are allocated to service classifications using a volumetric-
based allocation method, such as the Average & Peak demand allocation, does not 
mean the costs are not fixed in nature.  NS-PGL Ex. 29.0 at 14. 

Ms. Hoffman Malueg provided an example of demand classified costs, using 
Account 378: Measuring & Regulation Equipment, to illustrate the Utilities’ position.  
She stated that these costs are classified to demand in the ECOSSs, because they are 
incurred based on peak system demand requirements.  This Account is allocated to the 
service classifications using the Average & Peak demand allocation method, which is a 
volumetric-based allocation method, because each service classification’s allocated 
share of the costs is caused by its demands placed upon the system.  For example, 
S.C. No. 1 customers’ measuring and regulating equipment would most likely be 
smaller in size than the S.C. No. 4 customers’, because their demands are typically 
less than the S.C. No. 4 customers.  Therefore, an allocation method that takes into 
account each service classification’s demands is most appropriate.  Yet, the costs 
associated with the physical assets of Measuring and Regulating Equipment are fixed 
in nature.  Even though they have been sized to meet customers’ demands, once the 
assets are put in place, they are essentially a fixed asset of the Utilities.  Plus, once 
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these physical assets have been put in place, their costs do not change or vary from 
year to year based upon customer’s volumetric usage.  NS-PGL Ex. 29.0 at 14. 

b) Staff 

Staff witness Harden found both North Shore’s and Peoples Gas’ COS study to 
be an acceptable guidance tool for setting rates in these dockets. Staff Ex. 7.0, pp. 5, 8.  
Staff witness Harden further noted that the same methodologies were used in the 
Companies’ 2009 rate case, and the Commission approved their use.  Id. 

c) Commission Conclusion and Analysis 

The Commission finds that this issue is related to and more completely 
addressed in Section X C.2. infra.  

X. Rate Design 

A. Overview 

The Utilities’ proposed rate designs were intended to accomplish the following 
eight major objectives:  (1) recover the Utilities’ revenue requirements; (2) better align 
revenues with underlying costs; (3) send the proper price signals; (4) provide more 
equity between and within rate classes; (5) maintain rate design continuity; (6) reflect 
gradualism; (7) retain customers on the Utilities’ systems; and (8) effectively and fairly 
unbundle costs and charges for standby and storage services.  NS Ex. 12.0 REV at 7; 
PGL Ex. 12.0 REV at 7. 

B. General Rate Design 

1. Allocation of Rate Increase 

a) Utilities 

Coupled with the Utilities’ ECOSS, the Utilities stated that the descriptions of their 
rate design, including the supporting exhibits, are detailed and specific enough that it 
would be straightforward to derive rates from whatever revenue requirement the 
Commission approves.   

b) Commission Analysis and Conclusion 

The Commission finds that the Utilities’ ECOSS should be used, together with 
the modified rate design and revenue requirements we approve in this Order, to 
determine rates. 

2. Uniform Numbering of Service Classifications 

a) Utilities 

Staff witness Harden recommended that the Utilities analyze implementing 
uniform service classification numbering in future rate cases.  Staff Ex. 7.0 at 4.  The 
Utilities agreed to undertake this review.  NS-PGL Ex. 28.0 at 6. 

b) Staff 

As demonstrated in Staff witness Harden’s Table 1 from direct testimony, North 
Shore Gas and Peoples Gas, for the most part, have the same customer classes, but 
each Company has different service classification numbers (“S.C. Nos.”) to identify 
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customer classes. Staff Ex. 7.0, p. 3.  In Docket Nos. 09-0166 and 09-0167, Staff 
recommended that to limit confusion for customers with accounts in both service 
territories, and to simplify the ratemaking process, it would be beneficial for the 
Companies to adopt a uniform set of S.C. Nos.  In the Commission’s Final Order at p. 
211 of the Companies’ 2009 rate case, the Commission accepted the Companies’ 
proposal to assess their customer information systems to determine if they could 
implement uniform numbering of their service classifications.   

In direct testimony in this docket, Companies’ witness Valerie H. Grace stated 
that the Companies determined that changes would need to be made to their customer 
information systems for billing, bill printing and data management; their accounting 
system, sales and revenue forecasting models; and interfaces linking data between all 
of these systems. NS Ex. 12.0, p. 28 and PGL Ex. 12.0, p. 31. 

Companies’ witness Grace also provided information that indicated that if 
uniformity were established, that it may not be sustainable for both Companies on a 
going-forward basis due to future tariff changes.  The Companies’ have determined that 
the time and expense necessary to make this change cannot be justified and therefore, 
the Companies did not propose to change to a uniform set of S.C. Nos. NS Ex. 12.0, pp. 
28 - 29 and PGL Ex. 12.0, p. 31. 

Staff accepted the Companies’ review and findings that uniform numbering of the 
service classifications is not feasible at this time.  However, Staff continued to 
recommend that the Commission order the Companies to analyze implementing uniform 
numbers in future rate cases.  Ms. Harden noted that if changes or upgrades are made 
to the previously listed systems, this issue could be incorporated at the time of change, 
thereby limiting the time and expense of the change. Staff Ex. 7.0, pp. 4-5.   

In rebuttal testimony in this docket, Companies’ witness Grace indicated that the 
Companies would “agree to undertake this review.” NS-PGL Ex. 28.0, p. 6. Staff 
recommended that the Commission’s final order in this matter reflect the agreement on 
this issue by Companies’ witness Grace in her rebuttal testimony to undertake this 
review. 

c) Commission Analysis and Conclusion 

The Commission orders that the Utilities should analyze implementing uniform 
service classification numbering and, in their next rate cases, either implement uniform 
numbering or explain why it is not feasible. 

C. Service Classification Rate Design 

1. Uncontested Issues 

a) North Shore Service Classification No. 2  

North Shore proposed an increase to the monthly customer charges for sales 
and transportation customers to recover more fixed costs in the monthly customer 
charges while moving the distribution charges for all three meter classes closer to the 
results of the COS Studies.  NS Ex. 13.0, p. 18. 

Staff recommended that North Shore’s proposal to increase the customer 
charges for the sales and transportation customers to recover more fixed costs be 
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approved.  Staff testified that the Commission considers an increase in the fixed cost 
recovery through the fixed charge to be a benefit in the long run as stated in the 
Companies’ 2009 rate case., Order, January 21, 2010, pp. 217 – 218; Staff Ex. 7.0, p. 
15. 

North Shore proposed to decrease the first and second distribution blocks and 
increase the third block for the distribution charges for sales and transportation 
customers to better align revenues with underlying costs.  NS Ex. 12.0, pp. 9, 11.  

Staff recommended that North Shore’s proposal to change the distribution 
charges for the sales and transportation customers be approved.  Ms. Harden testified 
that the changes will move the distribution charges closer to the cost to provide the 
service.  Ms. Harden further noted that due to the uncertainty as to whether the 
Commission will adopt a permanent Rider VBA or switch to an SFV rate design in this 
docket, leaving the distribution charge structure unchanged is desirable at this time 
because of the possible bill impacts the Final Order’s decision on this issue could have 
on the distribution charges is unknown at this time. Staff Ex. 7.0, p. 16. 

(1) Commission Conclusion 

EXCEPTION NO. 17 

The Commission adopts Staff’s recommendation on this issue.  addresses the 
proposed increase in the customer charge and the decrease in the first two block 
charges (both of which are opposed by the AG) in Section X C 2. (6), infra. 

Alternative 1  [In the alternative, if the Commission does not adopt Rider VBA on 
a permanent basis, then the Proposed Order should be revised as follows:] 

 The Commission declines to make Rider VBA permanent and, instead, adopts a 
modified version of SFV rate design for S.C. No. 2.  Specifically, the Commission directs 
North Shore to design rates through which it recovers 80% of its fixed costs through 
fixed charges.  The Commission finds reasonable and approves North Shore’s definition 
of fixed costs, with which Staff concurred and consistent with its decisions in prior 
cases, namely that customer- and demand-classified costs are fixed.  addresses the 
proposed increase in the customer charge and the decrease in the first two block 
charges (both of which are opposed by the AG) in Section X C 2. (6), infra. 

b) North Shore Service Classification No. 3 

North Shore proposed to set the monthly customer charge at the cost to provide 
the service which will result in a reduction from the current rate in each of these service 
classifications.  North Shore proposed to increase the distribution charge and it 
proposed to eliminate the monthly standby service charge – per standby demand therm 
and recover the cost through a new charge under Rider SSC (Storage Service Charge). 
NS Ex. 12.0, p. 20. 

Staff witness Harden recommended that the Company’s proposal to set the 
monthly customer charge at the cost to provide the service for the Large Volume 
Demand Service customers be approved.  Staff explained that the Company’s proposal 
will maintain the monthly customer charges at the cost to provide service.  A cost-based 
rate will send the proper price signals to customers. Sending proper price signals is 
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especially important in a competitive environment, where customers can choose their 
commodity supplier. Staff Ex. 7.0, p. 17. 

Ms. Harden recommended that North Shore’s proposal to eliminate the standby 
service for the Large Volume Demand Service customers be approved if the 
Commission approves Rider SSC as recommended by Staff witness Sackett.  Staff 
witness Sackett recommended that the costs recovered in the standby service charge 
be instead recovered through Rider SSC.  If his recommendation is adopted, that would 
render the standby service charge moot. Staff Ex. 7.0, pp. 17 - 18. 

Staff witness Harden recommended North Shore’s proposed distribution charge 
for the Large Volume Demand Service customers be approved.  Ms. Harden testified 
that it is appropriate to set all components of this class at the rates that will recover the 
cost of providing service to the Large Volume Demand Service customers. Staff Ex. 7.0, 
p. 18. 

TECHNICAL EXCEPTION NO. 4 

(1) Commission Conclusion 

The Commission adopts Staff’s recommendations on this issue. 

Service classes using the Equal Percentage of Embedded Cost Method 
(“EPECM”) to balance the rates for S.C. No. 1 to move toward cost against the 
rates of S.C. No. 2 customers. PGL Ex. 12.0, p. 9. 

c. Peoples Gas Use of Equal Percentage 
    of Embedded Cost Method (“EPECM”) 

Peoples Gas used EPECM to proportionally allocate the Company’s proposed 
revenue requirement changes to the Small Residential and General Service classes.  
Peoples Gas has used EPECM in its last four rate cases, Docket Nos.  91-0586, 95-
0032, 07-0242 and 09-0167, and the Commission approved its use to set revenue 
requirements for these two customer classes.  PGL Ex. 12.0, p. 9.  Staff witness Harden 
testified that the EPECM provides a gradual increase toward the cost to provide service 
for the Small Residential class by balancing the increase with the General Service 
class. Staff Ex. 7.0, p. 7. 

Ms. Harden found the use of EPECM to be appropriate for Peoples Gas.  
Proportionally allocating the changes over the two classes helps to mitigate the bill 
impact on Small Residential customers. Staff Ex. 7.0, p. 7. 

(2) Commission Conclusion 

The Commission adopts Staff’s recommendations on this issuethese issues. 

c) Peoples Gas Service Classification No. 2 

Peoples Gas proposed an increase to the monthly customer charges for sales 
and transportation customers to recover more fixed costs in the monthly customer 
charges while moving the distribution charges for all three meter classes closer to the 
results of the COS Study. PGL Ex. 13.0, p. 20. 
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Staff witness Harden recommended that Peoples Gas’ proposal to increase the 
customer charges for the sales and transportation customers to recover more fixed 
costs be approved.  Ms. Harden testified that the Commission considers an increase in 
the fixed cost recovery through the fixed charge to be a benefit in the long run as stated 
in its Final Order of the Companies’ 2009 rate case., Order, January 21, 2010, pp. 217 – 
218; Staff Ex. 7.0, p. 15. 

Peoples Gas proposed to increase the first block and decrease the second and 
third blocks for the distribution charges for sales and transportation customers to better 
align revenues with underlying costs. PGL Ex. 12.0, pp. 11, 13. 

Staff witness Harden recommended that Peoples Gas’ proposal to change the 
distribution charges for the sales and transportation customers be approved.  Ms. 
Harden testified that the changes will move the distribution charges closer to the cost to 
provide the service.  She further stated that due to the uncertainty as to whether the 
Commission will adopt a permanent Rider VBA or switch to an SFV rate design in this 
docket, leaving the distribution charge structure unchanged is desirable at this time 
because of the possible bill impacts the Final Order’s decision on this issue could have 
on the distribution charges is unknown at this time. Staff Ex. 7.0, p. 16. 

(1) Commission Conclusion 

EXCEPTION NO. 18 

The Commission adopts Staff’s recommendation on this issue. addresses the 
proposed increase in the customer charge and the decrease in the first two block 
charges (both of which are opposed by the AG) in Section X C 2. (6), infra. 

Alternative 1  [In the alternative, if the Commission does not adopt Rider VBA on 
a permanent basis, then the Proposed Order should be revised as follows:] 

The Commission declines to make Rider VBA permanent and, instead, adopts a 
modified version of SFV rate design for S.C. No. 2.  Specifically, the Commission directs 
Peoples Gas to design rates through which it recovers 80% of its fixed costs through 
fixed charges.  The Commission finds reasonable and approves Peoples Gas’ definition 
of fixed costs, with which Staff concurred and consistent with its decisions in prior 
cases, namely that customer- and demand-classified costs are fixed.  addresses the 
proposed increase in the customer charge and the decrease in the first two block 
charges (both of which are opposed by the AG) in Section X C 2. (6), infra. 

 

d) Peoples Gas Service Classification No. 4 

Peoples Gas proposed to set the monthly customer charge at the cost to provide 
the service which will result in a reduction from the current rate in each of these service 
classifications.  The Company proposed to increase the distribution charge and they 
proposed to eliminate the monthly standby service charge – per standby demand therm 
and recover the cost through a new charge under Rider SSC (Storage Service Charge). 
PGL Ex. 12.0, p. 22. 



11-0280/11/0281 (cons.) 

184 
 

Staff witness Harden recommended that Peoples Gas’ proposal to set the 
monthly customer charge at the cost to provide the service for the Large Volume 
Demand Service customers be approved.  Ms. Harden explained that that the proposal 
will maintain the monthly customer charges at the cost to provide service.  A cost-based 
rate will send the proper price signals to customers. Sending proper price signals is 
especially important in a competitive environment, where customers can choose their 
commodity supplier. Staff Ex. 7.0, p. 17. 

Ms. Harden recommended that Peoples Gas’ proposal to eliminate the standby 
service for the Large Volume Demand Service customers be approved if the 
Commission approves Rider SSC as recommended by Staff witness Sackett.  Staff 
witness Sackett recommended that the costs now recovered in the standby service 
charge, instead be recovered from Rider SSC.  If his recommendation is adopted, that 
would render the standby service charge moot. Staff Ex. 7.0, pp. 17 - 18. 

Staff witness Harden recommended Peoples Gas’ proposed distribution charge 
for the Large Volume Demand Service customers be approved.  Staff noted that it is 
appropriate to set all components of this class at the rates that will recover the cost of 
providing service to the Large Volume Demand Service customers. Staff Ex. 7.0, p. 18. 

(1) Commission Conclusion 

The Commission adopts Staff’s recommendations on these issues. 

e) Peoples Gas Service Classification No. 8 

Peoples Gas proposed to increase the monthly customer charge by 2% and 
increase the distribution charge by 13% for S.C. No. 8.  The Company proposed to set 
this service classification at the cost to provide service as was done in the Companies’ 
2009 rate case. PGL Ex. 12.0, p. 23.  

Staff witness Harden recommended approval of Peoples Gas’ proposal to 
increase the monthly customer charge and the distribution charge for the Compressed 
Natural Gas Service. Ms. Harden explained that setting S.C. No. 8 at the cost to provide 
service is appropriate since it will recover the cost of providing service to the 
Compressed Natural Gas Service customers. Staff Ex. 7.0, p. 19. 

(1) Commission Conclusion 

The Commission adopts Staff’s recommendations on these issues. 

2. Contested Issues – North Shore and Peoples Gas 

a) Service Classification No. 1 

(1) Utilities 

The Utilities each proposed that its S.C. No. 1 monthly customer charges would 
increase and both blocks of the distribution charge would decrease.  NS Ex. 12.0 REV 
at 11; PGL Ex.12.0 REV at 12.  Peoples Gas proposed recovering 90% of its customer 
related costs, excluding gas cost related Account No. 904 costs and transportation 
administrative costs, through the customer charge.  For North Shore, it is 100%.  NS Ex. 
12.0 REV at 12; PGL Ex.12.0 REV at 14.   
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With proposed Rider UEA-GC, the customer charge would be the same for sales 
and transportation customers; absent Rider UEA-GC, the sales customer charge would 
be higher due to recovery of gas cost related Account No. 904 costs in the customer 
charge 

Ms. Grace stated that, in the interest of gradualism, Peoples Gas proposed 
setting the S.C. No. 1 customer charges below its embedded and allocated fixed costs.  
(Embedded costs arise from the ECOSS and allocated costs arise from applying the 
EPECM to embedded costs.)  North Shore proposed setting the charges at embedded 
costs.  (North Shore is proposing to set all its service classifications at cost, and, 
therefore, only embedded costs are relevant.)  NS Ex. 12.0 REV at 13; PGL Ex. 12.0 
REV at 15-16.  

Ms. Grace stated that, in the interest of rate design continuity, the Utilities each 
proposed to recover all non-storage related demand costs through volumetric 
distribution rates rather than a fixed charge such as the customer charge.  This results, 
for Peoples Gas, in only 62% of S.C. No. 1 fixed costs being recovered through fixed 
customer charges and, for North Shore, only 69%.  The Utilities each proposed to 
recover all storage related demand costs through proposed Rider SSC.  Ms. Grace 
stated that 7% (Peoples Gas) and about 2% (North Shore) of fixed costs would be 
recovered through the rider.  Thus, Ms. Grace stated that for Peoples Gas, about 31% 
of fixed costs would continue to be recovered through volumetric distribution charges 
and for North Shore the amount is 29%.  NS Ex. 12.0 REV at 13-14; PGL Ex. 12.0 REV 
at 16.  

The front block charge (0- 50 therms) of the declining block rate structure reflects 
about 65% of remaining customer, non-storage related demand and commodity costs, 
which is consistent with the percentage allocated in the 2009 rate case.  For North 
Shore, it is 67%.  The remainder of the S.C. No. 1 revenue requirement would be 
collected through an end block (over 50 therms) distribution charge. NS Ex. 12.0 REV at 
14, NS Ex. 12.1 at 5; PGL Ex. 12.0 REV at 16, PGL Ex. 12.1 at 5. 

Ms. Grace explained that increasing the percentage of fixed costs recovered 
through fixed charges is appropriate as a matter of cost causation and Commission 
policy.  In Docket No. 95-0032 the Commission urged Peoples Gas to increase the 
customer charge in future rate proceedings to move it closer to cost.  In the Utilities’ 
2007 rate case, the Commission found it appropriate that rates reflect a greater 
recovery of fixed costs in customer charges.  In a Union Electric rate case (Docket No. 
03-0009), the Commission endorsed the utility’s efforts to recover all of a utility’s fixed 
customer related costs of serving residential customers through the customer charge 
component of rates as well as a gradualism approach to doing so.  The Commission 
has allowed the Ameren gas utilities and Nicor to recover, for their residential and small 
commercial rate classes, 80% of their fixed costs through the customer charge.  Lastly, 
in the Utilities’ 2009 rate case, the Commission stated that:  “The Utilities are correct 
that the Commission has been increasing the proportion of fixed costs recovered 
through the customer charge in other proceedings.  [citations omitted].  The 
Commission notes that the Utilities’ proposal does not approach the level of fixed costs 
approved in those dockets.  Moreover, in the event that Rider VBA is not renewed, the 
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slight increase proposed by the Utilities here would be a benefit in the long run.”  
(Peoples 2009, Order at 218).  NS Ex. 12.0 REV at 15-16; PGL Ex. 12.0 REV at 17-18. 

If the Commission does not permanently approve Rider VBA, Ms. Grace stated 
that the S.C. No. 1 customer charges would be well below their embedded fixed cost.  
Grace Dir., NS Ex. 12.0 REV at 15; PGL Ex. 12.0 REV at 17.  With Rider VBA in place, 
increasing fixed cost recovery through fixed charges is sound rate design policy, but, if 
the Commission declines to make Rider VBA permanent, it is appropriate that SFV 
rates be adopted, i.e., recovery of 100% of fixed costs in the customer charge. 

Ms. Grace explained that the Utilities consider SFV rates the most appropriate 
rate design to best align revenue recovery with its mostly fixed costs.  An SFV rate 
would be equivalent to putting customers on a budget plan for the delivery service 
portion of their bill but without any need for a true-up.  Customers would pay a fixed 
monthly charge and the delivery portion of their bill would be unaffected by variations in 
weather or other conditions.  As a result, they would not over or under pay for the 
services that they receive.  Ms. Grace explained that an SFV rate would also lower the 
delivery charge portion of a customer’s bills during the winter period when gas usage 
and market commodity prices are typically at their highest.  The largest portion of a 
small residential customer’s bill, the cost of gas, would continue to send the proper 
signal that higher usage would result in a higher bill due to a greater consumption of 
gas, the price of which is largely affected by market forces.  NS Ex. 12.0 REV at 16-17; 
PGL Ex. 12.0 REV at 18-19. 

The Utilities’ proposed S.C. No. 1 rate design, including making Rider VBA 
permanent, should be approved. If the Commission does not make Rider VBA 
permanent, then SFV rates are appropriate. 

(2) Staff 

The Companies proposed an increase to the monthly customer charges for sales 
and transportation customers and a decrease to the distribution charges for each of the 
two blocks. NS Ex. 13.0, p. 11 and PGL Ex. 13.0, p. 12.  Companies’ witness Grace 
stated that the fixed cost recovery numbers for North Shore’s and Peoples Gas’ S.C. 
No. 1 are proposed to increase to 69% and 62%. NS-PGL Ex. 28.0, pp. 5 – 6. 

Staff witness Harden recommended that the Companies’ proposal to increase 
the customer charges for the sales and transportation customers to recover more fixed 
costs for the Companies be approved.  Ms. Harden stated that the Commission 
concluded in its Final Order in the Peoples 2009, that a slight increase proposed by the 
Companies will be a benefit in the long run. ICC Docket Nos. 09-0166/09-0167 (Cons.), 
Order, January 21, 2010, pp. 217 – 218.  Staff witness Harden concluded that the 
Companies’ proposal is consistent with the above ruling by the Commission. Staff Ex. 
7.0, pp. 10 - 11. 

