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STATE OF ILLINOIS 
ILLINOIS COMMERCE COMMISSION 

 
NORTH SHORE GAS COMPANY 
 
Proposed general increase in rates for gas service.  
 
THE PEOPLES GAS LIGHT AND COKE COMPANY 
 
Proposed general increase in rates for gas service.  
 

 
: 
: 
: 
: 
: 
: 
: 
 

 
No. 11-0280 
 
(Cons.) 
 
No. 11-0281 
 

REPLY BRIEF ON EXCEPTIONS OF NORTH SHORE GAS COMPANY 
AND THE PEOPLES GAS LIGHT AND COKE COMPANY 

North Shore Gas Company (“North Shore”) and The Peoples Gas Light and Coke 

Company (“Peoples Gas”) (the “Utilities”), by counsel, submit this Reply Brief on Exceptions. 

INTRODUCTION AND SUMMARY 

Some of Staff’s and intervenors’ Exceptions have merit.  Most do not.  Their Exceptions, 

especially GCI’s, predominantly rest on arbitrary concepts; flawed analyses; underwhelming, 

debunked, and refuted evidence (or no evidence at all); and/or misreading the law.1  GCI, in 

particular, urges the Commission to make major mistakes that are not consistent with the facts or 

the law, and that would harm customers and the Utilities and their investors.   

Capital Costs.  Emboldened by the Proposed Order’s adoption of Staff’s sub-9% return 

on common equity (“ROE”), GCI urges an even more punitive 7.09% based on its witness’ 

downward adjustments to the Utilities’ capital asset pricing model (“CAPM”).  GCI’s position is 

curious, as its witness testified that the Utilities’ ROEs should be based on the discounted cash 

flow (“DCF”) model, from which he calculated an 8.94% ROE.  GCI’s 7.09% ROE fits an 

anti-utility / anti-investor agenda, but that does not mean it is correct, or good for customers.  To 

                                                 
1  For example, GCI, for the second time, complains that the Utilities’ rate case expenses supposedly include 
$538,894 billed by a particular Stafflogix consultant, even though the Utilities previously corrected GCI by pointing 
out that the real figure for what is included is $836.  Brief on Exceptions of the Peoples of the State of Illinois (“AG 
BOE”) at 21; Initial Brief of [the AG] (“AG Init. Br.”), at 29; Post-Hearing Reply Brief of [the Utilities] (“NS-PGL 
Rep. Br.”) at 42 (citing NS-PGL Exhibit (“Ex.”) 39.9 at Bates number PGL 0011292). 
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the contrary, GCI’s ROE proposal, like Staff’s proposed 8.75% ROE and weakened capital 

structures, is incorrect and would harm customers by damaging the Utilities’ financial integrity, 

threatening their credit ratings and increasing their capital costs, all to the detriment of 

customers.  GCI’s request that the Commission to hack another 166 basis points off the 

Staff/Proposed Order ROE is astonishingly extreme on its face, and even more so given that 

8.75% is lower than any ROE this Commission has set for any gas utility in at least the last 

40 years and, with one outlier exception, lower than any ROE any state utility commission has 

set for any gas or electric utility in the last 20 years. 

The Utilities are not saying that their proposed 10.85% ROE is the only reasonable ROE 

that could be authorized based on the evidence in these Dockets.  The Utilities are saying, 

however, that constitutional law and this Commission’s policies and practices require a 

reasonable ROE that is representative of the Utilities’ market cost of equity during the 2012 test 

year.  By this or any other rational standard, including the Utilities’ authorized ROEs from less 

than two years ago (10.23% for Peoples Gas and 10.33% for North Shore), the GCI and 

Staff/Proposed Order ROEs are profoundly unreasonable.  In the spirit of compromise, the 

Utilities offer no less than five alternative ROEs – three presented in the Utilities’ initial BOE 

and two offered in response to GCI’s embrace of the CAPM – that are based on the mathematical 

models and evidence in the record that would constitute reasonable and representative estimates 

of the Utilities’ market cost of equity in 2012.  These five alternatives, which range from 10.24% 

to 9.61%, are described below and language is provided for each. 