Ms. Harden also recommended that the Companies’ proposal to decrease the 
disribution charges for the sales and transportation customers be approved.  Due to the 
uncertainty as to whether the Commission will adopt a permanent Rider VBA or an SFV 
rate design in this docket, a decision that will have an impact on the distribution charge, 
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leaving the distribution charge structure unchanged at this time is desirable. Staff Ex. 
7.0, pp. 11 - 12. 

(3) AG 

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 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 AG urges the Commission to 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.  

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 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 
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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: 

1) 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. 

2) 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. 

3) 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.  

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. 
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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 noted by GCI witness Scott Rubin, 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 $20,389,852 in the 2009 case to $17,689,000 in this case.  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.  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 
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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 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.  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.  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.  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.  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.   

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.” GCI Ex. 3.0 at 4,   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 



11-0280/11/0281 (cons.) 

191 
 

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 
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 renowned 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.   

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 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).  Id., p. 
397.  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.   

The Companies’ Rate Design Proposal Fails to Reflect the Wide Usage Diversity 
of the Residential Class. 
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The Companies’ proposal to recover demand-related costs on an equal amount 
per customer basis, through the customer charge, fails to acknowledge and reflect the 
tremendous 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, the AG noted.  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.  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.  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. 

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. 
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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 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-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 
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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.  

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. 

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.  Id., 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 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 
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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 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 09 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. 

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. 

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, the 
AG notes.  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, according to the AG.  GCI Ex. 8.0 at 9-10. 
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 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.  Thus, the AG notes, 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.  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, the AG 
explains, 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 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.   

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 another mistake that 
requires correction.  The Companies treat residential uncollectible expense as being 
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solely related to the number of customers, and include these costs in the customer 
charge, the AG notes. 

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 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, the AG notes that 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 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 
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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.  

(4) GCI 

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. 

(5) North Shore and Peoples Gas Response 

Ms. Grace also stated that Mr. Rubin’s use of his reallocated A&G and O&M for 
rate design purposes is flawed.  The reallocation ignores the Utilities’ storage 
unbundling proposals and does not consider nor explain how his proposed 
reallocations, which include storage and production expenses, would affect the 
unbundling proposals or service classifications other than S.C. No. 1.  Id. at 12-13. 
Finally, Ms. Grace notes that Mr. Rubin’s proposals do not consider the impact on other 
service classifications or recent Commission decisions. 

(6) Commission Analysis and Conclusion 

EXCEPTION NO. 19 

The Companies have suggested that we approve a rate structure which will raise 
the monthly customer charge from $19.50 per month to $28.21 for PGL customers and 
from $17.80 to $24.75 for NS customers while reducing the per therm distribution 
charges below demand costs and reducing the per therm charges on a declining block 
scale.  The net effect of the proposed rate structure would be to drastically increase bills 
for the lowest use customers while reducing charges for high use customers.  This 
proposal rewards customers whose gas consumption is high and penalizes those who 
use less or (in the case of non-heating customer) very little gas.  This is contrary to the 
principals of cost based ratemaking and inconsistent with the public policy goal of 
reducing energy consumption.  Furthermore, it undermines the effectiveness of the 
customer funded energy efficiency programs.  In this case it has been established that 
PGL’s non-heating customers, although 15% of its customer base (113,900 customers) 
use only 1.5% of the gas it delivers on an annual basis.  North Shore non-heating 
customers comprise 1.3% of its customer base and use 0.2% of the gas consumed.  
PGL’s non heating customers use an average of 96 therms a year while heating 
customers average more than ten times that amount.  The Companies propose that 
non-heating customers pay a customer charge 45% higher than the one they currently 
pay.  The proposed annual customer charge is more than 1,000% of the average 
annual commodity charge for the gas these customers use at current gas prices.  

We agree with the AG that the proposed rate structure is not fair and reasonable.  
The Companies own ECOSS demonstrates that demand related costs are a significant 
component of overall costs.  The study divides the functionalized plant and expenses 
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into three broad categories, based on how they are incurred:  1) customer-related, (2) 
demand (or capacity) related and (3) commodity-related costs.   

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.  The Companies have not convinced the Commission that 
is appropriate to recover demand related costs through the monthly customer charge. 

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.  However, 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, while charging higher-use customers only about one-third of the demand 
related costs that they impose on the system.   

The Companies’ ECOSS have organized their cost of service in categories that 
include costs that vary with customer demand.  The costs in this category are thus 
demand related and, to a lesser extent, commodity related.  Nevertheless, in the 
Commission's view, there can be no question that demand related costs are more 
similar to usage costs than they are to customer costs.  However, the Companies are 
not proposing to set rates to fairly recover demand related costs from the customers 
who cause them.  Instead, they propose to recover most of their demand-related costs 
on an equal amount per-customer basis through the customer charge.  As noted by GCI 
witness Scott Rubin, 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.    

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 not the case.  In Docket 07-241/07-
242 (Cons.) the Companies presented evidence that the cost of service for heating 
customers was twice as much as that for non-heating customers.  In that case the 
Companies advocated for a separate customer class for non-heating customers and 
argued that the recovery of fixed charges under a single rate would overburden small 
non-heating customers. PGL EX VG-1.0 REV at 11; NS Ex. VG 1.03 Rev at 9.  
Although, not adopted by the Commission in that case, the merits of this proposal have 
become more evident as the customer charge has escalated in subsequent rate cases. 

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 
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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, rather than through the fixed monthly customer 
charge.  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. 

The rate design proposed by the AG allows the Companies to recover their 
revenue requirement while correcting the proposed discriminatory and inequitable rate 
design.  Under the Companies proposal, the first block per therm charge for PGL 
customers would decline from $0.33372 to $0.28608 and from $0.26036 to $0.18089 for 
North Shore while substantially raising the customer charge. For the over 50 therm 
block, the charges would decline from $0.12360 to $0.10974 for PGL customers and 
from $0.07319 to $0.05120 for NS customers. As outlined above, the net result of this 
design is to reduce the impetus to conserve energy and to impose the highest 
percentage bill increases on the systems' lowest users.   

The AG urges the Commission to approve rates maintaining the existing 
customer charge while slightly raising first block gas charges to $0.35754 (PGL) and 
$0.26036 (NS) and second block charges to $0.23349 and $0.13444, respectively, 
subject to any adjustments necessary to reflect the revenue requirements for the 
Companies authorized in this Order.  The AG calculates that removing storage related 
costs to be collected under Rider SSC, its rate design would recover 80% of SC-1 costs 
for both Companies through the customer charge and the first block charge in a manner 
that the AG claims is consistent with the principal of allocating costs to cost causers. 

This design would keep the customer charge at its present level and increase the 
per therm charges somewhat above cost recovery enabling the Companies to collect 
the balance of the revenue requirement through usage related charges.  We find this 
rate design proposal to be fair and reasonable. We direct the Companies to adopt this 
rate design because it appropriately correlates usage and bill impacts consistent with 
public policy, conservation and energy efficiency.  

We note that the Companies propose to recover uncollectible expense from 
bundled customers on a per therm basis through Rider UEA-GC.  We find that the 
contrary practice of allocating residential SC-1 customers’ uncollectibles on a per 
customer basis has the effect of raising low use customers’ bills by a far larger 
percentage than for a high use customer.  In keeping with the rate design principals 
discussed above, we direct the Companies to allocate this expense among SC-1 
customers in proportion to their gas usage consistent with the method to be 
implemented with Rider UEA-GC.  

The Commission is approving the Companies’ proposal to make Rider VBA 
permanent, and, therefore, does not need to consider the Companies’ SFV proposal.  
The Companies have properly defined the costs on their systems that are “fixed.”  The 



11-0280/11/0281 (cons.) 

201 
 

Commission’s policy is that utilities should recover fixed costs through fixed charges, 
and we find that the Companies’ continued movement towards increasing the amount of 
fixed costs through the S.C. No. 1 customer charge is appropriate.  The AG’s proposals 
included errors that made them unreliable and the general approach is inconsistent with 
cost causation principles.  The AG’s S.C. No. 1 rate design objections are centered on 
its incorrect conclusion that the Companies proposed to recover most of their demand-
related costs on an equal amount per-customer basis through the customer charge.  In 
fact, the Companies proposed to recover all non-storage related demand costs through 
volumetric distribution rates and not a fixed charge (i.e., not through the customer 
charge).  The Commission found in the Companies’ last rate case, and finds again in 
this case, that demand costs (also known as capacity costs) are fixed costs and not 
volumetrically based.  As recommended by the Staff, the Commission approves the 
Companies’ proposed S.C. No. 1 rate designs. 

Alternative 1 [Same deletions as above but instead of above added text the 
following is added:] 

The Commission declines to make Rider VBA permanent and, instead, adopts 
the Companies’ proposed SFV rate design for S.C. No. 1.  Specifically, the Commission 
directs North Shore and Peoples Gas to design rates through which each recovers 
100% of its fixed costs through their customer charges.  The Commission finds 
reasonable and approves North Shore’s and Peoples Gas’ definition of fixed costs, with 
which Staff concurred and consistent with its decisions in prior cases, namely that 
customer- and demand-classified costs are fixed. 

EXCEPTION NO. 20 

As discussed earlier, non heating customers comprise 15% of PGL’s customer 
base but use on average one tenth of the average heating customer’s gas and 1.5% of 
the total gas used by PGL’s residential users.  NS’s non-heating customers, although a 
much smaller percentage of its customer base, also use a tiny fraction of the gas 
consumed by its heating customers.  The trend in the Companies last three rate cases 
has been to request substantial increases in the customer charge, which impacts low 
use customers far in excess of their cost of service or their contribution to demand 
costs. Therefore, in their next rate case, we direct the Companies present a proposal 
supported by their ECOSS for the bifurcation of the SC 1 class into heating and non-
heating classes to bring each group’s bills more into line with their respective costs of 
service. 

Alternative 1 [If the Commission requires the Utilities to propose an S.C. No. 1 
rate design that distinguishes between low use and high use customers, then the 
Proposed Order should be revised as follows] 

As discussed earlier, non heating customers comprise 15% of PGL’s customer 
base but use on average one tenth of the average heating customer’s gas and 1.5% of 
the total gas used by PGL’s residential users.  NS’s non-heating customers, although a 
much smaller percentage of its customer base, also use a tiny fraction of the gas 
consumed by its heating customers.  The trend in the Companies last three rate cases 
has been to request substantial increases in the customer charge, which impacts low 
use customers far in excess of their cost of service or their contribution to demand 
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costs. Therefore, I In their next rate cases, we direct the Companies to present a 
proposal supported by their ECOSS to distinguish between low use and high use S.C. 
No. 1 customers.  Such proposals may include, without limitation, a rate design 
including a demand charge or a bifurcation of the class into heating and non-heating 
customers or some other means of differentiating low and high use customers in the 
class. for the bifurcation of the SC 1 class into heating and non-heating classes to bring 
each group’s bills more into line with their respective costs of service. 

 

D. Tariffs – Other Non-Transportation Tariff Issues 

1. Uncontested Issues - North Shore and Peoples Gas 

a) Terms and Conditions of Service  

The Utilities proposed to move, but not change, the definition of Critical Days 
from Rider SST to the Terms and Conditions of Service.  The Utilities also proposed a 
new definition, Operational Flow Order (“OFO”) Day, that would be included in the 
Terms and Conditions of Service.  NS Ex. 12.0 REV at 27-28; PGL Ex. 12.0 REV at 30.  

Staff witness Harden reviewed the documentation that the Companies provided 
and found the support to be an acceptable basis for the proposed tariff changes to the 
charges listed above.  Ms. Harden recommended that the Commission approve all 
aspects of the Companies’ proposals to increase the Service Activation Charges and 
the Reconnection Charges. Staff Ex. 7.0, p. 37. 

The Commission approves as reasonable the definition of the term “OFO” and it 
finds that proposal to move certain terms from the transportation riders to the Terms 
and Conditions of Service is reasonable and approves those changes. 

b) Service Activation Charges 

The Utilities each proposed to increase its Service Activation Charges, which 
recover a portion of the costs for initiating gas service.  The charges apply to customers 
moving into or within the service territory.  The Utilities perform two types of service 
activations, a succession turn-on for which only a meter reading is taken, and a straight 
turn-on for which gas has to be turned on and appliances have to be relit.  The Utilities’ 
proposed charges would collect a greater percentage of, but not all, costs from 
customers causing their incurrence.  For Peoples Gas, the proposed charges are:  $18 
for a succession turn-on, $30 for a straight turn-on, and $10 charge for relighting each 
appliance over four.  For North Shore, the proposed charges are:  $20 for a succession 
turn-on, $42 for a straight turn-on, and $10 charge for relighting each appliance over 
four.  NS Ex. 12.0 REV at 21-22; NS Ex. 12.9; PGL Ex. 12.0 REV at 24-25; PGL 
Ex. 12.9.  Staff witness Ms. Harden recommended approval of the proposed charges.  
Staff Ex. 7.0 at 37. 

The Commission finds that the Utilities’ proposed charges appropriately recover 
a greater amount, although not all, of the costs associated with service activations.  The 
proposed charges and movement towards full cost recovery are appropriate and are 
approved. 

c) Service Reconnection Charges 
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The Utilities assess a Service Reconnection Charge to a customer whose gas 
has been turned off.  Each customer is granted a waiver of one reconnection charge 
each year, except when the customer voluntarily disconnects and then requests 
reconnection within twelve months or when service is disconnected at the main.  The 
Utilities analyzed the costs for:  basic reconnections that only require a meter turn-on, 
reconnections that require setting a new meter, and reconnections that involve 
excavating at the main.  The Utilities each proposed to increase each charge to collect a 
higher percentage of, but not all, the costs from the customers creating the costs.  North 
Shore and Peoples Gas each proposed:  $75 for a basic reconnection; $150 when the 
meter has to be reset; and $425 when service has to be reconnected at the main.  The 
charge for relighting each appliance over four would be increased from $5 to $10, as 
with the Service Activation Charge.  NS Ex. 12.0 REV at 22-23, NS Ex. 12.9; PGL 
Ex. 12.0 REV at 25-26, PGL Ex. 12.9.   

Staff witness Ms. Harden recommended approval of the proposed charges.  Staff 
Ex. 7.0 at 37. 

As with the service activation charges, the Commission finds that the Utilities’ 
proposed charges appropriately recover a greater amount, although not all, of the costs 
associated with service activations.  The proposed charges and movement towards full 
cost recovery are appropriate and are approved. 

d) Rider 2 

The Utilities proposed revising Rider 2 to add a new Storage Gas Charge, to 
recover gas cost related storage costs, applicable to certain transportation riders.  For 
Riders FST and FST-T, which remain bundled services, customers would continue to 
pay for gas charge related storage and standby service through the Standby Demand 
Charge, but without the application of a Diversity Factor.  NS Ex. 12.0 REV at 46-48; 
PGL Ex. 12.0 REV at 49-51.  The Utilities proposed to simplify certain language 
addressing gas that they buy and sell under the transportation riders.  NS Ex. 12.0 REV 
at 48; PGL Ex. 12.0 REV at 51. 

TECHNICAL EXCEPTION NO. 5 

The Commission finds that the proposed changes to Rider 2 may be required to 
address the are consistent with the Utilities’ unbundling tariffs approved in this Order 
proposals and also simplify the applicable tariff language.  The Commission approves 
the necessary changes to Rider 2. 

e) Rider 9 

The Utilities proposed to add language to Rider 9 to define the charges for 
unauthorized use of gas service in conjunction with their transportation proposals.  NS 
Ex. 12.0 REV at 48; PGL Ex. 12.0 REV at 51. 

TECHNICAL EXCEPTION NO. 6 

The Commission finds that the proposed changes to Rider 9 are consistent with 
the Utilities’ may be required to address the unbundling tariffs approved in this Order 
proposals.  The Commission approves the necessary changes to Rider 9. 
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E. Bill Impacts 

1. Utilities 

The Utilities prepared detailed bill impact analyses for all service classifications 
affected by their rate proposals, at various usage levels under present and proposed 
rates.  The Utilities’ proposed rate designs and resulting bill impacts are consistent with 
the objectives of continuity and gradualism.  NS Ex. 12.0 REV at 21; NS Ex. 12.8; PGL 
Ex. 12.0 REV at 23; PGL Ex. 12.8.   

2. Staff 

The Companies’ Schedule E-9 computed bill comparisons under the present 
rates and the rates as proposed by the Companies.  Comparisons were shown for sales 
customers who take service solely under one service classification and also for 
transportation customers that take service under one classification as well as under a 
rider, such as Rider CFY as was previously discussed in my testimony. Staff Ex. 7.0, p. 
21. 

North Shore’s Schedule E-9 showed a 38% increase for residential sales 
customers (30% for transportation customers) on a monthly bill for a customer with no 
usage.  However, a residential customer with an average usage of 1,000 therms of gas 
per month would have a decrease of (-1%) for both sales and transportation customers. 
Staff Ex. 7.0, pp. 21-22. 

Peoples Gas’ Schedule E-9 showed a 40% increase for residential sales 
customers (39% for transportation customers) on the monthly bill for a customer with no 
usage.  However, a residential sales customer with the average usage of 1,000 therms 
of gas per month would have an increase of 4% (3% for a transportation customer). 
Staff Ex. 7.0, p. 22. 

Staff witness Harden concluded that the bill impacts generally result in higher 
percentage increases for customers with little or no usage than customers with an 
average usage of 1,000 therms of gas.  The larger percentage increases for less usage 
reflect the Companies’ proposal to recover a greater portion of fixed costs through fixed 
charges. Staff Ex. 7.0, p. 23. 

3. AG 

The AG’s objections to the Companies’ bill impacts are articulated in its rate 
design proposal. (See Section X C. 2. A) 3 infra).  If implemented as proposed the new 
rates would result in a 45% increase in the customer charge for bundled sales 
residential customers and a 48% increase for PGL’s transportation costomers.  The AG 
contends that the rate impacts that result from the Companies’ proposed rate design are 
clearly discriminatory and inequitable.  

4. Commission Analysis and Conclusion 

EXCEPTION NO. 21 
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The Commission finds that the bill impacts of the revenue requirements it is 
adopting are reasonable.  As discussed in the Rate Design discussion above, the 
Commission finds that the bill impacts generated from Utilities proposed rate design are 
unfair and in conflict with the cost causation principles of good ratemaking.  The Utilities 
proposed increase in their customer charges is discriminatory towards non-heating 
customers.  We direct the Companies to maintain the customer charges at their present 
level consistent with our findings in Section X. C. 2 a) (5) of the Order 

XI. Transportation Issues 

A. Overview 

1. Utilities 

The Utilities state that they offer small volume and large volume transportation 
programs. North Shore’s and Peoples Gas’ programs are substantially identical.  The 
large volume program is Rider FST, Full Standby Transportation Service, and Rider 
SST, Selected Standby Transportation Service.  Alternative gas suppliers may pool 
customers under Rider P, Pooling Service.  The large volume transportation (“LVT”) 
program is available to North Shore’s S.C. Nos. 2 and 3 customers and Peoples Gas’ 
S.C. Nos. 2, 4 and 8 customers.  The small volume program is known as Choices For 
Yousm and offered under Rider CFY.  Alternative gas suppliers aggregate Rider CFY 
customers under Rider AGG, Aggregation Service.  The small volume transportation 
(“SVT”) program is available to North Shore’s S.C. Nos. 1 and 2 customers and Peoples 
Gas’ S.C. Nos. 1, 2 and 8 customers.  NS Ex. 15.0 at 3; PGL Ex. 15.0 at 3. 

The Utilities explain that for the LVT program, the Commission, in the Peoples 
2009, order, concluded that: 

The Commission agrees that it is reasonable for the Utilities to 
work with Staff and all other interested stakeholders to develop 
reasonable proposals for unbundling storage service.  The 
Commission finds that the Utilities should file any agreed upon 
proposals in their next rate cases.  To the extent Staff, participating 
stakeholders and the Utilities do not reach agreement, the Utilities 
should address this matter in those rate cases. 

“Unbundling,” as used by the Commission in this context, refers to Rider SST, 
which currently links all or part of the storage service a customer receives to the 
customer’s selection of standby service.  Peoples 2009, p. 235.  The Commission, for 
the SVT program, directed the Utilities to participate in workshops to address specified 
aspects, notably including “Allocation of and Access to Company-owned Assets,” of that 
program.  Id. at 253.  

In response to the Peoples 2009,  Order, the Utilities witness Mr. Connery stated 
that the Utilities conducted two primary analyses modeling the capabilities of their 
assets -- one modeling the daily injection and withdrawal rights and another modeling 
the month-end storage inventory target levels.  NS Ex. 14.0 at 6; PGL Ex. 14.0 at 6.  
Based on those analyses and adjustments made during the workshop process, the 
Utilities filed changes to the SVT program that took effect in March 2011.  NS Ex. 14.0 
at 5, 13; PGL Ex. 14.0 at 5, 12-13.  Mr. Connery stated that these analyses provided the 
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framework for addressing the Commission’s directive that the Utilities develop proposals 
to unbundle the LVT program storage service.  The unbundling proposal consists of:  
the replacement of Rider SST with a stand-alone storage service, called Rider SBS, 
Storage Banking Service; the elimination of standby service from Rider SBS; the 
inclusion of monthly and daily operating parameters governing the use of Rider SBS 
storage; and to the extent applicable, the inclusion of storage operating parameters in 
Rider FST, which remains a bundled service.  NS Ex. 14.0 at 2-3; PGL Ex. 14.0 at 2-3. 

2. IIEC/CNEG 

IIEC/CNEG represent a broad spectrum of commercial and industrial 
Transportation customers.  They are concerned about the proposals of PGL/NS to offer 
unbundled storage service and to make numerous changes and modifications to its LVT 
Programs in association with those proposals.  IIEC/CNEG opine that the PGL/NS 
Proposal for unbundled storage service, if adopted as presented, would result in a 
service with little value and little usefulness to large volume Transportation customers. 
They consider that the harmful modifications to LVT service warrant rejection of the 
whole unbundling proposal unless the Commission accepts just the unbundling of 
storage while rejecting the operationally unnecessary modifications to the LVT 
programs. 

IIEC/CNEG says that PGL/NS provide two distinct types of service. A commodity 
service to those customers who purchase their gas from PGL/NS and they provide a 
delivery service to all customers, including Transportation customers. PGL/NS rates 
contain a component charge to recover the cost of purchased gas from those customers 
taking commodity service, and a component charge to recover the cost of storing and 
delivering gas (including transportation gas). The first charge is recovered through an 
automatic rider known as the Purchased Gas Adjustment Clause (“PGA”). The second 
component charge is called the Base Rate. It is the Base Rate which is the subject of 
this proceeding. 

IIEC/CNEG opine that a transportation customer is a customer that purchases its 
own gas from a producer or marketer and then arranges for delivery of that gas to 
PGL/NS. The customer then purchases delivery services (at the Base Rate) from 
PGL/NS to move gas from the PGL/NS delivery points to the customer’s facility.   

According to IIEC/CNEG, customers who desire PGL/NS to purchase gas supply 
for them and to deliver that supply to them, receive a “bundled service.” Such customers 
are traditionally referred to as “Sales Customers.” Transportation customers, on the 
other hand, require only delivery service from PGL/NS, although they also receive 
storage service from PGL/NS.   

IIEC/CNEG reason that all customers, Sales and Transportation, use the 
PGL/NS transmission and distribution system to take physical delivery of their gas. 
Therefore, both groups of customers should have equal access to the PGL/NS systems, 
including PGL/NS storage facilities. 

IIEC/CNEG point out that currently large Transportation customers take service 
under Rider FST, Full Standby Transportation Service, and Rider SST, Selected 
Standby Transportation Service. Customers taking service under Rider FST receive 
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100% backup from the Companies if their supplier does not deliver gas supplies. 
Customers taking service under Rider SST are permitted to choose a level of backup 
service and the Companies provide gas supplies only up to each customer’s selected 
standby level if the customer’s gas supplier does not deliver gas supplies. 
(IIEC/CNEGG Gorman, Jt. Ex.1.0 at 3:49-55). Storage capacity provided under Rider 
FST and Rider SST is referred to as the Allowable Bank (“AB”). That capacity is 
provided to customers on a “bank day basis”. The total bank days are determined by 
dividing the total storage capacity for each Company by the Design Peak Day. Under 
Rider SST the bank days available to customers are reduced as less backup is selected 
by the customer. Rider SST customers selecting zero backup receive a storage bank of 
zero. Thus, currently storage service is bundled together with the PGL/NS standby 
service provided under Rider FST and Rider SST. PGL/NS propose to unbundle 
storage service from standby service for Rider SST.   

Finally, IIEC/CNEG state that when large Transportation customers obtain 
service from a producer or marketer, often the producer or marketer will group many 
large Transportation customers together in order to obtain economic benefits or 
increases operational efficiencies. This is often referred to as pooling. 

Summary PGL/NS Proposal and IIEC/CNEGG Recommendations 

IIEC/CNEG argue that PGL/NS proposed a stand-alone storage banking service 
(Rider SBS) which would allow customers to elect the amount of storage capacity from 
one day to the maximum number of days available. In other words it unbundles storage 
service from standby service. PGL/NS propose to provide unbundled service through 
Rider SBS, Storage Balancing Service, and to modify Riders FST and Rider P, Pooling 
Service, to reflect their unbundling proposals. In addition, they propose to implement a 
new Rider SSC, Storage Service Charge, to recover the cost of service from 
Transportation customers. (CNEGG Kawczynski, Ex. 1.0 at 7:139-141). The unbundled 
storage service would include minimum and maximum monthly storage inventory 
targets for all 12 months of the year, with monthly cash-outs of customers who fail to 
meet those targets. The unbundled storage proposal includes daily injection and 
withdrawal limits that have distinctions for Critical Days and Operational Flow Order 
“(OFO)” days, plus daily cash-outs, for customers whose injections and withdrawals fall 
outside those limits. The unbundled storage proposal includes daily tolerances around 
the daily injection and withdrawal ranges. Under the proposal, the current “no notice” 
standby service (Rider SST) would be eliminated because storage assets used to 
support that service would be assigned to the unbundled storage service (Rider SBS).  
(Connery, PGL Ex. 14.0 at 18-17:394-396; NS Ex. 14.0 at 18:391-393). 

IIEC/CNEG support the provision of an appropriate unbundled storage service 
and given such a service, would support the elimination of the current no-notice standby 
service provided under Rider SST. However, they say the manner in which PGL/NS 
propose to implement storage unbundling, is flawed and includes provisions that are not 
necessary for the unbundling of storage service and renders such service not only 
valueless to Transportation customers, but harmful to them.   

Specifically, IIEC/CNEG oppose the PGL/NS proposals for 24 monthly storage 
inventory targets (12 minimum targets + 12 maximum targets) and the associated 
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monthly cash-outs; the imposition of daily injection and withdrawal limits and the 
associated cash-outs; and the proposed tolerance bans on non-critical days. In addition, 
they are concerned about the diminution of super pooling for assessing compliance with 
any monthly inventory target.  IIEC/CNEG do not oppose the existing single minimum 
storage target for the month of November only that has been in place since 2008, to 
which super pooling applies across both Rider SST and Rider FST. However, if the 
Commission approves the additional monthly storage inventory targets, they do object 
to the Companies’ proposal to change their current super pooling practice and instead 
restrict super pooling across the large volume Transportation service Riders SBS and 
FST.   

IIEC/CNEG make the following recommendations to the Commission: 

First, that Rider SBS, as proposed by the Company, be rejected. 

Second, that PGL/NS be directed to provide unbundled storage service without 
daily injection and withdrawal limits unless the Companies’ declare a Critical Day. On a 
Critical Day, restrictions on the injection and withdrawal of gas from storage equal to 
2.6% of the customer’s AB on the PGL system and 2.7% of the customer’s AB on the 
NS system would be appropriate. 

Third, the maximum and minimum monthly storage inventory targets and 
associated cash-outs should be rejected. Withdrawals should be limited on a monthly 
basis during the winter months to one-third of the customer’s AB. There should be no 
monthly injection limits.  If a Transportation customer violates the monthly withdrawal 
limit, there should be a 5% tolerance band and within that tolerance band, all violations 
of the withdrawal limit would be cashed out at the average monthly index price. Excess 
withdrawals outside the 5% tolerance band would be priced at 110% of the average 
monthly index price.   

 Fourth, the PGL/NS proposal for declaration of an OFO restriction should be 
rejected. 

Fifth, the Commission should accept the IIEC/CNEG proposed modification for 
the provision of unbundled storage. Should the Commission reject the IIEC/CNEG 
proposed modifications, the Commission should then consider and approve Staff 
proposed modifications as outlined in the testimony of David Sackett. (ICC Staff Sackett 
Ex. 18.0 at 3:40-53).1  

IIEC/CNEG maintains that if the Commission rejects IIEC/CNEG and Staff 
proposals, then the Commission should reject proposed Rider SBS and maintain 
current Rider SST and the associated bundled storage service. 

3. IGS 

Interstate Gas Supply of Illinois (“IGS”) argues that evidence in the record firmly 
establishes that the Companies’ proposed administrative charges create subsidies 
favoring sales customers at the expense of transportation customers, particularly 
Choices For You (small volume) transportation customers.  (See, e.g., IGS Initial Brief 
at 10-16.)  IGS expert witness Mr. Parisi pointed out the fundamental disconnect 
between the two types of administrative fees charged to Choices For You customers 
and Choices For You-eligible sales customers: on one hand, costs caused only by sales 
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customers are recovered through the generally applicable administrative fee.  (See, 
e.g., IGS Initial Brief at 12-13.)  On the other hand, IGS explains that even though all 
eligible customers benefit from the existence of the Choices For You program because 
they could switch at any time, only Choices For You customers pay for Choices For You 
administrative fees.  (See, e.g., IGS Initial Brief at 10, 16-17.)   

IGS concludes that this inconsistency leads to Choices For You customers 
subsidizing sales customers, which is both inconsistent with the Commission’s policy 
favoring competition and the Commission’s policy of assigning costs to cost causers.  
(See IGS Initial Brief at 16-17.)  IGS argues that the best way to correctly resolve that 
improper subsidy is (for now, at least) to charge all generally applicable administrative 
fees and all Choices For You administrative fees in the same way that generally 
applicable administrative fees are charged -- namely, to all eligible customers.  (See, 
e.g., IGS Initial Brief at 17-22.)  IGS explains that this would be the simplest and most 
straightforward solution, especially given the lack of record evidence provided by the 
Companies regarding cost causation for both types of administrative fees.  (See Id.)    
IGS also explains that this approach would be consistent with the Commission’s Order 
in the 2008 Nicor Rate Case.  (See Id.) 

However, if the Commission rejects this proposal, IGS asks in the alternative for 
the Commission to require the Companies to undertake a thorough cost-causation 
analysis of both types of administrative fees to access the cost causation information 
that the Companies did not provide in response to IGS Data Requests.  (See, e.g., IGS 
Initial Brief at 22-24.) 

Finally, IGS notes that regardless of the approach the Commission takes, it 
should modify how LVT customers are charged as well to be consistent with how 
Choices For You customers are charged to avoid any unintentional subsidies or 
inequities.  (See IGS Initial Brief at 11.) 

B. Uncontested Issues 

1. Allowable Bank (AB) Calculation 

Each of the Utilities would determine available bank days by dividing its total 
storage capacity by its design peak day (“DPD”).  They would not distinguish “base rate” 
days and “gas charge” days of bank.  NS Ex. 12.0 REV at 41; NS Ex. 12.13; PGL 
Ex. 12.0 REV at 44; PGL Ex. 12.13.   

The Commission approves each of the Utilities’ use of its DPD to determine the 
amount of storage capacity (Allowable Bank) available to customers. 

2. Rider CFY 

Rider CFY customers currently pay for base rate storage costs through bundled 
storage costs in their service classifications.  Under the unbundling proposal, they would 
pay for those costs through the Storage Banking Charge under proposed Rider SSC.  
They would pay for gas charge related storage costs through the Storage Gas Charge 
under Rider 2.  The hub credit gas charge, which is a credit against the ABGC for 
Peoples Gas customers, will be billed as a separate line item.  NS Ex. 12.0 REV at 40; 
PGL Ex. 12.0 REV at 42-43. 
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The Commission approves the Utilities’ proposed modifications to Rider CFY as 
reasonable to accommodate the LVT unbundling and new Rider SSC. 

3. Rider AGG (except Aggregation Charge) 

Currently, the Utilities file a report for the number of days of bank for Rider AGG 
suppliers.  The Utilities proposed to eliminate this report and, in coordination with a 
comparable LVT report, have the bank filing occur on April 1, to be effective May 1.  NS 
Ex. 12.0 REV at 40-41; PGL Ex. 12.0 REV at 43. 

The Commission approves the Utilities’ proposed modifications to Rider AGG as 
reasonable to accommodate the Rider CFY changes and to simplify the number of 
filings. 

4. Rider SBO  

Rider SBO, Supplier Bill Option Service, allows SVT suppliers to issue their own 
bills to customers for their services and the Utilities’ delivery service.  The suppliers 
receive a credit.  The Utilities proposed to increase the credit from $0.35 to $0.46 per 
bill per month.  NS Ex. 12.0 REV at 25; NS Ex. 12.11; PGL Ex. 12.0 REV at 27; PGL 
Ex. 12.11. 

The Commission approves the proposed increase in the Rider SBO credit.  It is 
supported by a cost study and is uncontested. 

C. Administrative Charges 

1. Utilities 

Utilities witness Mr. McKendry explained that the Utilities have a Gas 
Transportation Services (“GTS”) department.  The department’s purpose is managing 
gas transportation-related contracts, nominations, billing and support work related to 
customers, their accounts and gas metering equipment.  It also provides certain 
services, billing, and support to alternative gas suppliers participating in the SVT and 
LVT programs.  NS Ex. 15.0 at 4; PGL Ex. 15.0 at 4.  As the Utilities’ tariffs show, they 
apply administrative charges to the contract and pool level accounts to recover the 
costs of activities that GTS performs.  NS Ex. 12.1 at 48; PGL Ex. 12.1 at 49.  Proposed 
Rider SBS would likewise have an Administrative Charge assessed per account.  NS 
Ex. 12.1 at 96; PGL Ex. 12.1 at 97.  An alternative gas supplier may have a pool 
comprised of as many as 300 customer accounts under Rider P and an unlimited 
amount under Rider AGG.  That supplier pays a Pooling Charge (Rider P) or an 
Aggregation Charge (Rider AGG), consisting of a monthly charge plus a charge for 
each account in the pool.  NS Ex. 12.1 at 71, 82; PGL Ex. 12.1 at 70, 82.  NS Ex. 15.0 
at 4; PGL Ex. 15.0 at 4.  Rider CFY customers must be in pools, and all GTS 
administrative costs associated with the SVT program are assessed to suppliers and 
not customers.  NS Ex. 12.1 at 77-78, 82; PGL Ex. 12.1 at 76-78.   

As in prior rate proceedings, Mr. McKendry stated that the per account charges 
are based on a cost study.  NS Ex. 15.0 at 2; PGL Ex. 15.0 at 2.  That study identifies 
the three significant categories of costs (GTS labor, GTS other (i.e., non-labor), and IT 
(Information Technology)).  The costs in those categories are allocated to Rider FST 
(not pooled), Rider SST/SBS (not pooled), Rider P, and Rider AGG.  Additionally, the 



11-0280/11/0281 (cons.) 

211 
 

study includes credits for LVT program imbalance trade charges, SVT billing service 
(called the “LDC Billing Option”), and the “per pool” administrative charge.  (The Utilities 
explained that the supplier pays an administrative charge that is a fixed amount per 
month per pool ($200) plus a per account charge.  The purpose of the cost study is to 
develop the per account charges, so the fixed pool charge is backed out through a 
credit.)  Importantly, Mr. McKendry stated that the study includes only costs that directly 
support the transportation programs.  Thus, for any planned activity by GTS that is not 
transportation-related work, the study removes those costs.  As examples, these 
activities would include work for customer accounts that are not currently active on one 
of the transportation programs.  Most often this would occur when a transportation 
customer has additional accounts that are not on a transportation program or when GTS 
performs complex billing transactions, such as special metering and instruments or 
special billing, for non-transportation customers.  NS Ex. 15.0 at 5; NS Ex. 15.1; PGL 
Ex. 15.0 at 5; PGL Ex. 15.1.  Also addressing the fact that some GTS work does not 
support transportation services, the cost study assumes 15 GTS employees (McKendry 
Tr. 09/01/11 at 673) even though the department has 17 employees (NS Ex. 15.0 at 3; 
PGL Ex. 15.0 at 3). 

Utilities witness McKendry stated that Staff witness Sackett’s proposed 
downward adjustments based on what he considered over-budgeting (Staff Ex. 9.0 at 7) 
should be rejected.  Mr. McKendry stated that the budget used to develop the test year 
costs is based upon the best available information at the time regarding future 
enrollment and GTS and IT costs required in support of the programs.  The Utilities 
argue that if historical budgets exceeded actual costs in the three years that Mr. Sackett 
reviewed, this does not mean the budget process is flawed.  Many variables, especially 
unanticipated events, affect actual costs.  For example, Mr. McKendry explained that, in 
two of the three years that Mr. Sackett reviewed (2008 and 2009), the Utilities were in 
the midst of merger-related activity.  While the budget included two additional positions 
for GTS, a hiring freeze occurred and those two positions were never filled.  In 2008, 
three employees retired and one more moved into another position within the company.  
Later, GTS replaced a few of those experienced employees with newer employees.  
The Utilities continue that changes in the level of program participation is another 
external variable for which GTS attempts to plan.  Supplier marketing efforts, a factor 
outside the Utilities’ control, also affect enrollment.  NS-PGL Ex. 31.0 at 3.  Also, Mr. 
McKendry stated that the proposed administration charges, except for Peoples Gas’ 
Rider P per account charge, are lower than the current charges.  In fact, the test year 
forecast is significantly (8%) lower than the actual 2010 costs.  NS-PGL Ex. 31.0 at 3; 
NS-PGL Ex. 31.1. 

The Utilities note that Mr. McKendry testified that Mr. Sackett’s approach of 
reducing the test year budget by calculating a factor by which cost categories in prior 
years’ budgets exceeded actual costs (Staff Ex. 9.0 at 7-8; Staff Ex. 18.0 at 4-5) 
assumes that unexpected events that caused costs to be lower than forecast would 
occur again.  For example, to the extent an unplanned and unexpected merger-related 
reduction in projected and actual employee count caused past actual results to differ 
from the past budgets, applying a factor to reduce the 2012 budget because of the 
impact of that past event, in effect, assumes a reduction in employee count that is not 
projected to occur.  NS-PGL Ex. 47.0 at 3.  Mr. Sackett has not identified specific flaws 



11-0280/11/0281 (cons.) 

212 
 

with the current budget (e.g., he presented no evidence that the GTS employee 
complement is over-stated or that events such as a merger were expected to affect the 
GTS budget).  Instead, Mr. McKendry explained, his recommended reduction is based 
on applying a factor derived from recent years’ data, which, given the specific sorts of 
events identified by the Utilities as affecting those years’ data (notably the merger), is 
not a reasonable approach.   

2. Staff 

See Section XI.D.1, infra.   

3. Commission Analysis and Conclusion 

The decision of the Commission is found in Section XI.D.1, infra.   

D. Large Volume Transportation Program 

1. Administrative Charges 

a) Utilities 

The Utilities note that Staff witness Mr. Sackett recommended a reduction in the 
forecast costs underlying the administrative charges applicable to the LVT and SVT 
programs.  This recommendation is addressed in Section XI.C, supra. 

b) Staff 

Staff recommends that the Commission adjust test year expenses recovered in 
transportation tariffs downward by the amount proposed by Staff witness Sackett to 
reflect the Companies overly high projections of transportation expenses as evidenced 
by the Companies’ consistent over budgeting of costs associated with transportation 
customers in each of the past three years.   

Staff explains that the Companies’ witness Mr. McKendry presented an exhibit 
that allocated the administrative charges to transportation customers and suppliers 
under the various transportation riders. PGL and NS Exs. 15.1.  The Companies further 
provided the GTS budget for the future test year upon which these charges are based. 
Staff Ex. 9.0, Attachment A; Companies responses to Staff DRs DAS 5.03, Atts. 1 and 
2.  Additionally, the Companies provided the budgeted and actual costs for the years 
2008-2010. Staff Ex. 9.0, Attachment B: Companies responses to Staff DRs DAS 5.04, 
Att. 1.  This evidence, according to Staff, shows that the Companies have over-
budgeted in each of the past three years by an average of 19% including amounts from 
the Companies future test year used in the Companies’ last rate case, 2010. 

Staff witness Sackett proposed to reduce the budgeted amounts in PGL-NS Ex. 
15.1 to reflect observed over-budgeting.  He calculated a specific factor for each type of 
cost reflected in the budget.  For labor with overhead the GTS expenses have been 
17% under budget during 2008-2010.  For non-labor with overhead the GTS expenses 
have been 67% under budget during 2008-2010.  For IT with overhead, the GTS 
expenses have been 21% under budget during 2009-2010. Staff Ex. 9.0, pp. 7-8.  

Staff claims that this evidence demonstrates that Companies have historically 
over-budgeted the inputs that make up the administrative charges for transportation 
suppliers.  Mr. Sackett concluded that it is reasonably likely that the reductions that he 
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proposed will prevent these suppliers from being over-charged as they have been since 
the last rate case.  The Companies argue that the reason the costs are under budget is 
due to unanticipated events, NS-PGL Ex. 31.0, p. 3, however the net effect of these 
unanticipated events is that, in each area, in each year, the budgeted amount was high.  
Staff reasons that the Companies provided no evidence that historical costs have ever 
been above the budgets. 

There is disagreement between Staff and the Companies about what the correct 
test year administrative charges ought to be.  Staff’s position is that the ratepayers 
should pay for what administrative costs the company is likely to incur.  The Companies 
believe that the test year should include any and all budgeted amounts.  Staff Witness 
Sackett has calculated the percentage that these budget areas have been over for the 
last two years and applied these historical percentages for each budget area. Staff Ex. 
18.0, p. 5 

Staff surmises that because the Companies have historically had costs that have 
been under what they have budgeted, it is not reasonable to make ratepayers pay for 
the full amount of these forecasted expenses.  Therefore, according to Staff, the 
Commission should order that the test year expenses be reduced by the amount 
proposed by Mr. Sackett. 

c) IGS 

IGS presented evidence that the Companies’ proposed generally applicable 
administrative charges included numerous costs attributable to sales customers only or 
that the Companies cannot show that Choices For You customers cause.  (See IGS 
Initial Brief at 12-14.)  Compounding the problem, according to IGS, is the fact that 
similar costs caused by Choices For You customers are recovered only from Choices 
For You customers through the Choices For You administrative fee.  (See IGS Initial 
Brief at 11.)  IGS noted three examples in particular that it explored in the cross 
examination of Companies’ witness Mr. McKendry, juxtaposing the collection of those 
costs with how similar costs supporting Choices For You customers are proposed to be 
recovered: 

• Call center.  IGS established that if a sales customer has a question 
related to the PGA, the customer’s call goes through the call center that takes “general 
calls,” whose costs are recovered through generally applicable administrative fees; 
however, Choices For You questions are routed to the Gas Transportation Department, 
whose costs are recovered through the Choices For You administrative fee.  (See IGS 
Initial Brief at 12.) 

• Bill generation.  IGS noted that while commodity-related billing costs are 
recovered through base rates, costs for Choices For You billing are recovered through 
the Choices For You administrative fee.  (See IGS Initial Brief at 12.) 

• Bill reconciliation.  IGS pointed out that costs incurred to reconcile 
commodity-related bills are recovered through base rates, while costs for reconciling 
Choices For You bills are recovered through the Choices For You administrative fees.  
(See Tr. 678:5-21; see also IGS Cross Ex. 11.) 
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IGS explained that these examples demonstrate a stark inequity: although sales-
specific charges are recovered through base rates (i.e. administrative fees to all 
customers, including Choices For You customers), Choices For You-specific costs are 
borne only by Choices For You customers.  (See IGS Initial Brief at 12.)  The Choices 
For You customers do not receive any credit associated with the components of sales-
specific services recovered through base rates.  As a result, the Choices For You 
customers are improperly billed twice for certain services (once through generally 
applicable administrative fees and then again through the Choices For You 
administrative fee).  (See Id. At 12-13.) 

In addition to the topics explored with Companies’ witness Mr. McKendry, IGS 
also presented evidence about additional costs that should be attributed to sales 
customers in whole or in larger part: 

• Over ten additional functions described in IGS Cross Exhibit 11.  Although 
IGS acknowledges that it did not go through each potentially overlapping or similar 
function with Companies’ witness Mr. McKendry, IGS notes that the Companies did not 
provide specific evidence disputing that, for the listed functions, the Companies 
recovered sales-related charges from all customers and similar Choices For You-related 
costs only from Choices For You customers.  (See, e.g., IGS Initial Brief at 13; IGS 
Cross Ex. 11.) 