Rider VBA.  GCI urges that the pilot decoupling rider, Rider VBA, be terminated, 

contrary to the Proposed Order’s recommendation that the rider continue as a pilot, and to the 

Utilities’ and Staff’s position that Rider VBA is proven and should be made permanent.  GCI 
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told the Commission in the Utilities’ 2007 rate cases that Rider VBA would be one-sided in 

favor of the Utilities, while it also presented its stock anti-rider legal arguments.  Now that the 

rider has resulted in adjustments that have credited a net $22.9 million to Peoples Gas customers 

and a net $4.7 million to North Shore customers, GCI essentially is reduced to urging its stock 

anti-rider arguments, except they have been supplemented by GCI’s misapplication of two recent 

Appellate Court opinions and inapt citations to the Public Utilities Act. 

In opposing Rider VBA, GCI now argues as follows regarding Section 8-401 of the 

Public Utilities Act (the “Act”), 220 ILCS 5/8-401: 

[Rider VBA] is also contrary to the mandate in Section [8-401] of the Act, 
which requires utilities to provide “service and facilities which are in all respects 
adequate, efficient, reliable and environmentally safe and which, consistent with 
these obligations, constitute the least-cost means of meeting the utility’s service 
obligations.” 220 ILCS 5/8-401.  Requiring ratepayers to pay higher than 
necessary rates when usage declines – primarily because the weather happens to 
be warmer than normal – is inconsistent with this legislative directive.  

AG BOE at 37 (emphasis in original). 

If GCI’s Section 8-401 argument were right, then that would support Rider VBA, not be 

a reason to reject it.  Rider VBA recognizes that the Commission has directed that large portions 

of fixed costs of Service Classification (“S.C.”) Nos. 1 and 2 distribution service be recovered 

through volumetric charges, and, accordingly, makes adjustments to avoid over- or 

under-recovery of those costs due to changes in usage relative to the level used to determine the 

revenue requirement and set rates.  That is why the rider has paid out $27.6 million to customers.  

The rider prevents S.C. Nos. 1 and 2 customers from paying too much for distribution service 

when usage increases, just as it prevents them from paying too little for distribution service when 

usage decreases.  That is good for everyone, and it is supported by, not contrary to, a proper 

reading of Section 8-401. 
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Moreover, if GCI’s Section 8-401 argument were right, then not only would it support 

Rider VBA, but it also would support as much or even more a straight fixed variable (“SFV”) 

rate design.  Under an SFV rate design, fixed costs would be recovered through fixed charges, 

and volumetric costs would be recovered through volumetric charges (a modified SFV rate 

design that moves to an 80% of fixed costs in fixed charges level also is an option in these 

Dockets).  Customers would not pay too much, or too little, when usage increases or declines (or, 

in the 80% scenario, the amplitude of the differences would be significantly reduced).  Yet, GCI 

not only opposes both Rider VBA and an SFV rate design, but also complains about increasing 

S.C. No. 1 customer charges to recover more fixed costs, showing that no consistent principle is 

to be found in GCI’s rider and rate design stances, rather, just a mélange of anti-utility and 

anti-rider biases and end results-based positions are to be found. 

The remainder of Staff’s and intervenors’ Exceptions are of mixed merit. 

ARGUMENT 

IV. RATE BASE 

IV.C.1.a.1 Forecasted Test Year Capital Additions – Utility Plant in Service 

The Proposed Order properly adopts Staff’s proposed adjustment to reduce the Utilities’ 

forecasted additions to plant-in-service for the years ending December 31, 2011, and 

December 31, 2012, based on the historical spending pattern for budgeted capital expenditures 

for 2008, 2009 and 2010 (Kahle Dir., Staff Ex. 1.0, 15:317-16:339).  Proposed Order at 13.  