• Non-commodity uncollectable charges.  IGS notes that, due to market 
rules -- most notably the payment priority rules and the lack of a Purchase of 
Receivables program -- alternative retail gas suppliers cannot afford to take on 
customers who are credit risks or retain customers that are not paying in full, because 
the Companies must be fully compensated for non-commodity charges before the 
alternative supplier sees the first dollar of current billing.  (See IGS Initial Brief at 13-14.)  
IGS further noted that because the Companies did not calculate a non-commodity 
uncollectable rate for sales customers and Choices For You customers, the Companies 
cannot establish that Choices For You customers -- in spite of the realities of the market 
-- contribute equally to non-commodity uncollectables as sales customers.  (See Id.) 

IGS points out that no party -- IGS, the Companies, or the Commission -- can 
know based on the current record precisely how much Choices For You customers are 
overcharged due to this inequity, because the Companies failed to produce any 
information about the costs associated with the functions that IGS highlighted.  (See 
IGS Initial Brief at 15.)  Thus, IGS explains that although the competitive market and the 
Commission’s policy favoring competition would be best served by assigning costs to 
causers, there is only sufficient evidence in the record for the Commission to order the 
Companies to undertake a detailed analysis of cost causation.  (See Id. at 14-16.)  IGS 
notes that there simply is not enough evidence in the record to properly establish a 
credit for Choices For You customers.  (See Id. at 14.)  As a result, IGS proposes that 
the Commission mitigate the inequity in the near term by charging Choices For You 
administrative fees the same way the Companies charge generally applicable 
administrative fees, so Choices For You customers will no longer both pay for some of 
sales customers’ costs and all of their own.  (See Id. at 15.)   

d) Commission Analysis and Conclusion 
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The Commission finds that the evidence presented by the Utilites supports Staff’s 
contention that they have overbudgeted costs associated with transportation customers 
in each of the past three years including amounts from the Companies’ future test year 
used in the Companies’ last rate case.  Staff maintains that ratepayers should pay for 
what administrative costs the company is likely to incur while the Utilities find that the 
test year should include the budgeted amounts.  We agree with Staff that it is not 
reasonable to make ratepayers pay for the full amount of these forecasted expenses.  
The test year expenses recovered in transportation tariffs will be adjusted downward by 
the amount proposed by Staff witness Sackett.   

The Commission’s decision regarding IGS’ arguments is found in Section XI.E.1, 
infra.   

2. Transportation Storage – Issues 

a) Utilities 

The Utilities note that the Commission in its Peoples 2009 order directed “the 
Utilities to work with Staff and all other interested stakeholders to develop reasonable 
proposals for unbundling storage service.”  The Utilities proposed Rider SBS to meet 
this directive and allow LVT customers to select the amount of storage service they wish 
to receive.  The Utilities stated that the analysis that supported this rider prompted 
changes to Rider FST and corresponding changes to Rider P, the pooling service 
applicable to these riders.  Proposed Rider SSC is the cost recovery mechanism that 
ensures that customers pay only for the storage that they receive.  The Utilities 
proposed to implement these changes on August 1, 2012, thus allowing the Utilities, 
customers and suppliers a transition period to prepare for the new programs; 
accordingly, the Utilities have also proposed transition riders for existing services to 
provide a bridge to the new services.  Utilities witness Mr. Connery stated that the 
Utilities’ proposals fairly allocate available storage-related assets to all customers who 
use those assets, namely sales customers, SVT customers and their suppliers, and LVT 
customers and their suppliers.  Mr. Connery stated that the proposals accomplish the 
unbundling sought by the Commission and align the LVT programs with the changes to 
the SVT programs that the Commission required.  By unbundling storage service, the 
Commission meant proposals to allow Rider SST customers to receive storage service 
not tied to standby service.  Peoples 2009, p. 235.  Ms. Grace explained that, currently, 
all or part of the storage capacity, AB, that a Rider SST customer receives may be 
based on its election of standby service.  Rider SST customers, served under the 
Utilities’ S.C. No. 2 and Peoples Gas’ S.C. No. 8 (where storage costs are currently 
bundled in rates for both rate classes), receive the full amount of base rate storage bank 
even if they choose zero standby service.  If an S.C. No. 2 customer or Peoples Gas 
S.C. No. 8 customer takes Rider SST service, that customer’s selection of standby 
service will provide for additional storage capacity in the form of gas charge days.  The 
storage capacity that an S.C. No. 3 (North Shore) or 4 (Peoples Gas) receives is wholly 
determined by the amount of standby service the customer selects.  NS-PGL Ex. 28.0 
at 16; also see NS 12.1 at 55; PGL Ex. 12.1 at 56.  Mr. Connery stated that standby 
service allows an LVT customer to buy gas from the Utilities up to an amount that the 
customer selects.  If the customer’s own gas deliveries, including what it may take from 
storage, are insufficient to meet its requirements, it would buy the difference from the 
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Utilities up to its standby rights.  The customer does not nominate the amount of 
standby gas it wants to buy; the purchase happens automatically as an after-the-fact 
part of the order of deliveries to the customer.  In other words, it is a “no-notice” service.  
NS Ex. 14.0 at 21; PGL Ex. 14.0 at 21. 

 Mr. Connery explained that, in response to the Commission’s requirement that 
they change the allocation of and access to storage rights for the SVT program, the 
Utilities analyzed their gas supply-related assets that support storage services.  He said 
that the SVT changes and, more importantly, the analyses underlying those changes, 
provided much of the framework for the proposed changes to the LVT programs.  Many 
of the SVT storage-related terms and conditions translate directly to the large volume 
program.  NS Ex. 14.0 at 7; PGL Ex. 14.0 at 7.  This is because the storage asset pool 
for the LVT program is, like that for the SVT program, the aggregation of all the Utilities’ 
storage-related assets.  The model developing access to and the equitable allocation of 
storage applies to all customer classes, including the LVT customers.  NS Ex. 14.0 at 
22; PGL Ex. 14.0 at 21-22. 

From this analysis, the Utilities developed an unbundling proposal that includes:  
(1) a stand-alone storage service (Rider SBS) under which customers select the amount 
of storage capacity that they wish; (2) monthly inventory targets (minimum and 
maximum) for all months with monthly cashouts to the extent a customer falls outside 
the ranges; (3) daily injection and withdrawal limits, with appropriate distinctions for 
Critical Days and OFO Days, with daily cashouts to the extent a customer falls outside 
the ranges; (4) a daily tolerance around the daily ranges as part of the transition to the 
new service; and (5) elimination of the no-notice standby service because it requires the 
storage assets that are fully allocated to the storage service.  NS Ex. 14.0 at 18-19; 
PGL Ex. 14.0 at 18.   

Mr. Connery stated that Rider SBS, like Rider SST, would be a daily 
measurement service.  Customers would continue to be able to transfer their contracts 
to a supplier to manage in a pool, and the pool supplier would be able to aggregate 
many contracts’ ABs to take advantage of possible diversity within the pool to stay 
within monthly and daily requirements.  Existing nomination flexibility and AB trading 
rights remain intact.  NS Ex. 14.0 at 19; PGL Ex. 14.0 at 18-19. 

While the Utilities derived the Rider SBS terms and conditions from their analysis 
of underlying assets, Mr. Connery stated that those terms and conditions are 
substantially more generous than the tariff and operational limitations of those assets.  
NS Ex. 14.4; PGL Ex. 14.4.   

 The Utilities state that their thorough analysis for their SVT program and how 
they applied it to the LVT program is addressed at length in Utilities witness Mr. 
Connery’s direct testimony and exhibits.  In summary, each of the Utilities reviewed its 
purchased storage, company-owned storage (Peoples Gas only), transportation, and 
peaking (e.g., liquid propane (“LP”) gasification for North Shore and Liquefied Natural 
Gas gasification (“LNG”) for Peoples Gas) assets to determine which are storage-
related.  The Utilities determined that all purchased storage services (and, for Peoples 
Gas, its company-owned field, Manlove Field), all peaking assets, and some storage-
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related transportation assets (i.e., transportation capacity needed to deliver gas to 
storage for injections or deliver storage withdrawals to the citygate) are storage-related.  
Each of the Utilities used its Design Peak Day Supply portfolio (“DPDS”) as a guide for 
this analysis (see NS Ex. 14.1; PGL Ex. 14.1) to ensure that all parties receive a fair 
allocation of storage deliverability on a peak day and that all of the storage attributes 
and capabilities (e.g., capacity, daily balancing and peaking) are fairly allocated based 
on a peak day allocation methodology.  The DPDS is the collection of resources 
available on a DPD to serve customers.  NS Ex. 14.0 at 7-8; PGL Ex. 14.0 at 7-8.    

 Mr. Connery stated that the analysis included all storage assets and considered 
them in the aggregate.  The Utilities maintain that this is appropriate even though each 
storage asset has unique operating capabilities and requirements, generally including 
daily injection and withdrawal capabilities, peaking capability, and operating guidelines 
and tariff parameters that must be followed.  The Utilities use the storage assets in 
aggregate to meet daily balancing needs and varying seasonal peak sendout 
expectations.  Mr. Connery stated that the storage assets’ ability to complement each 
other in meeting system demands is influenced by dispatch order.  For example, 
Peoples Gas’ Manlove Field delivers significant early winter peaking capability and the 
pipeline storage assets provide coverage of the late winter peaking needs, as the 
Manlove Field peaking capability diminishes.  On a daily basis, the Utilities reserve 
some no-notice pipeline storage balancing capabilities to accommodate changes to 
sendout and transportation program deliveries subsequent to pipeline nomination 
deadlines.  Extreme intraday changes and larger changes that occur over weekends 
and holidays are addressed with variations to the Manlove Field dispatch plans.  (North 
Shore does not own a storage field.  However, it purchases a storage service from 
Peoples Gas that is supported by Peoples Gas’ Manlove Field and the operational 
features of that field affect North Shore’s service.  NS Ex. 14.0 at 9.)  The timing of the 
dispatch of the set-aside asset capabilities is critical in determining the daily storage 
injection and withdrawal rights available to the transportation programs.  Similarly, Mr. 
Connery stated that the peaking capability of Manlove Field, LNG (Peoples Gas), and 
the LP facility (North Shore) is designed to meet a very limited number of extreme 
sendout days and is not available to meet normal daily swing needs.  As such, the daily 
swing and peaking capabilities of the individual elements of the storage portfolios 
cannot simply be tallied up to determine an appropriate level of daily injection and 
withdrawal rights available to the transportation programs.  Rather, those rights need to 
be determined considering how the specific contribution and dispatch timing of the 
storage assets function in aggregate to meet system demands.  NS Ex. 14.0 at 8-10; 
PGL Ex. 14.0 at 8-10. 

Mr. Connery stated that the parameters, such as month-end storage inventory 
target levels and daily injection and withdrawal rates, developed from this analysis, 
which supported the SVT program changes that are already in effect, apply directly to 
the LVT program.  NS Ex. 14.0 at 22; PGL Ex. 14.0 at 22.   

Mr. Connery stated that the daily delivery ranges developed for the SVT program 
do not have a Rider SST parallel because that concept applies to non-daily read 
customers.  Rider SST customers must have a daily demand measurement device, and 
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Rider SBS customers would likewise have such a device.  However, using the daily 
injection and withdrawal rate schedule from the SVT program represents an equitable 
allocation of access to storage for Rider SBS.  NS Ex. 14.0 at 22-23; PGL Ex. 14.0 at 
22-23.  To ease the transition to the new daily rights and obligations, the Utilities 
proposed a Daily Balancing Tolerance band about the daily injection and withdrawal 
rights to provide additional storage injection and withdrawal flexibility under Rider SBS.  
NS Ex. 14.0 at 26-27; NS Ex. 14.6; PGL Ex. 14.0 at 25-27; PGL Ex. 14.6. 

Rider SBS would not include a standby service.  Mr. Connery explained that the 
assets needed to support this service are fully allocated and available to the unbundled 
storage service.  NS Ex. 14.0 at 25; PGL Ex. 14.0 at 24-25. 

The Utilities state that the principal criticisms of their proposals are that the 
Utilities have not demonstrated a need (e.g., compromised system integrity or economic 
harm to sales customers) to change the LVT programs beyond simply making storage 
available without a link to standby service.  The fundamental flaw with those criticisms is 
that Staff and intervenors would perpetuate inter-class subsidies resulting from all 
classes of customers (sales, SVT and LVT) relying on the same storage assets but 
receiving different access rights.    

In response to Staff witness Mr. Sackett, Mr. Connery stated that the Utilities did 
not try to quantify whether “net” economic harm occurs to sales customers.  However, 
the Utilities oppose a rate design concept premised on net activity by one group of 
customers (LVT customers in this case) over some undefined period potentially being 
neutral or beneficial to other groups of customers (in this case, sales customers).  
Specifically, they oppose the transportation customers having the latitude to operate 
with wide discretion (altering or not altering deliveries for any reason(s)), to which the 
sales customers’ purchases are altered to compensate, potentially economically 
harming the sales customers, and for which they may be compensated by some 
potential future opportunity -- again provided at the transportation customers’ discretion 
-- and to which such opportunity the sales customers are to react.  NS-PGL Ex. 46.0 at 
4. 

Moreover, in response to Mr. Gorman, the Utilities stated that under the current 
tariff parameters the sales customers’ purchases are modified extensively to manage 
day over day changes in sendout.  For example, in aggregate for the period January 
2008 to March 2011, the large and small volume transportation programs’ deliveries did 
not vary in anticipation of usage variations.  After using storage swing availability, very 
large adjustments to the purchases for sales customers were required.  The Utilities 
showed, graphically and statistically, the large fluctuations in sales purchases 
necessary to meet sendout and the unresponsiveness of the transportation program 
deliveries to that sendout.  The ability of the transportation customers to not vary 
deliveries with sendout results from the current LVT tariffs’ ineffectiveness in limiting 
transportation program use of sales customer’s equitable share of daily injection and 
withdrawal rights.  NS-PGL Ex. 46.0 at 11-13.  Forcing sales customers to bear the 
burden of day-to-day balancing when transportation customers have the latitude to 
choose to not respond to sendout changes is unfair to sales customers.  It is particularly 
inappropriate since many transporters’ load patterns are comparable to sales 
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customers’, i.e., they use gas at a similar load factor and ought to use storage similarly.  
NS-PGL Ex. 30.0 at 8. 

Mr. Connery explained that, based on a request received during the LVT 
collaborative process, the Utilities expanded the width of the month-end ranges (i.e., the 
difference between the high and low balance targets).  The Utilities based the range 
expansion on updated model parameters and diversity considerations.  NS Ex. 14.0 at 
23; NS Ex. 14.5; PGL Ex. 14.0 at 23; PGL Ex. 14.5.  In addition, in response to CNE 
witness Mr. Kawczynski’s testimony, the Utilities agreed to offer “super pooling” for the 
monthly target levels, to be implemented twelve months after the Commission issues its 
final Order in this proceeding.  Mr. McKendry explained that super pooling is the 
aggregation of a supplier’s contracts for purposes of determining if certain tariff 
requirements are met.  NS-PGL Ex. 31.0 at 6.  The Utilities proposed that this super 
pooling would be similar to the service in place for the current November end of month 
storage balance requirement.  Each supplier participating in pooling service would have 
a super pool for Riders FST and SBS and separate super pools for Peoples Gas and 
North Shore.  NS-PGL Ex. 47.0 at 4. 

The Utilities explained that the proposals allow for 100% cycling of storage; at the 
other extreme, the proposal imposes no cycling requirement for North Shore and only 
32% cycling for Peoples Gas.  In other words, there are months when a transportation 
customer may have a storage balance at 0% of capacity and other months when the 
balance may be 100% of capacity; at no time can the Utilities have aggregate storage 
balances at those extremes, i.e., the proposed rights exceed the capabilities of the 
underlying assets.  NS-PGL Ex. 30.0 at 12, 15.  The Utilities argue that this fully meets 
IIEC/CNE witness Mr. Gorman’s stated benefit of storage providing a physical hedge.  
IIEC/CNE Ex. 1.0 at 12.  As another example, on a peak day, a transportation customer 
can meet a substantial portion of its usage (75% of its MDQ for Peoples Gas and 64% 
of its MDQ for North Shore) from storage.  NS-PGL Ex. 30.0 at 11.  This flexibility 
contrasts sharply with Mr. Gorman’s comment that storage has “virtually no value” 
under the Utilities proposal.  IIEC/CNE Ex. 1.0 at 17. 

In response to Staff and intervenors, the Utilities agreed to use an average daily 
price (i.e., the Midpoint) as the basis of the daily cashout charge rather than the 
proposed Daily Index Common High and Daily Index Common Low.  NS-PGL Ex. 46.0 
at 10-11. 

b) Staff 

Process of Change 

Staff explains that in the previous North Shore and Peoples Gas rate cases, 
Peoples 2009, it proposed the unbundling of standby service under Rider SST from the 
storage rights.  The Companies indicated that they were willing to work out the details of 
this process through a workshop. Peoples 2009, Order January 21, 2009, p. 235. 

In the Final Order of that case, the Commission required “the Utilities to work with 
Staff and all other interested stakeholders to develop reasonable proposals for 
unbundling storage service” and to “file any agreed upon proposals in their next rate 
cases.”  Peoples 2009, Order January 21, 2011, p. 235. 
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In order to develop an unbundled storage service, the Companies entered into a 
process that included consultation with Staff and other interested parties.  As part of 
their recommendations in this case, the Companies have included the only proposal 
which received universal support at the workshop, the recommendation to unbundle the 
Rider SST bank from standby service. Staff Ex. 9.0, p. 10. 

Staff notes that the Companies have made five additional proposals in this case: 
(1) a stand-alone storage banking service under which customers select the amount of 
storage capacity, (2) monthly inventory targets with monthly cashouts, (3) daily injection 
and withdrawal limits with daily cashouts, (4) daily tolerance around the daily ranges 
and (5) eliminate the no-notice standby service. PGL Ex. 14.0, p. 18, NS Ex. 14.0, pp. 
18-19. These proposals go far beyond the unbundling of Rider SST’s standby service. 
Staff Ex. 9.0, p. 10. 

Staff states that after receiving stiff opposition in the 2007 rate case from Staff 
and intervenors, the Companies dropped most of their proposed restrictions in 
surrebuttal. Docket Nos. 07-0241 / 07-0242 (Cons.) North Shore/Peoples Gas Ex. TEZ-
3.0 REV, p. 8.  The Companies now have taken the Commission’s directive to 
unbundle, which Staff believes was intended to expand flexibility for LVT customers, as 
an opportunity to make massive changes to their LVT programs that are even more 
restrictive than what was proposed in the 2007 case. Staff Ex. 9.0, p. 16. 

Staff witness Sackett testified in support of the unbundling and the elimination of 
standby proposals.  However, he soundly rejected the additional daily and monthly 
restrictions. Staff Ex. 9.0, pp. 10-11.  All transportation intervenors in this case have 
likewise rejected these restrictions.  IIEC/CNEG Joint Ex. 1.0 and CNE-Gas Ex. 1.0. 

According to Staff, Rider SST is a functional LVT Service with the flaw of having 
the storage access and standby linked.  Breaking that link should not require that the 
service be altered. Mr. Sackett testified that “All other things being equal, the practical 
result of this directive [to unbundle storage services from standby service] would have 
been to increase flexibility for transportation customers by retaining the full flexibility 
currently in the Rider SST tariff and giving those customers an option to select the size 
of the bank independent of the level of standby.” Staff Ex. 9.0, p. 11.  However, the 
Companies’ proposal gives a small amount of increased flexibility in the amount of 
annual storage capacity on the one hand and takes away both daily and monthly 
flexibility on the other.   

Staff continues that Rider SBS is essentially Rider SST with the standby service 
removed.  Therefore, there are many SST characteristics that are retained in the new 
rider, such as daily measured services, pools, nomination flexibility and Allowable Bank 
trading. PGL Ex. 14.0, p. 18, NS Ex. 14.0, p. 19.  Rider SBS has a new subscription 
process that will enable customers to elect a level of bank capacity. PGL Ex. 14.0, p. 
20, NS Ex. 14.0, p. 20.  In addition to this necessary process, the Companies have also 
proposed daily injection and withdrawal parameters and monthly inventory targets.  
Staff witness Sackett proposed that the Commission remove these new parameters to 
make Rider SBS similar to Rider SST. Staff Ex. 9.0, pp. 11-12.  The only parameter that 
should be changed is the Critical Day (“CD”) withdrawal amount. Staff Ex. 9.0, p. 25. 
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The Companies agreed to work with Staff to unbundle storage from standby but 
in the process they have attempted to start from scratch with the operational parameters 
that they could not justify changing under SST.  Staff suggests that the 2009 Final Order 
does not permit the Companies to reinvent the wheel in this respect. 

SVT Differences 

Staff witness Sackett notes that SVT programs differ significantly from the LVT 
programs currently in place for each Local Distribution Company (“LDC”), Nicor Gas, 
Peoples Gas and North Shore.  There are two basic differences in the customers for 
each type of program and these diverse characteristics mean that the parameters of the 
two types of programs should be different.  The result is that the LVT programs have 
traditionally had much more flexibility in the use of storage than the SVT programs at 
each LDC. Staff Ex. 9.0, p. 17. 

Mr. Sackett testified that the two significant differences are metering and load 
characteristics.  The SVT programs were designed for customers lacking daily demand 
meters and thus the daily usage of SVT customers must be estimated.  This is in 
contrast to LVT customers whose daily usage is mostly known because most have a 
daily demand meter.  Staff Ex. 9.0, p. 17. 

Additionally, while the individual transportation customers vary in size and load 
characteristics, the typical SVT customer is a residential customer with a relatively small 
load, low load factor, and peak usage that typically coincides with the system peak.  By 
contrast the typical LVT customer is a commercial or industrial customer with a 
relatively large load, a higher load factor and a peak usage that is usually much less tied 
to the system peak because it is often a process-driven load.  Because system peak is 
one of the primary drivers for storage, LVT and SVT customers use storage differently. 
Staff Ex. 9.0, p. 17-18. 

Staff argues that the Companies seek to place a model that resulted in more 
flexible SVT parameters onto the LVT service with disastrous results.  This is 
unprecedented and runs directly counter to the Commission’s established approach to 
transportation.  While the Companies pattern their SVT tariff after Nicor’s SVT program, 
their proposed LVT tariff looks nothing like Nicor Gas’ program. 

LVT Restriction Attempts 

Staff contends that Peoples Gas and North Shore proposals to significantly 
reduce the flexibility in both LVT services are not the first attempts by LDCs to do so.  
Each previous attempt was rejected in part by the Commission. 

According to Staff, the first attempt was by Nicor Gas in its 2004 rate case 
(Docket No. 04-0779) to implement a single fall target injection target and a spring 
withdrawal target in its LVT program. Staff Ex. 9.0, p. 18.  In that case, the Commission 
approved a single fall target injection target but rejected a spring withdrawal target. 
Order, September 20, 2005, Docket No. 04-0779 at 146.  

In another attempt, Peoples Gas and North Shore proposed significant 
reductions in storage flexibility in their 2007 rate cases. Peoples 2007.  When Peoples 
Gas and North Shore made some of the same proposals as Nicor Gas in their 2007 rate 
case, the Commission referred back to the Nicor Gas’ 2004 rate case as a guideline on 
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the appropriate balance between transportation customers and sales customers.  The 
Order below is instructive in this case, 

In Nicor we approved a fall injection target but not a spring 
withdrawal target. The Commission concluded that the 
former was a valid operational requirement that would not 
unduly burden transportation customers, but the latter was 
not. Nicor, Docket No. 04-0779, Order at 146. We are not 
persuaded to approve a different regime in these dockets. 
The Utilities generally assert that ―the storage and standby 
rights of each Utility‘s transportation customers need to be 
shaped to be consistent with each Utility’s individual gas 
supply portfolio, and each Utility needs to have an annual 
mechanism to adjust those rights as its individual gas supply 
portfolio changes.  That is not enough to outweigh the 
considerable difficulties the seasonal cycling requirements 
will present for transportation customers. E.g., CNEG Init. Br. 
at 20-24. While we are willing to subordinate those 
difficulties to the Utilities’ operational needs during the 
heating season, the balance tips in the transportation 
customers’ favor in the spring…. 

The Commission also observes that the Utilities strongly 
emphasize the cycling requirements they face with respect 
to leased storage facilities. Without intending to minimize in 
any way the significance of those requirements, we see that 
the larger volume of stored gas managed by Peoples Gas 
resides in Manlove Field, where Peoples Gas establishes its 
own cycling schedule. Thus, most of the Utilities’ own 
storage flexibility is constrained by the general need to 
recycle Manlove, not by storage leases. That fact, in turn, 
allows some latitude when balancing the competing and 
equally legitimate needs of the Utilities and the transporters.  

Accordingly, injection season requirements of 70% and 75% 
of AB are approved for, respectively, Peoples Gas and North 
Shore, while seasonal withdrawal requirements are 
disapproved. 

Peoples 2007, Order, February 5, 2008, p. 276. 

Staff adds that in that 2007 case, the Commission also approved nomination 
limits during the injection season for Riders FST and SST.  The Commission Order 
again noted the necessity of striking a balance between managing the system and 
transportation customers desire to efficiently manage their gas supply,  

The Commission readily acknowledges the serious and 
complex responsibilities the Utilities bear with respect to 
management of their storage assets. We also recognize the 
desire of large commercial gas end-users to manage gas 
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supply in a manner that efficiently contributes to their 
enterprises. We are also committed to encouraging 
competitive gas supply, so that customers enjoy the benefits 
competition can provide. Our task is to optimally balance 
these interests. 

Id., p. 278. 

In both of the orders cited above Staff explains that the Commission addresses 
the balance between these “competing and equally legitimate needs.”  The instant 
proposal drastically alters the status quo.  In doing so the Companies propose to reduce 
the transportation customers’ current flexibility and tip the balance which the 
Commission established in 2007. 

Staff asserts that the Companies have failed to make a convincing case for the 
changes that they propose, reverting back to the some of the same arguments that the 
Commission rejected in 2007. Staff Ex. 9.0, p. 20.  In addition to these same arguments, 
the Companies provide a new analysis that they claim alters the landscape.  

The Companies propose to apply their SVT framework directly to Riders SBS. 
PGL Ex. 14.0, pp. 22-23, NS Ex. 14.0, p. 22.  To ease the effect of these restrictions, 
the Companies propose to allow a Daily Balancing Tolerance (“DBT”) around their daily 
injection and withdrawal parameters. PGL Ex. 14.0, pp. 25-26, NS Ex. 14.0, p. 26. 

Furthermore, Staff contends that while the Commission was hesitant to allow the 
Companies to impose a single withdrawal target for one month in the fall and rejected 
the accompanying spring target, the Companies now propose injection and withdrawal 
targets for every single month of the year.  Staff Ex. 9.0, p. 22. 

Staff states that the Companies propose taking away the flexibility transporters 
currently have with daily maximum injection and withdrawal rates and monthly inventory 
targets from Rider SST customers. The Companies apparently consider reviving the 
DBT to be “a direct subsidy from sales customers.” PGL Ex. 14.0, pp. 25-26, NS Ex. 
14.0, p. 27.  By the same rationale, the taking of this flexibility from transportation 
customers and giving it to sales customers in the first place would likewise be a direct 
subsidy. 

Basis for Changes 

Staff notes that Companies’ witness Mr. Connery claims that the two factors 
motivating the proposed changes are system reliability concerns and the economic 
interests of sales customers. PGL Ex. 14.0, pp. 12-13, NS Ex. 14.0, p. 13.  The 
Companies attempt to convince the Commission to make drastic operational changes 
for operational concerns that do not exist by blurring the line between these distinct 
concerns.  As Mr. Sackett notes in his direct testimony, system integrity concerns and 
economic concerns of sales customers are best considered separately because they 
are really two different issues and the tariffs in effect at this time have different set of 
tools for the two concerns. Staff Ex. 9.0, p. 12. 

No System Harm 
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Staff alleges that the Companies have shown no cause for increased system 
concerns.  The system has not been compromised because the Companies have the 
tariff’s system protections.  The tariffs currently have tools that enable the Companies to 
adequately manage the system and prevent compromise including declaring Critical 
Days (“CD”) or invoking delivery restrictions. Staff Ex. 9.0, p. 13.  The Companies claim 
that, “As a result of proper management, coordination with upstream pipelines, and by 
imposing limits on allowed deliveries the Company has been able to keep its system 
from being compromised.” Companies responses to Staff DR DAS 3.03d.  Mr. Sackett 
points out that protecting against potential harm can result in unwarranted restrictions, 
which reduces transportation customers’ options because they become unnecessarily 
constrained. Staff Ex. 9.0, p. 14. 

Staff argues that if the changes in LVT cannot be justified by system concerns, 
the Companies have to justify them based on the economic effects transportation 
customers’ actions on sales customers.  However, the Companies clearly state that they 
do not believe that the burden of proof is upon them or that they should have to show 
evidence of harm.  The Companies believe that all they must do is point out 
circumstances where it might happen and that should be sufficient for the Commission 
to approve the roll out of a daily metered LVT service that is significantly more restrictive 
than its predecessor.  These changes will be detrimental to LVT without any showing 
that they will benefit sales customers.  

According to Staff, to justify restricting transportation customers’ choices to this 
extent, the Companies should not provide examples of such harm, but rather an 
assessment of the total net impact on sales customers.  Barring a showing of this type, 
the Commission should reject these proposed restrictions. 

Staff maintains that the Companies do not attempt to provide evidence that Sales 
customers are harmed by the current rules.  “The Utilities have not tried to quantify 
whether “net” economic harm occurs to sales customers.” NS-PGL Ex. 46.0, p. 4.  The 
Companies should demonstrate to the Commission a net harm to sales customers 
before it makes changes to the nature of LVT service in the Companies’ service 
territories. 

Additionally, while the Companies maintain that transportation customers are 
economically driven – NS-PGL Ex. 30.0, p. 16, they freely acknowledge that these 
actions may actually benefit sales customers from time to time. Staff Cross Ex. 9.  Thus, 
the potential effect of these actions is not really the issue but rather the net effect. 

Staff states that since the Companies balance the system through changes in 
purchases for sales customers –NS-PGL Ex. 30. 24 and NS-PGL Ex. 46.0, pp. 4, 11-13, 
it is inevitable that these purchases will respond to the actions of transportation 
customers.  Thus any transportation service will necessarily require such a design; It is 
not a feature that will be “corrected” by the Companies’ proposals.  Each Company 
balances its system for the benefit of all customers, including transportation customers, 
using all assets at their disposal.  There are not “sales assets” and “transportation 
assets.”  On any given day, transportation customers may use sales customers’ 
capacity, and on the next day, sales customers may use transportation customers’ 
capacity. 
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Model is (fatally) flawed - Diversity 

Mr. Sackett describes a gas operational concept known as diversity:   

Diversity in this context refers to the property that not all 
customers use storage in the same way on any given day.  
For example, during injection season on any given day, 
some customers may inject up to the maximum limits while 
others may inject less while still others may actually 
withdraw from their storage banks.  Because of this diversity 
of actions, a maximum injection level per customer based on 
all customers injecting their maximum quantities would result 
in less than the maximum for the group being injected.  
Diversity during withdrawal season has a similar effect.  The 
utility aggregates all customers together when it plans how 
to deliver service to all customers. (Attachment C: 
Companies responses to Staff DR DAS 3.21)  But each 
customer is different.  Diversity allows individual customers 
to have more proportionately more flexibility than is possible 
for the group as a whole. 

Staff Ex. 9.0, p. 23. 

Staff asserts that diversity is not accounted for by the Companies’ model, and 
they have adjusted their operational parameters for diversity only in an ad hoc manner 
in response to Staff comments. NS-PGL Ex. 30.0, p. 15.  Diversity is not a “likelihood” 
but rather an empirical fact.  Given that the effect of diversity is significant enough to 
discredit the need for monthly targets, any model that does not consider it should be 
rejected out of hand. 

Staff continues that all adjustments that account for diversity are made with no 
analysis or empirical basis.  The Companies’ witness Connery claims to have taken 
diversity into account.  He relaxes his daily injection and withdrawal parameters slightly 
to “account” for this diversity. PGL Ex. 14.0, pp. 12-13, NS Ex. 14.0, p. 13.  There is no 
reason to conclude that the adjustments that the Companies proposed adequately 
reflect the diversity on the system.  The amount of potential protection that their 
proposal offers comes at the price of a large amount of flexibility for transportation 
customers.  Mr. Sackett believes that this reduces the efficiency of the transportation 
program without proportionate benefits for sales customers. Staff Ex. 9.0, pp. 23-24. 

Evidence of Historical Inventory Levels 

Staff argues that there is more diversity than the Companies’ proposal accounts 
for.  Diversity is a concept that applies to both daily and monthly parameters.  

CNE witness Kawczynski analyzed the Companies’ data to produce CNE-Gas 
Exhibits 1.4 and 1.5, which show the monthly inventory balances for all transportation 
customers as a group for the heating years 2007/2008 to 2009/2010 compared to the 
individual minimum and maximum target inventories proposed by the Companies. CNE-
Gas - Ex. 1.0, p. 21. 
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According to Staff, the Companies’ witness Connery wrongly reinterprets CNE-
Gas Exhibits 1.4 and 1.5 as supporting individual restrictions, because he alleges that 
they do not burden transportation customers.  For example, he argues, “The Utilities 
believe that Mr. Kawczynski’s testimony and particularly the graphs in CNE-Gas Ex. 1.4 
and CNE-Gas Ex. 1.5 highlight the Utilities’ need for the monthly ranges and further 
demonstrate that they are not a burden for the transportation customers.” NS-PGL 30.0, 
p. 16.  Staff states that he reaches this erroneous conclusion because he does not 
recognize that his proposed restrictions can impose significant burdens on the individual 
customers even when the group as a whole is within the proposed parameters. Staff Ex. 
18.0, pp. 8-10. 

Furthermore, Mr. Connery concludes that, “the Utilities believe that the few 
months of balances which fall above the proposed ranges show that the LVT group 
utilized storage capacity paid for and belonging to sales customers. If economics drove 
the LVT balances (which would be fully inclusive of all diversity) to those levels then 
sales customers suffered economic harm due to the unavailability of that space.” NS-
PGL 30.0, p. 16.  However, Mr. Connery did not demonstrate that “economics” drove 
transportation customers to operate above the Companies’ proposed target inventory 
levels.  In fact, if “economics” were the driving factor, North Shore customers, operating 
with the same “economics,” would not have managed to keep their balances within the 
proposed target range without any formal requirements. Staff Ex. 18.0, p. 9. 

Staff notes that Mr. Connery then changes his tune in his surrebuttal testimony.  
“The specific exogenous factors or lack of influence are not important.”  NS-PGL Ex. 
46.0, p. 5.  However, Mr. Connery stated in rebuttal testimony that the economic harm 
was dependent on those factors being economic (i.e. economic opportunities that sales 
customers forego which would not be realized if the factors were economic ones). NS-
PGL 30.0, p. 16.  The Companies acknowledge that sales customers are not 
economically harmed during months when the inventories are within the tariff 
parameters. Staff Cross Ex. 10.  The exhibits also show that sales customers have use 
of transportation customers’ capacity most of the time.   

Despite the Companies repeated attempts to use selected days for proof that 
sales customers were economically harmed, Mr. Connery did not show that there was a 
net economic harm to sales customers.  Staff concludes that there is simply no 
evidence that this harm occurs over time in one direction or another. Staff Ex. 18.0, p. 9. 

Staff explains that the graphs shown in these two exhibits fully reflect the 
diversity of transportation customers, and they show that transportation customers, as a 
group, are largely keeping their inventories well within the range proposed.  Therefore, 
monthly storage inventory targets are not necessary.  The Companies acknowledge that 
“CNE-Gas Ex. 1.5 shows that the actual LVT activity for North Shore—without the 
influence of monthly ranges—fits comfortably within the proposed ranges.” NS-PGL 
30.0, p. 16.  Additionally, CNE-Gas Exhibit 1.4 shows that for the past 4 years, the 
actual LVT activity for People Gas—without the influence of monthly ranges—fits 
comfortably within the proposed ranges with one brief exception. Staff Ex. 18.0, p. 10. 

Mr. Sackett points out the disparity that exists between the model and the actual 
diversity.  He states,  
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These exhibits, which according to the Companies “fully 
reflect diversity,” show that the divergence between Mr. 
Connery’s model and how diversity actually works is not 
minor or insignificant, but rather it is large enough to dismiss 
the need for the monthly parameters altogether.  Rather than 
acknowledge that these exhibits demonstrate that there is no 
need for monthly storage targets, the Companies undermine 
their position by calling into question the other so- called 
“requirements” of their systems.  Furthermore, it appears 
that this is the first time that the Companies have been 
confronted with the actual diversity on their system.  
Diversity should have been directly modeled in order to 
determine if the massive changes that the Companies are 
proposing are necessary.  The evidence shows that they are 
not. 

Staff Ex. 18.0, p. 11. 

Further, Staff finds that the Companies’ model does not reflect that the 
Companies’ tariffs allow them to declare CDs, and the delivery restrictions which 
mitigate any potential harm to sales customers.  However, the data provided by the 
Companies indicates that the tools currently in place are more than adequate to protect 
system integrity from actions taken by transportation customers.  Mr. Connery’s model 
does not account for these tools, so he introduces other parameters into his model to 
protect the system. Staff Ex. 9.0, p. 25. 

Finally, Mr. Connery presented the load factors of various groups of customers 
NS-PGL Ex. 30.0, p. 8.  However, the data confirms Mr. Sackett’s claims because it 
shows that LVT customers have load that is relatively more process driven and less 
coincident with the system peak. Staff Ex. 9.0, p. 12. 

Staff recommends that the Commission conclude that the Utilities have not 
demonstrated the need for their proposed monthly storage limits and daily delivery 
restrictions.  Therefore, Staff suggests that the Commission reject the Utilities’ 
proposals. 

c) IIEC/CNEG 

IIEC/CNEG argues that absent the adoption of reasonable IIEC/CNEG 
adjustments to the PGL/NS unbundled storage proposal, Rider SBS should be rejected 
and Rider SST should remain in effect.  IIEC/CNEG say the Companies have far 
exceeded the Commission directive to the detriment of the LVT customers.  IIEC/CNEG 
and Staff witness Sackett believe the Companies storage proposals extend far beyond 
unbundling storage service from standby service.  The unbundling, directed by the 
Commission, was intended to increase operational flexibility for Transportation 
customers. The Companies, however, unnecessarily increased operational restrictions 
on the use of storage assets decreasing operational flexibility for such customers. The 
proposed restrictions would render its storage service useless to Transportation 
customers.  (IIEC/CNEG Gorman Jt. Ex. 1.0 at 6:98-104). 
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IIEC/CNEG state that the Commission has previously dealt with attempts to 
impose similar operational restrictions. (CNEG Kawczyaski at 17:353-354). In the Nicor 
Gas 2004 rate case the Commission approved a single fall injection target but rejected 
a spring withdrawal target. (ICC Dkt. 04-0779 Order, Sept. 20, 2005, at 146). In the 
Peoples and North Shore 2007 rate case, the Companies opposed an unbundled 
storage service but proposed a system shaping for gas Transportation customers which 
included injection, withdrawal and storage balance limitations.  (Id. 1.0 at 9:189-191). 
Although the Companies withdrew their proposal in Surrebuttal testimony, the 
Commission approved a November 30 injection minimum requirement of 70% and 75% 
of AB for Peoples Gas and North Shore, respectively, while rejecting a Spring 
withdrawal requirement. (Id. at 10:200-206).  

IIEC/CNEG say it is clear that the Commission believed there is an appropriate 
balance between managing the gas system and Transportation customers’ desire to 
efficiently manage their gas supplies.  The overly stringent restrictions proposed by the 
Companies fail to strike an appropriate balance. 

In order to strike the appropriate balance IIEC/CNEG argue the Commission 
must look at how Transportation customers can benefit through the use of storage while 
considering three key issues. 

There are three potential primary benefits to the use of storage. First, it allows for 
peak day deliverability, that is, as a supplement to or replacement for upstream 
interstate pipeline capacity that brings gas to the city gate. (IIEC/CNEG Gorman Jt. Ex. 
1.0 at 12:231-233).  Second, it serves as a physical hedge. Customers can buy more 
gas when it is less expensive, generally in the non-winter months, to replace spot 
purchases during the more expensive winter months. (Id. at 12:233-235).  Third, storage 
can also function as a temporary parking place to absorb imbalances between planned 
usage and actual usage. (Id. at 12:235-237). While Transportation customers could and 
should realize the potential benefits, the fact remains that those customers currently 
only benefit from the temporary parking place to absorb imbalances between planned 
usage and actual usage. The PGL/NS proposal will wipe out that benefit as well. (Id. at 
12:238-241). 

IIEC/CNEG reason that a Transportation customer cannot use storage for peak 
period deliverability because the amount of gas that they are permitted to withdraw from 
storage on a peak day is such a small portion of their peak day need that it cannot offset 
a meaningful portion of deliveries. Furthermore, these customers tend to have much 
broader high usage periods than sales customers. As a result even if they could offset 
some pipeline capacity while operating within the PGL/NS proposed injection and 
withdraw limitation they could face serious penalties under the month end inventory 
restrictions proposed by the companies. (IIEC/CNEG Jt. Ex. 1.0 at 12-13:242-251).  

IIEC/CNEG also state Transportation customers cannot use storage as a hedge 
because the amount of gas the customer can use from storage on a daily basis is only a 
small portion of the customers’ daily use. In conjunction with the monthly inventory 
requirements, this severely limits the ability of customers to take advantage of purchase 
opportunity and to avoid significant amounts of expensive gas purchases. This could 
occur on a prolonged basis. (Id. at 13:252-257). 
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IIEC/CNEG opine that Transportation customers cannot utilize storage for 
balancing because under the companies proposals only a very small daily variance can 
be cured using the customers’ storage. Most balancing problems occur for these 
customers as a result of (i) failed deliveries due to weather or other emergencies or (ii) 
over delivered gas because of unanticipated shut down of their manufacturing plant or 
other production problems. These occurrences could lead to high imbalance penalties.  
(Id. at 13:258-265). 

Considering the potential benefits of storage to Transportation customers, 
IIEC/CNEG believe that three key considerations must be addressed in order to offer a 
fair, balanced unbundled storage service to such customers. First, how much storage 
capacity should a customer be able to reserve? Second, what, if any, restrictions should 
be placed on a customer’s access to the storage they have reserved? Finally, how 
should costs be allocated to the storage services and how much should customers pay 
for their storage? (Id. at 4:70-76).  

Availability of Storage Capacity 

In discussing the availability of storage capacity, PGL/NS have divided their total 
storage capacity by their Design Peak Day and allocated it to their customers in 
proportion to the customer’s Maximum Daily Quantity (“MDQ”) as defined by PGL/NS 
Witness Connery. (IIEC/CNEG Gorman Jt. Ex. 1.0 at 4:80-82; PGL Connery Ex. 14.0 at 
8:159-165; NS Connery Ex. 14.0 at 8:158-164). IIEC/CNEG find this to be a reasonable 
way to allocate storage capacity to Large Transportation customers. However, the 
restrictions placed on the use of that storage by LVT customers are unacceptable from 
an operational and business standpoint.  

IIEC/CNEG also point out that the Companies are proposing monthly restrictions 
on inventory levels, daily restrictions on withdrawals and daily restrictions on injections, 
each of which will severely reduce the usefulness of the storage program for Large 
Volume Transportation customers. (IIEC Gorman Jt. Ex. 1.0 at 5:101-104). In addition to 
monetary penalties associated with exceeding the restrictions proposed, they also 
restrict the customer’s ability to manage their gas purchasing strategy. (Id.at 14:270-
271). 

Restrictions 

IIEC/CNEG suggest the Companies are proposing both month-end gas storage 
inventory levels and daily withdrawal and injection limits.  

Month-end Storage Targets 

At the end of each month, the Companies are proposing, a customer’s inventory 
of gas in storage as a percent of its AB must be within specific ranges in terms of the 
percent of total storage capacity filled.   

When a customer’s inventory exceeds the maximum for the end of the month, it 
must either trade its excess or sell it to the Company under its proposed monthly 
cashout schedule.  (IIEC/CNEG Gorman Jt. Ex. 1.0 at 7:125-127). Both Companies 
propose the same cashout schedule. 
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IIEC/CNEG argue the cashout schedule contains very sharply increasing 
penalties and no tolerance or deadband where customers are allowed to buy or sell at 
100% of the market price. 