Staff’s adjustment reflects its thoughtful analysis of the record evidence.  The AG continues to 

argue that GCI witness Mr. Effron’s adjustment, which is based on six months actual data, 

should be approved (AG BOE at 6); however, the argument must fail as it is not supported by the 

record.   
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The AG claims that based on Mr. Effron’s analysis of a 2011 six-month comparison of 

budget to actual expenditures, the Utilities’ plant in service should be reduced by the increases in 

the capital expenditures forecasts resulting from the incentives provided from the American 

Recovery and Reinvestment Act of 2009 (“ARRA”).  AG BOE at 6.  Contrary to the AG’s 

argument that the Proposed Order ignores this evidence, it is clear that the Proposed Order 

considered it and found Staff’s analysis superior.  The Utilities met their burden of proof – both 

Utilities witnesses Messrs. Doerk and Puracchio support the increased capital expenditures 

resulting from ARRA.  Doerk Reb., NS-PGL Ex. 24.0, 7:119-137; Doerk Sur., NS-PGL 

Ex. 41.0, 2:34-4:74; Puracchio Reb., NS-PGL Ex. 33.0 REV 7:155-10:211, NS-PGL Ex. 33.2.  

In fact, Staff witness Mr. Seagle reviewed the projects sponsored by Mr. Puracchio, and did not 

object to their inclusion in rate base.  Seagle Reb., Staff Ex. 17.0, 10:182-17:326.  Furthermore, 

instead of merely looking to a small slice of historical data, Staff witness Mr. Kahle analyzed the 

Utilities’ historical performance, reviewing budget to actual expenditures for a three-year period, 

2008, 2009, and 2010.  Mr. Kahle’s analysis demonstrates that the actual capital expenditures 

were 6.62% less for North Shore and only 1.12% less for Peoples Gas than the original budgeted 

capital expenditures for the three-year period.  Kahle Dir., Staff Ex.  1.0, 15:327-330.  Thus, 

when a proper and complete period of time is reviewed, the evidence demonstrates that the 

Utilities’ budget to actual expenditures variance is much smaller than Mr. Effron contends. 

For all the reasons stated above and in the Utilities’ Initial Brief (at 16) and Reply Brief 

(at 6-7), the Commission should approve the Proposed Order’s conclusions (at 13) with respect 

to forecasted Utility Plant in Service.  To clarify that Mr. Effron’s proposal was specifically 

rejected, the Commission Analysis and Conclusion section on page 13 should be amended as 

follows: 
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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.  GCI witness Effron’s proposed adjustment is rejected 
as his analysis is deficient.  Staff’s proposed adjustment is superior 
as it considers the Companies’ three-year historical performance.  
Further, Staff reviewed proposed projects as demonstrated by the 
direct and rebuttal testimony of Mr. Seagle   The Commission finds 
that the Utility Plant in Service as adjusted by Staff is approved.   

IV.C.1.a.2 Forecasted Test Year Capital Additions – Accelerated Main Replacement 

As stated in Section IV.C.1.(a)(1) of this Reply Brief on Exceptions, the Proposed Order 

correctly adopts Staff’s proposed adjustment to reduce the Utilities’ forecasted additions to 

plant-in-service for the years ending December 31, 2011, and December 31, 2012.  However, 

GCI continue their attempts to treat Peoples Gas’ capital additions related to Accelerated Main 

Replacement Program (“AMRP”) separately.  AG BOE at 8-12; City/CUB BOE at 2-4.  GCI 

proposes to adjust Peoples Gas’ forecasted plant-in-service for the years 2011 and 2012 to 

disallow $54,376,000 of the additions related to the AMRP, of which $36,036,000 is for 2011 

and $18,340,000 is for 2012 (the 2012 figure reflects the utility’s use of the average rate base 

method for the test year, which already excludes from rate base 50% of the increase from 

December 31, 2011, to December 31, 2012).  Effron Reb., GCI Ex. 7.0, 3:46-61; GCI Ex. 7.2, 

Scheds. DJE-1.1; GCI Ex. 6.1, p. 2.  The Proposed Order correctly rejects Mr. Effron’s 

adjustment as improper. 
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1. GCI’s Analysis Is Flawed and Must Be Rejected 

GCI again argue that Peoples Gas’ forecasted Utility Plant in Service related to AMRP 

additions is inflated.2  However, GCI witness Mr. Effron’s analysis is flawed in that he assumes 

Peoples Gas will not complete the work scheduled for 2011, and also, as a result, that this 

under-spending will carry over into the test year.  First, Mr. Effron’s analysis is flawed because 

when Peoples Gas actual to budget expenditures are compared for a three-year period, Peoples 

Gas actual expenditures were only 1.12% less than the original budgeted capital expenditures.  