IIEC/CNEG state again that Peoples’ current tariffs have a 70% minimum storage 
inventory target for November and North Shore current tariffs have a 75% minimum 
storage inventory target for November. (CNEG Kawczynski Ex. 1.0 at 16:338-340). 
Importantly, the current cashout pricing schedule allows for a 5% variance from the 
target before discounts/premiums to the market price are imposed. Current penalty 
pricing is far less restrictive than that proposed by the Companies in this case. Further, 
the Companies’ proposal now would require customers to meet 12 monthly minimum 
storage inventory targets and 12 monthly maximum storage inventory targets, with 
cashout penalties beginning with all variances from the monthly targets. The increase 
from one storage inventory target to 24 storage inventory targets each year is a 
dramatic shift which greatly increases the restrictions on gas transportation storage 
along with significantly enhanced cashout penalties. These storage parameter changes 
are counter to the intentions of the Commission when it directed unbundling of the 
storage services. (CNEG Kawczynski Ex. 1.0 at 8:169-178; Staff Sackett 9.0 at 15-
16:327-341).  

IIEC/CNEG argue that the monthly inventory targets will add unnecessary costs 
and restrictions on how Transportation customers seek to manage their own gas 
purchasing strategy. (CNEG Kawczynski Ex. 1.0 at 17:359-360; IIEC/CNEG Gorman Jt. 
Ex. 1.0 at 14:270-271). To ensure pools are within monthly targets will require a 
marketer to, at times, sell gas for no other reason than to decrease inventory to remain 
below a maximum, or purchase gas for no other reason than to exceed a minimum. 
(CNEG Kawczynski Ex. 1.0 at 17:360-363). The stringent restrictions will result in the 
requirement of buffers below the maximum and above the minimum in order to assure 
that the customer is able to inject and withdraw gas in order to achieve the required 
targets. In other words, due to the restrictions, marketers will need to be below the 
actual maximum, so that in the event they are unable to withdraw the amount of gas 
necessary, the target can still be achieved. In the same vein, marketers will also need to 
strive to achieve a minimum that exceeds the actual minimum in order to protect 
themselves in the event that the amount of gas needed is unable to be injected due to 
the injection restrictions. (Id. 17-18:371-374). 

IIEC/CNEG reason the proposed requirements will make it more costly to 
manage storage inventory, both from resource utilization, i.e. additional staff time to 
manage the AB, and commodity expense due to additional gas purchases and gas 
sales in order to safely remain inside the targets. (CNEG Kawczynski Ex. 1.0 at 18:377-
380). 

According to IIEC/CNEG, it appears that the PGL/NS are seizing the opportunity 
presented by the Commission directed unbundling to resurrect a previously failed 
attempt to secure seasonal cycling requirements. According to IIEC/CNEG, they do so 
by altering the language and terminology of their proposal, attempting to link inventory 
targets, storage shaping, seasonal cycling, etc. to the proposed storage unbundling, but 
failing to provide a factual or historical basis upon which to do so. (CNEG Kawczynski 
Ex. 1.0 at 11-12:239-245).  
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IIEC/CNEG point out that historically, Transportation customers do not cycle the 
full amount of gas that they bank with the Companies. However, Transportation 
customer’s limited cycling is an advantage to the Companies because it enables them 
to cycle more of the gas on behalf of their Sales customers. (IIEC/CNEG Gorman Jt. Ex. 
1.0 at 14:276-278). The advantage is that the non-cycling Transportation customer’s 
gas is used by the Companies giving them liberal latitude in the amount of “cushion gas” 
needed to support the Sales customers and actually decreasing the rate base for Sales 
customers. (Id. at 14:279-282). While IIEC/CNEG agree that aquifer storage fields 
require that gas be injected and withdrawn over the period of a year in order to maintain 
peak performance this does not necessitate a stringent detrimental monthly plan. (Id. at 
14:283-287).   There is no evidence that current storage requirements and limitations do 
not adequately address this issue. 

IIEC/CNEG say it is clear the Companies are attempting to maximize their 
working gas inventory on November 30 and minimize this inventory by the following 
March 31. It is also clear that this inventory protocol is for the convenience and benefit 
of Sales customers whose usage is much more weather sensitive than that of the 
Transportation customers as a whole. (Id. at 15:291-296).  However, IIEC/CNEG 
believe that in striking the Commission’s appropriate balance in the use of PGL/NS 
storage assets that the usage patterns of one group of customers should not dictate the 
storage rights of all other groups.   

IIEC/CNEG recommend there be no requirements on minimum or maximum 
banked gas levels for Transportation customers other than the existing November 
minimum inventory requirement. All customers who are utilizing storage are paying their 
fair share of the storage costs and thus should be allowed, where operationally 
possible, to optimize that usage for their own benefit. Moving from a single monthly 
minimum target to 12 months of both minimum and maximum targets each year 
increases the operational task for marketers by more than twelvefold, restricts the use 
of storage, and forces additional purchases and sales of gas supply which will translate 
into significantly higher costs for Transportation customers. (CNEG Kawczynski Ex. 1.0 
at 18:380-385).  Clearly, in the opinion of IIEC/CNEG, the current storage terms and 
conditions, as is evidenced by history, do not in any way prevent or deter PGL/NS from 
operating their system storage as they see fit. (IIEC/CNEG Gorman at 11:214-218).   

Daily Injection and Withdrawal Limits 

IIEC/CNEG point out that under current rates there is no daily balancing. While 
there is an Imbalance Account Charge of $0.10 per therm assessed to Rider SST 
customers on a daily basis when the entire AB capacity is exceeded, currently no daily 
cashout charges are applied. (see PGL/NS Connery Ex. 30.0 at 19:415-418). Under 
current rates Transportation customers are cashed out monthly at the arithmetic 
average of the daily prices published for that month in “Gas Daily” as long as the 
monthly imbalance is no more than 5%. (IIEC/CNEG Gorman Jt. Ex. 1.0 at 9:154-157). 
If the imbalance is between 5% and 10% the Company would buy excess gas from the 
customer at 90% of the Citygate price or sell gas to make up a shortage at 110% of the 
Citygate price. (Id. at 9:157-159).  
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IIEC/CNEG reason that in dramatic change of course, the Companies are 
proposing to implement daily cashouts for out of target withdrawals during the months of 
January through March and November through December and daily injections during 
the months of April through October. These cashout transactions would include 
penalties for all out of target withdrawals and injections.  (IIEC/CNEG Gorman Jt. Ex. 
1.0 at 7:134-136, 13:264-266).   

While IIEC/CNEG agree, in general, tighter restrictions on CDs may be 
appropriate, IIEC/CNEG is more concerned with these restrictions and their affect on a 
normal, or non-critical, day. 

According to IIEC/CNEG, the Companies are proposing to cash out all long and 
short positions on a daily basis.  (IIEC/CNEG Gorman Jt. Ex. 1.0 at 9:148). The 
Companies buy long positions from the customer at 90% of the daily average index 
price and will sell gas to the customer to correct any short positions at 110% of the daily 
average index price. (Id. at 9:149-151).  

IIEC/CNEG says that not only have the Companies failed to show the necessity 
of daily injection and withdrawal limits they fail to consider the practical application of 
their proposal. In doing so, the PGL/NS fail to take into account the diversity of 
Transportation customers’ use of storage. For example, if one Transportation customer 
is long on a day, i.e. brings in more gas than it uses, and another Transportation 
customer is short, the “injection” of the first customer will, to some extent, cancel out or 
at least moderate, the “withdrawal” of the second customer, clearly rendering the 
proposed cashout an arbitrary penalty rather than an operational necessity. 

IIEC/CNEG argue further the imposition of the daily limits are based on limits 
developed by a computer model for the Choices for You (“CFY”) program which 
PGL/NS witness Connery implies is applicable to large user unbundled storage. 
(IIEC/CNEG Jt. Ex. 1.0 at 10:200-203; PGL Connery Ex. 14.0 at 22:469-473; see also 
NS Connery Ex. 14.0 at 22:469-473).  According to IIEC/CNEG, Staff witness Sackett 
explained that smaller customers do not have daily demand meters, and that 
transportation programs designed for them reflect that fact, and require different 
parameters. (Staff, Sackett Ex. 9.0 at 17:350-374). The typical small Transportation 
customer is a residential customer with a small load and high load profile. The typical 
large Transportation customer has a large load with a low load profile. These customers 
use storage differently. (Id. at 17-18:376-386) Rather than design an analytic framework 
that focused on unbundling of storage and standby services for LVT customers the 
Companies attempt to treat large Transportation and small CFY customers the same, 
essentially trying to fit a square peg in a round hole. Many of the CFY program changes 
led to the changes that the PGL/NS are now proposing for the large Transportation 
customers. (PGL Connery Ex. 14.0 at 7:133-136; NS Ex. 14.0 at 7:131-136). While the 
CFY program changes led to additional flexibility for the CFY customers, the same 
framework applied to the large Transportation customers lead to decreased flexibility in 
the form of additional and excessive limitations. Not only is the model flawed for large 
Transportation customers it is designed to enhance the economic benefit of system 
storage that is used for Sales customers to the detriment of unbundled storage 
customers. (IIEC/CNEG Gorman Jt. Ex. 1.0 at 16:326-330). 
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IIEC/CNEG say that CNEG-Gas Exhibits 1.4 and 1.5 show that Transportation 
customers, as a group, are largely keeping their inventories well within the proposed 
ranges and, therefore, the monthly storage inventory targets are completely 
unnecessary. (Sackett, ICC Staff Ex. 18.0 at 10: 196-199). These exhibits show that the 
divergences between the Companies’ model and how diversity actually works is 
significant enough to dismiss the need for the monthly parameters altogether. (Sackett, 
ICC Staff Ex. 18.0 at 11: 218-221). 

IIEC/CNEG note that PGL/NS witness Connery explains the cashout 
mechanisms were selected to influence behavior.  (PGL Connery Ex. 14.0 at 28:610). 
The normal operational day charges are intended to cause customers to elect storage 
service levels adequate to meet normal daily balancing needs and not to habitually 
overrun the daily limits. (Id. at 28:610-612). However the Companies have not shown 
that any influence is needed especially when the influence proposed is so detrimental to 
Transportation customer operations and have offered no evidence to suggest that 
existing tariff requirements do not appropriately influence behavior. 

IIEC/CNEG do not believe there is need for daily injection and withdrawal limits 
unless a Company declares a CD.  On Critical Supply Shortage days some restrictions 
would be appropriate but not those proposed by the PGL/NS in this case.  Unless a 
Critical Day is declared Transportation customers should be allowed to draw upon their 
storage, up to their MDQ. 

Allocation of Costs to Storage Service 

IIEC/CNEG argue that the costs allocated to storage service are unreasonable 
given the PGL/NS proposal.  The so called unbundled storage service is of little or no 
value to Transportation customers.  Therefore, it should have no costs allocated to it, 
and no charges associated with it.  (IIEC/CNEG Gorman Jt. Ex. 1.0 at 17:339-343). 

The Companies allocate storage costs to their proposed storage service by 
multiplying the total non-gas storage costs by the level of fully subscribed unbundled 
storage to total storage capacity. (Id. at 17-18: 351-353). If the unreasonable monthly 
inventory targets and monthly cash outs were removed, and the unreasonable daily 
injection and withdrawal restrictions and daily cash outs were removed, so that 
Transportation customers had the opportunity to enjoy the benefits of storage, the 
PGL/NS allocation would be reasonable for an initial unbundled storage offering. (Id. at 
17-18:344-363). 

Furthermore, the rate structure proposed by PGL/NS for the unbundled storage 
service would be reasonable if the monthly and daily restrictions on the use of storage 
are eliminated from the proposal. (Id. at 18:369-373). 

d) Commission Analysis and Conclusion 

EXCEPTION NOS. 22-25 

The Commission declines to adopt the Companies’ proposals to add daily and 
monthly storage parameters to their large volume transportation programs, beyond 
limits that currently exist in those riders.  For purposes of this proceeding, the 
Commission considers only the minimum proposals needed to break the link between 
standby service and storage capacity to which customers may subscribe.  This is 
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without prejudice to the Companies offering proposals in future cases to change 
customers’ access to storage. 

The Commission finds that it is reasonable, and no party objects, to eliminate 
from the proposed unbundled tariff standby service and, therefore, to eliminate 
allocating any storage rights based on the amount of standby service that a customer 
selects.  Instead, customers may subscribe to the amount of storage they wish under a 
subscription process defined by the Companies, and not opposed by Staff or any party. 

The new unbundled storage service, Rider SBS, shall largely mirror the existing 
Rider SST, except for any terms and conditions dependent upon standby service and 
except for the addition of terms to effectuate the Commission’s adoption of Operational 
Flow Orders (“OFOs”), as found above.  As Staff observed, other Illinois utilities have 
both Critical Days and OFO Days.  Like Critical Days, an existing feature of the 
Companies’ program, OFOs will be either Shortage or Surplus Days and will trigger 
limits on the extent of access to storage (reducing injections on a Surplus Day and 
reducing withdrawals on a Shortage Day).  The OFO terms will be the same as those in 
effect for Critical Days under current Rider SST, except to the extent modifications are 
needed to address changes required by the Order, such as the removal of standby 
service and the elimination of distinct Gas Charge and Base Rate Bank days. 

Staff and IIEC/CNEG clearly disagree with the Utilities’ proposals that go beyond 
unbundling the Rider SST bank from standby service.  Staff and IIEC/CNEG maintain 
that the Utilities’ additional proposals of: (1) a stand-alone storage banking service 
under which customers select the amount of storage capacity, (2) monthly inventory 
targets with monthly cashouts, (3) daily injection and withdrawal limits with daily 
cashouts, (4) daily tolerance around the daily ranges and (5) eliminate the no-notice 
standby service, clearly are not necessary to accomplish the goal of unbundling Rider 
SST from standby service.  We agree with Staff and IIEC/CNEG and find that Rider 
SST is a functional LVT Service with the flaw of having the storage access and standby 
linked.  There is no need to alter the service.  The aim of unbundling the storage 
services from standby service is to increase flexibility for transportation customers by 
retaining the full flexibility currently in the Rider SST tariff and giving those customers an 
option to select the size of the bank independent of the level of standby.  The Utilities’ 
additional proposals reduce daily and monthly flexibility.  As mentioned, the only 
proposal which received universal support at the workshop was the recommendation to 
unbundle the Rider SST bank from standby service and the Utilities’ go far beyond this.  
Further, such attempts to make these proposed changes to LVT programs have been 
rejected by the Commission in prior dockets.  The Commission concludes that the 
Utilities have not demonstrated the need for their proposed monthly storage limits and 
daily delivery restrictions and that the only parameter that should be changed is the 
Critical Day withdrawal amount pursuant to Staff witness Sackett’s proposal. 

3. Associated Rider Modifications 

IIEC/CNEG state that PGL/NS proposed to provide the unbundled service 
discussed above through a new Rider SBS.  In conjunction with offering this service 
PGL/NS propose modifications to Rider FST and Rider P.  PGL/NS also propose a new 
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Rider SSC and the elimination of current Rider SST.  Finally, PGL/NS propose the 
adoption of a set of associated transition tariffs.   

IIEC/CNEG says that PGL/NS fail to offer any credible evidence or analyses that 
explains why the proposed tariff changes are necessary.  According to IIEC/CNEG, the 
Companies simply argue that in order to unbundle storage they must make the 
proposed changes to ensure equity between small transportation (CFY) and LVT 
customers.  IIEC/CNEG says that despite the Companies’ wishes, consistency does not 
exist and has not existed between these programs in many aspects of their service. The 
programs have different metering requirements, nomination requirements, billing 
procedures, and service requirements, to name a few.  (CNEG Kawczynski Ex.1.0 at 
20:426-428).  And furthermore, in the opinion of IIEC/CNEG, the differences have never 
prevented the Companies from operating their system storage in a satisfactory manner.  
Nor are the proposed changes intricately tied to storage unbundling, which can actually 
be accomplished without the unnecessary and harmful restrictions. (Id.20:428-429).  
They maintain that there have been no such restrictions on Transportation customer 
banks in the past 10 years.  (IIEC/CNEG Gorman Jt. Ex. 1.0 at 11:216-218). The 
Companies simply want the two programs connected because it suits their desires, but 
their desires fail to comply with the Commission’s stated goal of having the Utilities 
(working with Staff and all other interested stakeholders) develop reasonable proposals 
for unbundling storage service. (Peoples 2007 Order, February 5, 2008, p. 235). 

a) Rider SBS/SST 

(1) Utilities 
The Utilities state that Rider SBS sets forth the specific storage rights and 

obligations necessary to implement the proposal described in Section XI.D.2, supra.  
Rider SST, as described in Section XI.D.3.e, infra, would take the form of a transition 
rider and remain in effect only through July 31, 2012. 

Ms. Grace explained that Rider SBS sets forth in detail the terms and conditions 
of the service, particularly the proposed daily and monthly storage requirements and the 
storage subscription process.  Compared with Rider SST, which it replaces, the Rider 
SBS proposal required new definitions and rates, and the elimination of standby service 
requires changes.  NS Ex. 12.0 REV at 31-34; PGL Ex. 12.0 REV at 33-37. 

The Utilities state that customers would receive AB days with no distinction 
between base rate and gas charge days.  Available bank days would be determined by 
dividing total storage capacity by its DPD.  Rider SBS customers would select their 
storage quantity and other customers (sales, SVT, and Rider FST) would receive the full 
number of available days.  Rider SBS customers would select from one day of storage 
up to the maximum amount of days, in full day increments, and, if it is not fully 
subscribed, may request additional capacity.  Sales customers would use any 
unsubscribed capacity.  NS Ex. 12.0 REV at 32; PGL Ex. 12.0 REV at 34-35; NS Ex. 
15.0 at 6-8; PGL Ex. 15.0 at 6-8. 

Riders SST/SBS include a cost-based charge for the daily demand measurement 
device, which would continue to be required for customers taking service under these 
riders.  NS Ex. 12.0 at 25; NS Ex. 12.10; PGL Ex. 12.0 at 27; PGL Ex. 12.10. 
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(2) IIEC/CNEG 

IIEC/CNEG point out that PGL/NS argue that Rider SST can no longer support 
standby service due to the absence of storage support. (PGL Ex. 14.0 at 3:53-54). 
PGL/NS witness Connery proposes to remove the costs of storage assets from the 
standby option, and provide an unbundled storage service under the new Rider SBS. 
Rider SBS will allow a customer to choose the total days of bank based on the MDQ 
they desire from a range of one day of storage, up to the maximum number of days 
shown in PGL/NS annual filing. (NS McKendry Ex. 15.0 at 6:122-125). The Companies 
will then allocate any unsubscribed capacity on a pro rata basis, rounded to a full day, to 
all customers requesting extra capacity. (Id. at 7:150-151).  Storage assets being 
allocated to Rider SBS include all Company-owned and leased storage assets, peaking 
assets and storage-related transportation assets. (NS Connery Ex. 14.0 at 20-21:436-
440; PGL Connery Ex. 14.0 at 20:434-437). The Companies will have the right to 
declare Critical Days and an OFO allowing the Companies to restrict daily storage 
injections and withdrawal allowances and triggering daily punitive cashout costs. (NS. 
Connery Ex. 14.0 at 18:390-392; PGL Connery Ex. 14.0 at 18:387-389). The 
Companies are proposing stringent monthly target levels based on the modeling 
parameters it presented as part of the Choices For You (CFY) workshops and LVT 
program meeting. (NS Connery Ex. 14.0 at 7:132-134, 22:476-480; PGL Connery Ex. 
14.0 at 7:133-136, 22:474-478). The Companies are also proposing daily injection and 
withdrawal limits, with daily cashout transactions for injections and withdrawals outside 
of strict daily tolerance bands. (NS Connery at18:390-392; PGL Connery at 18:387-
389). 

 Problems with the Companies’ Proposed Rider SBS 

 IIEC/CNEG say the Companies are proposing to divide their storage capacity by 
the design peak day and allocate to customers in proportion to each customer’s MDQ. 
IIEC/CNEG believe this storage capacity allocation is reasonable but would encourage 
the Commission over time to recognize customer usage diversity in the allocation of 
storage resources. (IIEC/CNG Jt. Ex. 1.0 at 4:91-95). 

 However, IIEC/CNEG take issue with the Companies’ proposed restrictions and 
penalties on the use of storage in Rider SBS by Transportation customers. As 
IIEC/CNEG previously argued, the PGL/NS proposed storage asset restrictions are not 
necessary nor consistent with the concept of unbundling storage from standby service. 
(see Sec. XI. D. 2. supra). 

 According to IIEC/CNEG, gas inventory restrictions will eliminate a 
Transportation customer’s ability to benefit from storage use.  If customer banks are out 
of tolerance the customer’s face costly cashout penalties for the deficiencies.  With the 
proposed costly cashout transactions, the storage assets will not be economic options 
to Transportation customers to manage the cost of deliverability, gas cost, or to balance 
load. (see Sec. XI. D. 2. supra). 

 Daily injection/withdrawal limits as proposed by the Companies will severely limit 
a customer’s ability to economically utilize storage assets to balance load in 
IIEC/CNEG’s opinion.  Storage asset balancing will become exorbitantly expensive 
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rendering storage useless to Transportation customers due to the daily cashout with no 
tolerance bands.  

 IIEC/CNEG say PGL/NS failed to prove a need for the proposed storage limits. 
The sole justification for those limits is based on economic modeling done for the CFY 
program which PGL/NS witness Connery states is applicable to large user unbundled 
storage and which IIEC/CNEG has shown to be incompatible with LVT customers . (see 
Sec. XI. D. 2. supra).    

 According to IIEC/CNEG, the Companies proposed storage limit justification is 
inappropriate. As IIEC/CNEG witness Gorman stated, PGL/NS was searching for 
limitations and restrictions on the use of unbundled storage which would enhance the 
economic benefits of the storage assets to the Companies Sales customers at the 
expense of Transportation customers. (IIEC/CNEG Gorman Jt. Ex. 1.0 at 11:209-211). 
IIEC/CNEG argue the PGL/NS modeling effort was in effect an attempt to identify 
economic optimization of storage assets for Sales customers, and not to actually 
identify operational limitations for the combined use of storage assets by Sales and 
Transportation customers. (see Sec. XI. D. 2. supra). 

 IIEC/CNEG Recommendations 

 IIEC/CNEG say the Companies proposed Rider SBS storage asset restrictions 
for unbundled storage service are so restrictive and uneconomic that storage service 
from the Companies would be useless for Transportation customers.  In order to comply 
with the Commission directive of developing a reasonable proposal the Rider SBS 
storage service conditions must be adjusted or Rider SBS must be rejected.  If the 
Commission should approve Rider SBS, the following modifications must be made in 
order to make Rider SBS economically and operationally palatable to Transportation 
customers. 

 According to IIEC/CNEG, PGL/NS have not proven a need for daily injection and 
withdrawal limits unless a Company has declared a Critical Day. If a Company declares 
a Critical Day, restrictions on injections and withdrawals equal to 2.6% (Peoples) and 
2.7% (N Shore) of the customers AB would be reasonable according to IIEC/CNEG. 

 IIEC/CNEG recommend that withdrawals during the withdrawal period should be 
limited on a monthly basis to 1/3 of the customer’s AB.  Any withdrawal outside the 5% 
tolerance band would be priced 110% of the average monthly index price for purchases. 
Injection limits, beyond the AB capacity elected, are not required. 

 IIEC/CNEG state that the Companies’ proposal for declaration of a restriction on 
an OFO day should be denied. OFO days are less severe than declared Critical Days 
but give the Companies the option to restrict storage assets on non-critical days when 
the Company decides that the levels of flexibility of the Company’s storage assets is 
limited. (PGL Connery Ex. 14.0 at 29:627-632). According to PGL/NS witness Connery 
“[c]alling an OFO Day is a means to help Peoples Gas stay within or return to its normal 
operating plan and to avoid incurring additional costs to meets its obligations.” (Id.). In 
IIEC/CNEG’s opinion, however, the Companies have not demonstrated that they have 
been unable to stay within or return to their normal operating plans without similar 
restrictions in current tariffs. The Companies have not adequately justified a need to 
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declare operating restrictions for OFO days. The Companies have failed to provide 
concrete examples of when or why the OFO declaration is necessary.  

 IIEC/CNEG find that no additional monthly bank balance maximum and minimum 
targets should be required for Transportation customers. The Companies have not 
identified any operational constraints either in modeling or in actual use of the storage 
assets to suggest the need. In fact PGL/NS Exhibit 46.2 shows that during the January 
1, 2008 through February 28, 2011 time period, the Companies were able to balance 
Transportation and Sales customers’ deliveries and storage without the restrictive 
maximum and minimum targets.(see IIEC Connery Sept 1 Tr. 712). 

IIEC/CNEG also recommend that absent the adoption of the reasonable 
IIEC/CNEG adjustments to the PGL/NS unbundled storage proposal, Rider SBS should 
be rejected and Rider SST should remain in effect. 

(3) Commission Analysis and Conclusion 

The decision of the Commission is found in Section XI.D.2, supra.   

b) Rider FST 

(1) Utilities 

The Utilities express that Rider FST sets forth the specific storage rights and 
obligations necessary to implement the unbundling proposal.  Mr. Connery explained 
that Rider FST would continue to be a bundled service, i.e., would still include standby 
service and a full complement of AB days, and those customers would receive the 
standby service they have today, with limited exceptions.  The exceptions being that 
customers must deliver some gas on OFO and Critical Supply Shortage Days, 39% 
(North Shore) and 27% (Peoples Gas) of the customer’s MDQ.  The limit results from 
the analyses defining access to the capabilities of storage assets that reflects the 
storages capabilities relative to the overall company portfolio and equitably allocating 
those capabilities to that group.  The delivery requirement represents the non-storage 
component of the design day portfolio.  NS Ex. 14.0 at 25, 31; NS Ex. 14.1; PGL Ex. 
14.0 at 25, 31; PGL Ex. 14.1. 

Ms. Grace described the tariff changes to effectuate the proposal.  NS Ex. 12.0 
REV at 36-37; PGL Ex. 12.0 REV at 39-40. 

Recognizing that the delivery requirement on certain days is new and this means 
that standby gas will not be available at the generally applicable price diminishes the 
service the Utilities propose to reduce the charge for reserving standby service.  Mr. 
Connery stated that standby availability is expected to exceed 95%, but given the 
introductory nature of the delivery obligation, the Utilities proposed to apply a 20% 
discount to the firm transportation costs in calculating the Demand Gas Charge.  NS-
PGL Ex. 46.0 at 10. 

As to other Rider FST proposals, the Utilities stated that the changes are fully 
supported by the modeling that underlies the current SVT program and proposed Rider 
SBS.  Just as it is appropriate to remove subsidies from sales customers to 
transportation customers, it is important that the different LVT riders operate under the 
same equitable access to storage parameters. 
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(2) Staff 

Staff explains that Rider FST is the Companies’ LVT tariff for smaller 
transportation customers.  It has more flexibility than Rider SST and is monthly 
balanced.  The Companies have proposed to add certain restrictions on to Rider FST to 
keep it in line with their proposals for SBS parameters.  Specifically they have argued 
that the analytical framework that applies to SBS should apply to FST.  They propose to 
incorporate monthly inventory targets and revised CD and OFO parameters. The 
Companies have proposed that Rider FST customers must deliver 27% and 39 % of 
their MDCQ on a CD and OFO Supply Shortage Day. PGL Ex. 14.0, pp. 29-31, NS Ex. 
14.0, p. 30-31. 

Staff states that the Companies allege revisions to unbundle the storage bank in 
Rider SBS are required because the underlying assets that supported partial standby 
under Rider SST are no longer linked to the Rider SBS bank. NS-PGL Ex. 30.0, p. 7.  
However, the same rationale does not apply to Rider FST, whose underlying assets 
have not changed.  Yet the Companies have argued that Rider FST customers should 
also suffer a similar fate to Rider SST by losing as much flexibility as can possibly apply. 
Staff Ex. 18.0, p. 14. 

Stafff notes that the proposed parameters would make Rider FST, Full Standby 
Transportation Service, not full standby, because customers would be required to 
deliver 27% for Peoples Gas and 39% for North Shore of the customer’s MDQ on an 
OFO Supply Shortage Day or a Critical Day Supply Shortage Day.  Staff Ex. 18.0. pp. 
14-15. 

Further, Mr. Sackett pointed out that under the Companies’ base proposal, Rider 
FST customers are billed the same Standby Demand Charge as the current tariff 
provides (the Demand Gas Charge times MDQ) but the benefits from that standby are 
significantly reduced.  The restriction of the ability to withdraw gas on an OFO Supply 
Shortage Day or Critical Day Supply Shortage Day is an inappropriate and 
unprecedented reduction of the standby rights that transportation customers have for 
access to system gas.  It appears that the only purpose for the restrictions is to align the 
rules that Rider FST customers must follow with the rules for the other programs. Staff 
Ex. 18.0. p. 16. 

Staff maintains that the Companies subsequently proposed to reduce the non-
storage portion of the charges to Rider FST customers by 20%. NS-PGL Ex. 46.0. p. 
10.  Mr. Connery believes that the customers will only be restricted on 5% of the days.  
However, this appears to be another inadequate attempt by the Companies to fix a 
significant problem with a token solution.  His estimates of actual constraints ignore the 
fact that those customers’ rights have been reduced by 27% and 39% year-round.  
Thus, the effect will be felt on all days.   

Because these customers and the intervenor that has FST customers (CNE-Gas) 
have not had a chance to rebut the Companies’ surrebuttal testimony proposal to 
reduce certain costs, the effect that this will have on FST customers is not known.  
However, if those customers subscribe to full standby so that they can have full standby 
on a Critical Day, then the value of this service would be fundamentally reduced.  Since 
the Companies are currently providing this full standby service year round the 
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underlying assets have not changed.  Staff recommends that the Commission reject the 
Supply Shortage Day delivery requirement for Rider FST.  

In the alternative, if the Commission determines that it is necessary to turn “Full 
Standby” into something less than its name implies, then a broader reduction in costs is 
warranted.  Staff recommends that the amount that these costs are reduced be equal to 
the amount that those customers are required to deliver for each utility. 

(3) IIEC/CNEG 

IIEC/CNEG point out the Companies will continue to offer Rider FST under their 
unbundling proposal, with certain changes to be reflected in a transitional rider, Rider 
FST-T, and other changes in Rider FST to be effective August 1, 2012. (NS Grace Ex. 
12.0 at 36:816-818). The Companies believe, without any apparent operational 
justification that IIEC/CNEG can discern, the proposed revisions for Rider FST better 
align the operations of the full standby service with the Companies’ assets and align 
where practical with the proposed Rider SBS.  

IIEC/CNEG opine the modifications to Rider FST will result in a reduction in 
service to Rider FST customers. Currently Rider FST customers are not required to 
deliver gas on Critical and OFO supply shortage days since the service they subscribe 
to and pay for provides full standby service.  (CNEG Kawczynski Ex. 2.0 at 17:343-345). 
Under the proposed changes to this Rider, customers or their supplier will be required to 
deliver at minimum 27% (Peoples) and 39% (N. Shore) of their MDQ on Critical and 
OFO supply shortage days. (PGL Grace Ex. 12.0 at 40:888-889; NS Grace Ex. 12.0 at 
37:831-832). These customers will no longer be receiving full backup service, even 
though the Companies will still recover the same costs as if they were providing full 
backup service. (CNEG Kawczynski 2.0 at 17:347-350). This results in a reduction in 
service without an associated reduction in cost for that same service. Further, while the 
27% and 39% MDQ delivery requirement is enforced on Critical and OFO supply 
shortage days, this change also affects the customer on non-critical days as well. 
Customers or their supplier will have to plan to make the deliveries in the event the 
utility decides to declare a Critical Day or OFO supply shortage day. (CNEG 
Kawczynski Ex. 1.0 17:351-356).   

IIEC/CNEG conclude the Companies have failed to provide sufficient evidence to 
warrant modification of Rider FST in this case. 

(4) Commission Analysis and Conclusion 

The Commission agrees with Staff and IIEC/CNEG and rejects the Supply 
Shortage Day delivery requirement for Rider FST.  The Utilities have argued that the 
analytical framework that applies to SBS should apply to FST and propose to add 
certain restrictions on to Rider FST to keep it in line with their proposals for SBS 
parameters.  In line with our decision regarding Rider SBS/SST, we find that the 
restriction of the ability to withdraw gas on an OFO Supply Shortage Day or Critical Day 
Supply Shortage Day is an inappropriate reduction of the standby rights that 
transportation customers have for access to system gas.   

c) Rider P 
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(1) Utilities 

The Utilities stated that Rider P is available to suppliers who deliver gas to the 
Utilities’ LVT customers.  The Utilities proposed to revise Rider P to address changes to 
Rider FST and proposed Rider SBS.  The changes align the terminology, parameters 
and the operations of the rider with Riders FST and SBS and remove language which 
no longer applies.  NS Ex. 12.0 REV at 38-39; PGL Ex. 12.0 REV at 41. 

(2) IIEC/CNEG 

IIEC/CNEG point out that the Companies’ proposed modifications to Rider P 
correspond with their proposed modifications to Rider FST and the storage limits and 
restrictions that are set forth in proposed Rider SBS.  According to the IIEC/CNEG, to 
the extent that the PGL/NS proposals for unbundled storage are rejected their proposed 
modifications to Rider P are generally unnecessary.  In fact, if the Commission does not 
approve any form of unbundled storage, IIEC/CNEG reason there is no need to make 
modifications to Rider P at all.   

If the Commission on the other hand adopts IIEC/CNEG’s modifications to Rider 
SBS, in their opinion corresponding modifications should be made to Rider P (i.e. 
modifications relating to any limits or restrictions on use of storage).  If the Commission 
adopts Staff witness Sackett’s proposal for unbundling then the Utilities would need only 
to make the conforming changes to Rider P. (Sackett Sept. 1 Tr. at 763). 

Finally, if the Commission adopts the Companies’ proposal for unbundling and 
the associated storage-related changes without making any of the modifications 
proposed by either the IIEC/CNEG and/or Commission Staff witness Sackett, 
IIEC/CNEG say the Commission should authorize super pooling for the purpose of 
determining compliance with the Companies’ storage requirements in order to mitigate 
the adverse impact of the additional storage-related changes on LVT customers. 
Further, super pooling across Riders SBS and FST should be permitted, as under 
current tariffs super pooling across Riders SST and FST is permitted, while super 
pooling across the PGL and NS utilities would not be allowed as is current practice. 

(3) Commission Analysis and Conclusion 

The Commission finds that to the extent that the Utilities’ proposals for unbundled 
storage are rejected their proposed modifications to Rider P are unnecessary.  Their 
proposed modifications to Rider P correspond with their proposed modifications to Rider 
FST and the storage limits and restrictions that are set forth in their proposed Rider 
SBS.  The Commission agrees with IIEC/CNEG and finds that inasmuch as the 
Commission has adopted Staff witness Sackett’s proposal for unbundling, the Utilities 
must make the appropriate conforming changes to Rider P.   

d) Rider SSC 

(1) Utilities 
The Utilities each proposed Rider SSC, Storage Service Charge, to 

accommodate their storage unbundling proposals.  Storage costs are stripped out of the 
revenue requirement so that such costs are recovered separately.  Initial charges would 
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be set when proposed rates take effect.  The Utilities would determine subsequent 
charges in an annual filing.  NS Ex. 12.0 REV at 42-43; PGL Ex. 12.0 REV at 45-46. 

Ms. Grace explained that Rider SSC sets a Storage Banking Charge for 
transportation customers and a Storage Service Charge for sales customers.  The 
Storage Banking Charge applies to transportation customers on each therm of AB or 
MSQ storage capacity, and the Storage Service Charge applies to sales customers on 
each therm of delivered gas.  NS Ex. 12.0 REV at 43-44; PGL Ex. 12.0 REV at 46-47. 

Ms. Grace stated that the Storage Banking Charge recovers the production and 
storage related revenue requirements, excluding the carrying cost of investment in top 
gas storage.  The initial Storage Service Charge would be determined at currently 
subscribed transportation storage levels.  If transportation customers subscribe for 
capacity in excess of the currently subscribed levels, the charge to sales customers 
would decrease, and vice versa.  As the carrying cost of top gas in storage is not 
included in the Storage Banking Charge, a separately billed storage credit is not 
necessary as it is currently provided.  NS Ex. 12.0 REV at 44; PGL Ex. 12.0 REV at 
47-48. 

In response to intervenors, Ms. Grace explained that proposed Rider SSC 
provides for cost recovery of on-system storage costs and ensures cost recovery for 
unsubscribed storage.  In other words, Rider SSC is only the storage cost recovery 
component of the Utilities’ unbundling proposal.  It is not the Utilities’ overall unbundling 
proposal.  The Utilities argue that the intervenors’ criticisms about the unbundling 
proposal did not pertain to the cost recovery mechanism.  NS-PGL Ex. 28.0 at 17. 

(2) Staff 

Staff notes that Ms. Grace proposes to recover the underground storage costs 
from sales customers under a new Rider Storage Service Charge using a new charge 
called the Storage Service Charge - PGL Ex. 12.0, pp. 46, NS Ex. 12.0, p. 42 - and she 
proposes to recover underground storage costs from transportation customers under 
Rider SSC using the Storage Banking Service (“SBS”) charge. PGL Ex. 12.0, pp. 46, 
NS Ex. 12.0, pp. 46-47. 

Staff witness Sackett recommends that this rider be approved. Staff Ex. 9.0, p. 
29. 

(3) IIEC/CNEG 

IIEC/CNEG say the PGL/NS proposed Rider SSC, Storage Service Charge, 
unbundles and recovers base rate storage costs from Sales and Transportation 
customers through a Rider rather than through base rate delivery charges. (NS Grace 
Ex. 12.0 at 42:951-955).  The Companies believe Rider SSC addresses intervenor 
issues by both unbundling the base rate cost of storage from standby service, and 
recovering the cost of any unsubscribed storage. (Id. at 43:965-968). However, 
according to IIEC/CNEG, the Companies are disingenuous. While Rider SSC does 
propose to unbundle the cost of storage and standby service and provides a means for 
the PGL/NS to recover the cost of unsubscribed storage, the Companies do not stop 
there. The storage proposal creates Rider SBS, eliminates Rider SST and modifies 
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Rider FST, reaching far beyond unbundling storage service from standby service and is 
out of touch with what the Commission recommended in the previous rate case. 
(Peoples 2007, Order, February 5, 2008, at 276; CNEG Kawczynski Ex. 1.0 at 8:166-
178; Staff Sackett 9.0 15-16:327-341). IIEC/CNEG reason the Companies, in 
conjunction with unbundling in this proceeding, propose storage changes that are 
similar to those proposed in earlier proceedings, proceedings in which unbundling was 
not proposed. IIEC/CNEG state that clearly these additional storage changes are not a 
requirement of storage unbundling. 

IIEC/CNEG suggest the Companies consider Rider SSC to be the storage cost 
recovery component of the Utilities’ unbundling proposal. (NS-PGL Grace Ex. 28.0 at 
17:364-365). However Rider SSC cannot be looked at in a vacuum. Despite Ms. 
Grace’s contention otherwise, Rider SSC is part of the Companies’ overarching storage 
proposal and must be looked at in tandem with Rider SBS, the elimination of Rider SST 
and the modification of Rider FST according to IIEC. (Id. at 17:365-367).  

IIEC/CNEG continue to recommend the rejection of Rider SBS, without Rider 
SBS then Rider SSC is unnecessary.  However if the Commission determines Rider 
SBS should be adopted with the critical changes recommended by IIEC/CNEG or if the 
Commission adopts the position of Staff witness Sackett, Rider SSC would be 
necessary to unbundle and recover the base rate storage costs from Sales 
Transportation customers. 

(4) Commission Analysis and Conclusion 

The Commission has adopted the position of Staff witness Sackett in regard to 
Rider SBS.  The Utilities, Staff and IIEC/CNEG each recognize that Rider SSC should 
be adopted if Rider SBS has also been adopted inasmuch as Rider SSC would be 
necessary to unbundle and recover the base rate storage costs from Sales 
Transportation customers.  The Commission hereby adopts Rider SSC.   

e) Transition Riders 

(1) Utilities 
The Utilities proposed that Rider SBS be effective on August 1, 2012, to allow 

Rider SST customers time to transition from their current service to Rider SBS.  This 
would also allow the Utilities time to develop and implement the technical programming 
that would be needed to integrate the new service into their nomination and billing 
systems.  This implementation date would provide additional time to fully develop the 
appropriate supporting processes and to effectively educate customers, suppliers and 
employees about the new service.  NS Ex. 12.0 REV at 34-35; PGL Ex. 12.0 REV at 
37-38.   

Rider SST would remain in effect until Rider SBS becomes effective.  Until then, 
the rider would operate as it does today with a few exceptions and clarifications that 
Utilities witness Ms. Grace described in detail and that are set forth in proposed Rider 
SST.  NS Ex. 12.0 REV at 35-36; PGL Ex. 12.0 REV at 38-39. 

The revised Rider FST would take effect August 1, 2012, and, until then, a 
transition rider, Rider FST-T would be in effect.  Proposed Rider FST-T would be similar 
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to current Rider FST but with a few exceptions similar to the transitional version of 
Rider SST.  NS Ex. 12.0 REV at 37-38; PGL Ex. 12.0 REV at 40-41. 

Rider P-T provides interim pooling service for suppliers who deliver gas to 
Riders SST and FST-T customers, until both terminate on July 31, 2012.  Language in 
Rider P-T has also been revised to align it with the changes proposed for Riders SST 
and FST-T.  NS Ex. 12.0 REV at 39; PGL Ex. 12.0 REV at 42. 

The Utilities stated that the transition riders are necessary to effectuate a smooth 
transition to the new services.  Even if the Commission does not adopt the Utilities’ 
proposal in full, a transition period is appropriate and consistent with how the Utilities 
have previously implemented changes to their LVT program.  See e.g., Peoples 2009, 
p. 231. 

The Utilities note that the Staff’s and intervenors’ issues with the unbundling 
proposal did not include specific proposed changes to the transition riders. 

(2) IIEC/CNEG 

IIEC/CNEG note that PGL/NS have proposed transition riders for the 
implementation of their unbundled storage proposals. To the extent the unbundled 
storage proposals as presented by the Companies are rejected transition riders are not 
needed.  According to IIEC/CNEG, if the IIEC/CNEG modifications to the Companies 
unbundled storage proposals are adopted there is no need for transitional riders 
because they do not represent a radical change to current storage requirements.  If 
Staff Witness Sackett’s proposals for unbundled storage services are adopted there is 
no need for transition riders since that proposal likewise does not represent a radical 
change to current storage requirements.   

(3) Commission Analysis and Conclusion 

EXCEPTION NO. 26 

The Commission does not agree with the Companies that the proposed transition 
period to August 1, 2012, is needed, but a transition period is appropriate for the 
Companies, customers and suppliers to have time to select new storage quantities and 
adjust for services that no longer include standby service.  The Companies’ existing 
annual contract rollover process, with a May 1 date, is a reasonable date to effectuate 
the changes.  Accordingly, the Commission approves as reasonable a transition through 
May 1, 2012, and the proposed transition riders shall remain in effect through April 30, 
2012, with any changes needed to comply with this Order.   The Commission agrees 
with IIEC/CNEG in that the adoption of Staff Witness Sackett’s proposals for unbundled 
storage services negates the need for transition riders.  Staff’s proposals do not cause 
the change to current storage requirements that would require such transition riders. 

E. Small Volume Transportation Program (Choices for YouSM or “CFY”) 

1. Aggregation Charge 

a) Utilities 



11-0280/11/0281 (cons.) 

245 
 

The Utilities explain that Rider AGG Aggregation Charge is a monthly charge 
($200 per pool) plus a charge for each account in the pool.  The Rider AGG 
Aggregation Charge applies to alternative gas suppliers and not customers.  NS Ex. 
12.1 at 82; PGL Ex. 12.1 at 82.  Utilities witness Ms. Grace stated that this is consistent 
with cost causation principles.  It is clear that GTS’ current services and the proposed 
new storage subscription process have been and would be provided to transportation 
customers and suppliers.  Accordingly, it is clear who is causing the costs that have 
been or would be incurred.  For these reasons, the Utilities proposed that the 
administrative charges for their Riders AGG, FST, FST-T, SST, and P continue to be 
assessed to transportation customers and suppliers who take service under the 
transportation riders.  NS Ex. 12.0 REV at 24; PGL Ex. 12.0 REV at 26-27. 

The Utilities recommend that IGS witness Mr. Parisi’s proposal to allocate SVT 
administrative costs to all eligible customers should be rejected, and note that his 
contention that the Utilities are improperly recovering certain costs from SVT suppliers 
is incorrect.   