Kahle Dir., Staff Ex. 1.0, 15:327-330.  Second, for 2011, instead of being expended evenly over 

the course of 2011 as originally budgeted, the AMRP expenditures of $123.4 million instead 

actually reflected a bell shape curve due to a “learning curve” with the ramp up of activities such 

as design, permitting, staffing of key positions, construction contract bidding, etc., that slightly 

delayed the 2011 expenditures.  Hayes Sur., NS-PGL Ex. 42.0, 4:78-5:89.  In fact, the evidence 

demonstrates that there has been a ramp-up of the AMRP expenditures which are expected to 

climb dramatically for the remainder of 2011 and for 2012.  Hayes Reb, NS-PGL Ex. 24.0, 

6:110-112.  Further, in 2011, Peoples Gas fully intends to achieve the forecasted expenditures for 

AMRP as is demonstrated by the fact that Peoples Gas has contracted with four installation 

contractors to install over 180 miles of new mains and over 16,000 services, and is ramping up to 

complete over 24,000 meter sets.  Additionally, Peoples Gas has a contingency plan in place 

should circumstances prevent it from completing this work.  Hayes Sur., NS-PGL Ex. 42.0, 5:91-

99.  Mr. Effron fails to consider any of this evidence in determining his adjustment.  Finally, the 

GCI argument that any under spending in 2011 will affect 2012 spending is pure speculation and 

                                                 
2 Despite going to great lengths to claim that it is not isolating a specific project, the AG’s argument focuses solely 
on Mr. Effron’s analysis of AMRP actual to budgeted expenditure for the first six months of 2011.  AG BOE at 
10-11. 
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without merit.  2012 will benefit from the lessons learned from 2011 and Peoples Gas expects a 

much earlier start for the 2012 construction year.  Id. at 5:102-107.   

2. Disallowance of Prudent and Reasonable Costs Is Contrary to Law 

The AG also “notes” (BOE at 11-12) that because Peoples Gas is expected to be in for 

rate cases for 2012, 2014, and 2016, it is somehow acceptable to deny Peoples Gas recovery of 

reasonable, prudent costs for Utility Plant that have been shown to be used and useful.  This is 

contrary to law.  It has long been the law in Illinois that when the utility provides a prima facie 

case as to its prudence generally, as it did here (see, e.g., NS-PGL Init. Br. at 13-14, 17-19), the 

burden for disallowing the utility’s proposed rates is heavy.  The Commission may disallow 

costs only if record evidence shows the utility’s business decisions to have been unreasonable, or 

if the amounts spent thereon were shown to have been not prudently incurred.  BPI v. Illinois 

Commerce Comm’n, 279 Ill. App. 3d 824, 829-830 (1st Dist. 1996).  See also Citizens Utility 

Bd. v. Illinois Commerce Comm’n, 166 Ill. 2d 111, 121 (1995) (“In setting rates, the Illinois 

Commerce Commission must determine that the rates accurately reflect the cost of delivery 

service and must allow the utility to recover costs prudently and reasonably incurred”).  The 

Utilities have established that the AMRP costs are reasonable in cost, prudently undertaken and 

used and useful in providing utility service.  Hayes Dir., PGL Ex. 8.0, 9:174-13:281; Hayes Reb., 

NS-PGL Ex. 24.0, 6:104-118; Hayes Sur., NS-PGL Ex. 42.0; Hayes Supp., NS-PGL 49.0. 

The Commission may not substitute its business judgment, much less speculation, for that 

of the utility or impose an arbitrary limit on a utility’s costs.  Once a utility presents a prima facie 

case of the costs needed to provide service, the burden of going forward with the evidence shifts 

to other parties to show that the costs are unreasonable because of inefficiency or bad faith.  

Illinois Bell Tel. Co. v. Illinois Commerce Comm’n, 327 Ill. App. 3d 768, 776 (3d Dist. 2002); 
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City of Chicago v. Cook County, 133 Ill. App. 3d 435, 442-443 (1st Dist. 1985).  GCI have not 

even attempted to meet this burden.  Thus, the GCI proposed adjustment must be rejected. 

3. Conclusion 

Even though on September 30, 2011, the Illinois Appellate Court for the First District 

reversed the Commission’s approval of Rider ICR3, Peoples Gas remains committed to spend the 

revised 2011-2012 total amount on AMRP that is reflected in its surrebuttal (subject to the 50% 

reduction of the 2012 amount due to use of the average rate base method).4  However, if these 

AMRP capital expenditures are excluded from rate base as recommended by GCI, Peoples Gas 

cannot move forward with these capital expenditures, resulting in delay and higher costs.5  The 

disallowance of these costs from rate base would delay the associated customer benefits, 

including enhanced safety and reliability, as described by Mr. Hayes, and significant cost savings 

over time.  Hayes Dir., PGL Ex. 8.0, 12:253-13:277; North Shore Gas Co., et al., ICC Docket 

Nos. 09-0166/09-0167 (Cons.) (Order Jan. 22, 2010) (“Peoples 2009”), pp. 166-173.   

For all the reasons stated above and in the Utilities’ Initial Brief (at 17-19) and Reply 

Brief (at 7-8), the Commission should approve the Proposed Order’s conclusions (at 15) with 

respect to Peoples Gas’ forecasted Utility Plant in Service.  The City/CUB argument (BOE at 3) 

that a portion of Mr. Effron’s adjustment is warranted has no foundation in the record and must 

be rejected.  GCI’s adjustment should be rejected in toto.  As Staff witness Mr. Kahle states, his 

“analysis provides a better assessment of the Companies’ performance because [his] analysis 

                                                 
3 People ex rel. Lisa Madigan v. Illinois Commerce Comm’n, et al., Nos. 1-10-0654, et al., Cons., slip op., 
pp. 26-28, 52 (Ill. App. Ct. 1st Dist. Sept. 30, 2011) (“Peoples 2009 Appeal”) 
4  Hayes Sur., NS-PGL Ex. 42.0 (entire) (spending plan); Hengtgen Dir., PGL Ex. 7.0, 4:71-83 (average rate base 
method); Hengtgen Sur., NS-PGL Ex. 40.0 Corr., 14:286 – 15:296; NS-PGL Ex. 40.1P Corr., line 1; NS-PGL 
Ex. 40.2P Corr., line 1; NS-PGL Ex. 40.3P Corr. 
5  Schott Reb., NS-PGL Ex. 17.0, 14:290 - 15:302.  Based on GCI’s original proposed reduction of $129 million of 
AMRP costs (gross amount) in 2011-2012 (Effron Dir., GCI Ex. 2.0 Corr., 6:112-120), Peoples Gas would lose 
approximately $11 million per year until the implementation of rates after its next rate case.  Schott Reb., NS-PGL 
Ex. 17.0, 14:296-299.   
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includes all of the Companies’ budgeted capital expenditures rather than a single project as does 

[GCI witness] Mr. Effron.”  Kahle Reb., Staff Ex. 10.0 Corr., 15:323-326.   

However, if Staff’s adjustment is not approved, then the Commission should approve the 

forecasted plant additions as proposed by the Utilities.  The Utilities recommend the following 

amendments be made to the Commission Analysis and Conclusion section on pages 13 and 15 if 

Staff’s adjustment is rejected:   

At Page 13 of the Proposed Order: 

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 aAdjustments by Staff and GCI 
are rejected as they are not supported by the record evidence 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 reflected in the 
Utilities’ surrebuttal testimony adjusted is approved.   

At Page 15 of the Proposed Order: 

The Commission finds that the proposed adjustments by Staff’s and 
GCI are improper as they are not supported by the record 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, provided sufficient evidence to support the 
forecasted costs relating to AMRP expenditures accepted Staff’s 
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.   

IV.C.2  Materials and Supplies – Computation of Associated Accounts Payable 

The Proposed Order (at 18) correctly approves 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.  Hengtgen Reb., NS-PGL Ex. 23.0 

Corr., 11:241-12:245; Morgan Reb., GCI Ex. 6.0, 2.  The Commission should reject Staff’s 
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methodology for computing accounts payable associated with Materials and Supplies as it 

improperly uses a lead time in days from the Cash Working Capital (“CWC”) lead-lag study to 

calculate accounts payable.  Staff BOE at 2. 