The Utilities stated that the costs underlying the SVT program are specifically 
associated with providing services to the suppliers and customers who participate in 
that program.  As sales customers do not cause the costs that are incurred by the GTS 
department and related IT costs, they should not be assessed any of the costs.  NS-
PGL Ex. 28.0 at 41.  Ms. Grace stated that Mr. Parisi’s attempt to compare the Utilities’ 
call center costs, recovered from all customers, with GTS costs recovered from SVT 
suppliers (IGS Ex. 1.0 at 34) is flawed.  She stated that sales customers do not call GTS 
for service and do not pay GTS costs.  Suppliers do call GTS (see IGS Ex. 1.0 at 35), 
and suppliers pay the costs associated with the services that GTS provides to suppliers.  
In contrast, both sales customers and transportation customers may call the call center, 
which serves all customers.  Cost causation principles properly result in GTS costs 
associated with the SVT program being recovered from SVT suppliers and costs such 
as Call Center costs being recovered from all customers who may use that service.  
NS-PGL Ex. 28.0 at 41.  Sales customers pay these administrative costs for the 
services they receive through their service classification base rate charges.  Suppliers 
are not customers under a service classification and, thus, do not pay the administrative 
costs for the types of services they do not receive.  

Ms. Grace also stated that IGS witness Mr. Parisi is incorrect that SVT customers 
are paying twice for certain costs.  Although SVT customers buy their gas from 
alternative suppliers, the Utilities continue to provide delivery service and storage and 
balancing services so that the transportation programs can exist.  As examples, Ms. 
Grace cited functions associated with initiating service to a customer (such as the credit 
review related to deposit requirements) and terminating service, which apply to all 
customers; credit reporting applies to all customers because customers owe the Utilities 
for delivery service charges and those amounts may become uncollectible expenses; 
and gas supply personnel provide support for securing and managing the services and 
assets that underlie storage and balancing services.  NS-PGL Ex. 28.0 at 42. 

b) Staff 



11-0280/11/0281 (cons.) 

246 
 

Staff notes that IGS witness Parisi recommended that Small Volume 
Transportation administrative costs should be recovered from all customers eligible for 
CFY. IGS Ex. 1.0, p. 31.  Staff witness Sackett countered that the costs for these 
programs, while over-budgeted, have been and continue to be for costs exclusive to 
transportation programs.  Staff believes that there is no reason for sales customers to 
bear any portion of this cost. 

Mr. Parisi claims that in the workshop process ordered by the Commission, the 
Companies refused consensus. IGS Ex. 1.0, p. 33.  However, the Companies were not 
required to agree with the SVT, rather they were to implement certain operational 
parameters upon which there was consensus.  Staff does not agree with the SVT 
suppliers on this issue and Staff has not supported this issue in the past rate case. 

Mr. Parisi argues further that since the Commission views Nicor Gas’ SVT 
Customer Select as more successful than CFY, the Utilities should follow Nicor’s 
program design. IGS Ex. 1.0, p. 33.  However, the directive to model the Companies’ 
SVT programs after Nicor’s was specifically directed at the operational parameters, 
Order,  Peoples 2009 at 253-254, which the Companies embraced. Staff Ex. 9.0., p. 15. 

c) IGS 

IGS argues that the Aggregation Charge, also referred to as the Choices For You 
administrative charge, is simply not charged consistently with cost causation principles.  
(See IGS Initial Brief at 16-17.)  IGS argues that all customers who are eligible for 
Choices For You benefit from Choices For You, so all customers should be charged for 
the program -- consistently with how generally applicable administrative fees are 
charged.  (See IGS Initial Brief at 17.)  Thus, charging Choices For You administrative 
fees to all eligible customers, IGS notes, would be consistent with cost causation 
principles.  (See IGS Initial Brief at 17-22.)  IGS continues that, if the Commission does 
not charge Choices For You fees to all eligible customers, then the Companies should 
have to perform detailed cost causation analysis for the GTS department, and 
simultaneously develop a credit for generally applicable administrative fees for all costs 
that Choices For You customers do not cause.  (See Id.) 

IGS presents substantial evidence that the Choices For You administrative fees 
should be paid for by all eligible customers.  IGS essentially cites three reasons for the 
Commission to approve this move: (1) the Commission approved collection of similar 
fees from all eligible customers in Nicor’s last rate case and directed the Companies to 
address that approach in workshops; (2) IGS has developed evidence in this 
proceeding that all customers benefit from availability of Choices For You; and (3) the 
Commission approves recovery from all customers of other programs where all 
customers benefit, even though not all customers use it.  (See, e.g., IGS Initial Brief at 
17-22.)  With regard to Nicor’s last rate case, IGS notes that the Commission approved 
a system where Nicor Gas’s administrative fees for the small volume choice program 
were recovered from all eligible customers.  (See IGS Initial Brief at 18 (citing ICC 
Docket No. 08-0363, Final Order dated March 25, 2009 at 128.)  IGS notes that in the 
Companies’ last rate case, the Commission mandated the Companies to address 
implementing the Nicor Gas model for collecting Choices For You administrative fees in 
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a workshop process, although the Companies have nevertheless maintained the status 
quo.  (See IGS Initial Brief at 18-19.)   

IGS also notes that it developed evidence that all eligible customers benefit from 
Choices For You, including sales customers.  IGS in particular points to a cross 
examination exchange with the Companies’ witness Mr. McKendry in which Mr. 
McKendry admitted that sales customers benefit from the ongoing operation of Choices 
For You because those sales customers have the ability to switch to a competitive 
supplier at any time.  (See IGS Initial Brief at 19-20 (quoting transcript).)  IGS argues 
that Mr. McKendry’s admission confirms the conclusions of IGS expert witness Mr. 
Parisi, who testified to the benefits that the ongoing operation of Choices For You brings 
to all eligible customers.  (See, e.g. IGS Initial Brief at 19.)   

IGS further proffered evidence that the converse is true as well: charging 
Choices For You fees to only Choices For You customers amounts to a switching fee; 
removing such a fee, IGS argues, would advance the Commission policy favoring 
competition.  (See IGS Initial Brief at 20.)  IGS acknowledges that the Companies and 
Staff do not agree that Choices For You benefits all customers, but IGS contends that 
neither Staff nor the Companies rebutted the evidence marshaled by IGS.  (See, e.g., 
IGS Initial Brief at 21-22.) 

IGS also presented evidence that the Companies have requested -- and the 
Commission has approved -- recovery of certain costs from all eligible customers even 
though only a subset of customers actually use the service.  (See IGS Initial Brief at 20-
21.)  IGS points out that the Companies themselves argued in their 2007 rate case that, 
for energy efficiency programs, all customers should be charged even though not all 
customers availed themselves of the program.  (See IGS Initial Brief at 20-21.)  IGS 
notes the Commission agreed over Staff’s objection.  (See Id. at 21.)  IGS registers its 
agreement with the Companies’ position from the 2007 rate, and notes that the 
Companies also charge for the call center in a similar manner.  (See Id. at 21.)  

IGS concludes that because all customers benefit and the Commission has 
approved the approach for administrative fees (and other programs), the Companies 
should be compelled to collect CFY administrative fees from all eligible customers.  
(See, e.g. IGS Initial Brief at 22.)  IGS notes that this fits in as a part of a larger issue: in 
order to fix market imbalances caused by inconsistent methodologies for charging 
generally applicable administrative fees and Choices For You administrative fees, the 
Commission should take the initial step of charging both sets of fees consistently, i.e. to 
all eligible customers.  (See, e.g. IGS Initial Brief at 4, 11.)   

However, if the Commission rejects IGS’s suggestion to charge CFY 
administrative fees to all eligible customers, IGS recommends that the Commission 
force the Companies to undertake a detailed cost-causation analysis.  (See IGS Initial 
Brief at 22.)  IGS notes that the record is currently inadequate to properly assign costs 
to their causers.  (See IGS Initial Brief at 22-23.)  In addition to the problems IGS 
identified in Section XI.C, IGS highlights the Companies’ failure to properly allocate 
costs for the Gas Transportation Services department.  (See IGS Initial Brief at 23-25.)  
IGS argues that the sole allocator the Companies present is based on estimated labor, 
and does not account for capital costs, non-labor direct O&M costs, or indirect O&M 
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costs.  (See IGS Initial Brief at 23-24.)  IGS argues that the Companies did not justify 
their failure to allocate these additional costs -- which the Companies acknowledge are 
recovered through Choices For You administrative fees.  (See Id. at 24.) 

IGS notes that a key component of its recommendation is that both large volume 
transportation and CFY customers are treated the same, so no new subsidies from 
inconsistent treatment are created.  (See IGS Initial Brief at 11.) 

d) Commission Analysis and Conclusion 

The Commission agrees with Staff and the Utilities and finds that IGS’s 
recommendation will not be adopted inasmuch as sales customers do not cause the 
costs that are incurred by the GTS department and related IT costs and therefore they 
should not be assessed any of the costs.  There is no reason for sales customers to 
bear any portion of this cost.  We further find no need to mandate the Utilities to 
undertake a detailed cost-causation analysis.   

2. Purchase of Receivables (withdrawn) 

a) Utilities 

IGS witness Mr. Parisi recommended that the Utilities implement a purchase of 
receivables program.  Parisi Dir., IGS Ex. 1.0 at 6-30.  The Utilities opposed the 
proposal.  NS-PGL Ex. 17.0 at 22-25; NS-PGL Ex. 31.0 at 4-6.  Staff witness Dr. 
Rearden opposed the proposal.  Staff Ex. 19.0 at 2-3.  Mr. Parisi withdrew his proposal.  
IGS Ex. 2.0 at 4-14.  The proposal has been withdrawn and there is no issue for the 
Commission to decide.   

b) Staff 

Staff explains that IGS, through its witness Mr. Parisi, proposed that the 
Commission order the Utilities to begin a Purchase of Receivable (“POR”) program for 
CFY suppliers.  In a POR program, the retail seller sells its receivables, the bills that its 
customers need to pay, to the utility at a discount.  In return, the utility retains the entire 
amount collected from the bills.  Staff opposed the proposal, and, while it recognizes 
that IGS withdrew its proposal, it would nevertheless like to point out a few things to 
complete the record.  Staff Ex. 19.0, pp. 2-3.  

Mr. Parisi claimed that a POR will lower the overall costs that ratepayers incur.  
IGS Ex. 1.0, pp. 16-17. However, he provided no empirical support to bolster his claims 
concerning lower prices and decreased collections costs.  Staff recommended that the 
Commission not implement a POR program for the Utilities.  Staff Ex. 19.0, pp. 2-3.  
First, there is a chance that total costs may increase if the total amount of ARGSs 
charges is greater than the comparable utility gas charges. Second, under the recently 
amended Section 5/19-130, the Commission’s Office of Retail Market Development 
(“ORMD”) must compile a report that investigates the state of retail gas competition in 
Illinois, including the barriers to development of competition and any other relevant 
information. In compiling this report, the ORMD must “gather input from all interested 
parties[.]”  PUA Section 5/19-130, Public Act 097-0223.  This presents a better 
opportunity for ARGSs and other parties to advance proposals to further the 
development of competition in the retail gas markets.  Id. pp. 3-5. 
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c) IGS 

IGS notes that, in his Direct Testimony, IGS expert witness Mr. Parisi 
recommended that the Companies implement a Purchase of Receivables program in 
the present dockets as a remedy for the Companies’ unequal treatment of sales 
customers and Choices For You customers.  (See IGS Initial Brief at 25.)  However, as 
IGS points out, in his Rebuttal Testimony, IGS witness Mr. Parisi withdrew that 
recommendation.  (See IGS Initial Brief at 25.)  IGS observes that the issue of Purchase 
of Receivables is no longer before the Commission as an open issue, and instead IGS 
urges the Commission to pay special attention to inequities in the administrative fees 
facing Choices For You customers.  (See Id. at 26.) 

d) Commission Analysis and Conclusion 

As the parties mention above, this proposal has been withdrawn.  There is no 
issue for the Commission to decide.   

XII. Findings and Ordering Paragraphs 

The Commission, having considered the entire record herein and being fully 
advised in the premises, is of the opinion and finds that:  

(1) Peoples Gas is an Illinois corporation engaged in the transportation, 
purchase, storage, distribution and sale of natural gas to the public in 
Illinois and is a public utility as defined in Section 3-105 of the Act; 

(2) North Shore is an Illinois corporation engaged in the transportation, 
purchase, storage, distribution and sale of natural gas to the public in 
Illinois and is a public utility as defined in Section 3-105 of the Act; 

(3) the Commission has jurisdiction over the parties and the subject matter 
herein;  

(4) the recitals of fact and conclusions of law reached in the prefatory portion 
of this Order are supported by the evidence of record, and are hereby 
adopted as findings of fact and conclusions of law; the Appendices 
attached hereto provide supporting calculations;  

(5) the test year for the determination of the rates herein is found to be just 
and reasonable should be the 12 months ending December 31, 2012; 
such test year is appropriate for purposes of this proceeding;  

(6) the $411,643,000 original cost of plant for North Shore at December 31, 
2009, and the $2,667,949,000 original cost of plant for Peoples Gas at 
December 31, 2009, reflected on each Utility’s Schedule B-5, Page 1 of 2, 
are unconditionally approved as the original costs of plant; 

EXCEPTION NO. 29 CONT’D 
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(7) for the test year ending December 31, 2012, and for the purposes of this 
proceeding, Peoples Gas’ original cost rate base with adjustments is 
$1,442,164,000$1,472,853,000. 

EXCEPTION NO. 29 CONT’D 

(8) for the test year ending December 31, 2012, and for the purposes of this 
proceeding, North Shore’s original cost rate base with adjustments is 
$194,252,000$192,562,000; 

EXCEPTION NO. 4 CONT’D 

(9) a just and reasonable return which Peoples Gas should be allowed to earn 
on its net original cost rate base is 6.62 8.09%; this rate of return 
incorporates a return on common equity of 8.85 10.85% and costs of short 
term debt 2.62 % long-term debt of 4.62 4.57%, with a just and reasonable 
capital structure of 2.6% short term debt, 48.4 44.0% long term debt, and 
49 56.0% common equity;    

EXCEPTION NO. 4 CONT’D 

(10) a just and reasonable return which North Shore should be allowed to earn 
on its net original cost rate base is 7.13 8.50%; this rate of return 
incorporates a return on common equity of 8.85 10.85% and costs of short 
term debt of 3.9%, long-term debt of 5.51%, with a just and reasonable 
capital structure of 46.1 44.0% long term debt, and 50 56.0% common 
equity;  

EXCEPTION NO. 30 CONT’D 

(11) Peoples Gas’ rate of return set forth in Finding (9) results in approved 
base rate net operating income of $95,472,000$119,449,000;  

EXCEPTION NO. 30 CONT’D 

(12) North Shore’s rate of return set forth in Finding (10) results in approved 
base rate net operating income of $13,850,000$16,368,000;  

(13) Pursuant to Section 9-229 of the Act, the Commission has specifically 
assessed the amounts expended by the Utilities to compensate attorneys 
and experts to prepare and litigate this general rate case filing and finds 
those amounts as adjusted by Staff to be just and reasonable;   

(14) Peoples Gas’ rates, which are presently in effect, are insufficient to 
generate the operating income necessary to permit Peoples Gas the 
opportunity to earn a fair and reasonable return on net original cost rate 
base; these rates should be permanently canceled and annulled;  
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(15) North Shore’s rates, which are presently in effect, are insufficient to 
generate the operating income necessary to permit North Shore the 
opportunity to earn a fair and reasonable return on net original cost rate 
base; these rates should be permanently canceled and annulled;  

(16) the specific rates proposed by Peoples Gas in its initial filing do not reflect 
various determinations made in this Order regarding revenue requirement, 
cost of service allocations, and rate design; Peoples Gas’ proposed rates 
should be permanently canceled and annulled consistent with the findings 
herein;  

(17) the specific rates proposed by North Shore in its initial filing do not reflect 
various determinations made in this Order regarding revenue requirement, 
cost of service allocations, and rate design; North Shore’s proposed rates 
should be permanently canceled and annulled consistent with the findings 
herein;  

EXCEPTION NO. 28 CONT’D 

(18) Peoples Gas should be authorized to place into effect tariff sheets 
designed to produce annual revenues of $566,474,000$601,055,000, plus 
Other Revenues of $18,934,000including base rate and rider and other 
revenues other than PGA and coal tar revenues, which represents a gross 
increase of $59,095,000 (which figures include base rate revenues and a 
base rate revenue increase of $547,534,000 and $57,407,000, 
respectively); such revenues will provide Peoples Gas with an opportunity 
to earn the rate of return set forth in Finding (9) above; based on the 
record in this proceeding, this return is just and reasonable;  

EXCEPTION NO. 27 CONT’D 

(19) North Shore should be authorized to place into effect tariff sheets 
designed to produce annual base rate revenues of 
$782,590,000$83,384,000, plus Other Revenues of $1,690,000including 
base rate and rider and other revenues other than PGA and coal tar 
revenues, which represent a gross increase of $1,532,000 (which figures 
include base rate revenues and a base rate revenue increase of 
$76,568,000 and $1,691,000, respectively); such revenues will provide 
North Shore with an opportunity to earn the rate of return set forth in 
Finding (10) above; based on the record in this proceeding, this return is 
just and reasonable;  

EXCEPTION NO. 19 CONT’D 

(20) the determinations regarding cost of service and rate design contained in 
Section X of this Order concerning the residential customer charge and 
block charges shall be implemented by North Shore and Peoples Gas;  
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EXCEPTION NO. 16 CONT’D 

(21) as permitted and required in this Order, North Shore and Peoples Gas 
shall file Rider VBA, as a permanent rider, with such changes as are 
approved in this Order continuing as a -pilot rider, and the percentage of 
fixed costs for purposes of computations under Rider VBA shall be 100% 
for each of North Shore and Peoples Gas; 

Alternative 1  

as permitted and required in this Order, North Shore and Peoples Gas 
shall terminate file Rider VBA, subject to any required reconciliations with 
such changes as are approved in this Order continuing as a -pilot rider, 
and the percentage of fixed costs for purposes of computations under 
Rider VBA shall be 100% for each of North Shore and Peoples Gas 

(22) as permitted and required in this Order, North Shore and Peoples Gas 
shall file and implement Riders UEA and UEA-GC with the inclusion of the 
recommended language changes proposed by North Shore and Peoples 
Gas; 

EXCEPTION NO. 20 CONT’D 

(23) North Shore and Peoples Gas shall evaluate the feasibility of uniform 
service classification numbering and address this in their next rate cases 
and present a proposal for bifurcating the residential customer class into 
heating and non-heating classification; 

Alternative 1 

North Shore and Peoples Gas shall evaluate the feasibility of uniform 
service classification numbering and address this in their next rate cases 
and present a proposal for distinguishing between low and high usage 
S.C. No. 1 customers bifurcating the residential customer class into 
heating and non-heating classification; 

(24) as permitted and required in this Order, North Shore and Peoples Gas 
shall revise their large volume transportation program tariffs to implement 
the storage unbundling proposals approved above, including Rider SSC; 
and 

(25) new tariff sheets authorized to be filed by this order should reflect an 
effective date consistent with the requirements of Section 9-201(b) as 
amended. 

IT IS THEREFORE ORDERED by the Illinois Commerce Commission that the 
tariff sheets presently in effect of The Peoples Gas Light and Coke Company and North 
Shore Gas Company that are the subject of this proceeding are hereby permanently 
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canceled and annulled, effective at such time as the new tariff sheets approved herein 
become effective by virtue of this Order.  

IT IS FURTHER ORDERED that the proposed tariffs seeking a general rate 
increase, filed by The Peoples Gas Light and Coke Company and North Shore Gas 
Company on February 15, 2011, are permanently canceled and annulled.  

IT IS FURTHER ORDERED that the $411,643,000 original cost of plant for North 
Shore at December 31, 2009, and the $2,667,949,000 original cost of plant for Peoples 
Gas at December 31, 2009, reflected on each Utility’s Schedule B-5, Page 1 of 2, are 
unconditionally approved as the original costs of plant. 

 IT IS FURTHER ORDERED that The Peoples Gas Light and Coke Company and 
North Shore Gas Company are authorized to file new tariff sheets with supporting 
workpapers in accordance with Findings 17 and 18 of this Order, applicable to service 
furnished on and after the effective date of said tariff sheets, which date shall be no later 
than the earlier of four business days after said sheets are filed or January 16, 2012.  

EXCEPTION NO. 16 CONT’D 

 IT IS FURTHER ORDERED that North Shore and Peoples Gas shall adopt and 
implement Rider VBA on a permanent continued pilot basis with the inclusion of the 
recommended language changes proposed by North Shore and Peoples Gas and with 
the percentage of fixed costs at 100%. 

Alternative 1 

IT IS FURTHER ORDERED that North Shore and Peoples Gas shall adopt and 
implement terminate Rider VBA, subject to any required reconciliations. on a continued 
pilot basis with the inclusion of the recommended language changes proposed by North 
Shore and Peoples Gas and with the percentage of fixed costs at 100%. 

 IT IS FURTHER ORDERED that North Shore and Peoples Gas shall adopt and 
implement Riders UEA and UEA-GC with the inclusion of the recommended language 
changes proposed by North Shore and Peoples Gas. 

EXCEPTION NO. 20 CONT’D 

 IT IS FURTHER ORDERED that North Shore and Peoples Gas shall evaluate 
the feasibility of uniform service classification numbering and address the bifurcation of 
the residential class into heating and non-heating classification in their next rate cases. 

Alternative 1 

IT IS FURTHER ORDERED that North Shore and Peoples Gas shall evaluate 
the feasibility of uniform service classification numbering and address distinguishing 
between low and high usage S.C. No. 1 customers the bifurcation of the residential 
class into heating and non-heating classification in their next rate cases. 

 IT IS FURTHER ORDERED that North Shore and Peoples Gas shall revise their 
large volume transportation program tariffs to implement the storage unbundling 
proposals approved above, including Rider SSC. 
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 IT IS FURTHER ORDERED that any motions, petitions, objections, and other 
matters in this proceeding which remain unresolved are disposed of consistent with the 
conclusions herein.  

IT IS FURTHER ORDERED that, subject to the provisions of Section 10-113 of 
the Public Utilities Act and 83 Ill. Adm. Code 200.880, this Order is final; it is not subject 
to the Administrative Review Law. 

 

DATED:        November 3, 2011 
BRIEFS ON EXCEPTIONS DUE:     November 17, 2011 
REPLY BRIEFS ON EXCEPTIONS DUE:   November 30, 2011 
 

Terrance A. Hilliard 
Douglas E.Kimbrel   
Administrative Law Judges 