Staff’s reliance on the lead-lag study is misplaced as it does not reflect the actual timing 

of rate base items, such as Materials and Supplies.  The lead-lag study is prepared to determine 

the level of CWC a utility requires to finance its day to day operations, which is included in a 

utility’s rate base.  Hengtgen Dir., NS Ex. 7.0, 16:339-17:362; PGL Ex. 7.0, 18:397-19:421.  The 

CWC requirement does not affect any other rate base component.  Because 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, it only applies to expenses and not the portion of the 

purchases that already are included in the materials and supplies 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.  As a result, 

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.  Hengtgen Reb., NS-PGL Ex. 23.0 Corr., 12:246-258. 

Therefore, for all the reasons stated above and in the Utilities’ Initial Brief (at 20-21) and 

Reply Brief (at 9-10), the Commission should adopt the Proposed Order’s recommended 

approval of GCI witness Mr. Morgan’s methodology as corrected by Utilities witness 

Mr. Hengtgen, as it more appropriately uses a two-year composite percentage of the monthly 

debits, or monthly increases, recorded to the rate base component, Materials and Supplies.   
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IV.C.3  Gas in Storage – Computation of Associated Accounts Payable 

The Proposed Order (at 21) correctly approves the Utilities’ methodology to compute 

accounts payable associated with Gas in Storage, which is consistent with the methodology 

approved in the Utilities’ 2009 rate cases.  Staff continues to argue that accounts payable for Gas 

in Storage should be calculated based on the expense leads (in days) for natural gas purchases 

from the CWC lead-lag study and test year injections.  Staff BOE at 3-4.  Staff’s proposal must 

be rejected as it fails to reflect how the Utilities’ account for Gas in Storage and this use of the 

lead-lag study is not proper. 

As the Proposed Order (at 21) correctly notes, 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).  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.  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.  Hengtgen Reb., NS-PGL Ex. 23.0 Corr., 9:184-191; 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.  In fact, the Utilities’ 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.   
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Further, Staff’s methodology calculates accounts payable amounts for all months of the 

test year except January, 2012.  Staff BOE at 3.  However, the evidence demonstrates that for the 

months January through July and December, the dollar value of gas that comprises the ending 

balance of the asset - Gas in Storage - is related to inventory purchased years ago – not the test 

year.  NS-PGL Exs. 23.6N and 23.6P.  To assign an amount of outstanding accounts payable 

related to gas that was purchased in years prior to the test year is improper.  Hengtgen Reb., 

NS-PGL Ex. 23.0 Corr., 9:184-196.   

As the Proposed Order (at 21) notes, Northern Illinois Gas Company (“Nicor”) uses the 

LIFO accounting method for Gas in Storage.  Nicor, in its last rate case, proposed a similar 

methodology as the Utilities have proposed in this proceeding and it was uncontested.  NS-PGL 

Ex. 23.0 Corr., 10:213–220.  See also Northern Illinois Gas Co., ICC Docket No. 08-0363 

(Order Mar. 25, 2009) (“Nicor 2008”), p. 16.  Here, GCI witness Mr. Morgan proposed a similar 

adjustment as Staff’s regarding associated accounts payable for Gas in Storage, but he withdrew 

it upon learning that the Utilities account for Gas in Storage using the LIFO method, recognizing 

that such an adjustment “would be inappropriate.”  Morgan Reb., GCI Ex. 6.0, p. 2; see also 

NS-PGL Ex. 23.13. 

Finally, just as Staff’s Material and Supplies adjustment must be rejected, Staff’s 

calculation here is also flawed as it is improperly based on the lead-lag study.  Without repeating 

the same arguments made in Section IV.C.2 of this Reply Brief on Exceptions, 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.  Thus, Staff’s calculation is not appropriate. 

For all the reasons stated above and in the Utilities’ Initial Brief (at 21-24) and Reply 

Brief (at 10-11), the Commission should adopt the Proposed Order’s conclusion that approves 
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the Utilities’ methodology to calculate accounts payable associated with Gas in Storage 

inventory. 

IV.C.4  Cash Working Capital 

The only contested aspect of the Utilities’ cash working capital lead-lag study relates to 

the determination of revenue lags for pass-through taxes and energy assistance charges.  The 

Proposed Order (at 26) correctly concludes that the Utilities’ methodology should be adopted, 

which is consistent with the methodology approved in the Utilities’ last rate case.  However, 

Staff continues to argue that revenue lags should be set to zero, causing a large and 

unsubstantiated disallowance of a portion of each of the Utilities’ cash working capital.  Staff’s 

arguments must be rejected as they are unsupported by the record. 

Interestingly, Staff first argues that the Proposed Order is “maintaining the status quo” 

and that the Commission “is not bound by prior decisions.”  Staff BOE at 4-5.  Staff’s own 

argument, however, is premised on previous Commission decisions, i.e., 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”), to the extent that Staff ignores the facts in this proceeding.  See Kahle Dir., Staff Ex. 1.0, 

13:262-15:316; Kahle Reb., Staff Ex. 10.0 Corr., 10:209-11:251; Staff Int. Br. at 13-15.  In fact, 

Staff relies on Nicor 2008 even though in the Utilities’ last rate case the Commission specifically 

stated that that decision “is not controlling.”  Peoples 2009, p. 24.  The Proposed Order’s 

conclusion in this proceeding does not maintain the status quo but evaluates the facts in the 

record surrounding the payment of the Utilities’ pass through taxes.  

Staff next argues that the Proposed Order errs in that it does not recognize that 

pass-through taxes are not revenues and, thus, cannot have a revenue lag.  Staff BOE at 5.  That 
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is just playing word games.  Staff’s argument fails for two reasons, as it disregards the plain 

directive in the Commission’s Order in the Utilities’ last rate cases and highlights the flawed 

premise of Staff’s position.  First, the Commission in the Utilities’ 2009 rate cases Order found 

with regard to revenue lags for pass through taxes 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).  The Commission recognized that this involves a factual 

determination as not all utilities collect or remit these types of taxes on the same basis.  Even 

though Staff has labeled the collection of these taxes as not being revenue, the Commission has 

identified the proper question – have shareholders made a payment because the money has not 

yet been received from ratepayers?  In the last rate cases, the Commission determined that: “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.”  Id.  The evidence demonstrates the terms upon 

which the Utilities remit taxes and charges have not changed since the 2009 rate cases.  Staff 

agrees.  Kahle Transcript (“Tr.”) 8/30/11, 271:21-272-2.  Thus, Staff’s methodology is improper. 

Second, Staff’s argument demonstrates the inherent weakness of its position.  While Staff 

is correct that funds collected from customers related to pass through taxes are not recorded as 

revenue, the pass-through taxes are also not recorded as expenses.  Yet, Staff’s methodology 

does not set the expense lead to zero.  Consistent thinking would require that because they are 

not recorded as expense, they cannot have an expense lead either.  Further, the Utilities in direct 
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testimony (Hengtgen Dir., NS Ex. 7.0, 20:454-457; Hengtgen Dir., PGL Ex. 7.0, 24:513-516), 

and again in rebuttal (Hengtgen Reb., NS-PGL Ex. 23.0 Corr., 19:404-20:425), 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, because “shareholders make a 

payment because the money has not yet been received from ratepayers”, the Utilities 

appropriately calculated the lead times based on the timing of cash flows in and cash flows out.  

Hengtgen Reb., NS-PGL Ex. 23.0 Corr., 20:418-419.   

Finally, Staff argues that customers provide the financing for pass through taxes, so 

shareholders should not earn a return on customer-supplied funds.  Staff BOE at 5-6.  Again, 

Staff’s argument must be rejected.  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 thus such funds become available to the Utilities.  Hengtgen Dir., NS 

Ex. 7.0, 19:407-409; Hengtgen Dir., PGL Ex. 7.0, 22:466-468.  Pass-through taxes and energy 

assistance charges are included on the monthly bills and payments from customers are received 

for these amounts at the same time as all other cash from customers, therefore the lag for the 

collection of pass-through taxes and energy assistance charges is identical to the revenue lag.  

Hengtgen Dir., NS Ex. 7.0, 22:469-473; Hengtgen Dir., PGL Ex. 7.0, 25:529–533.  In the 

Utilities’ 2009 rate cases, the Commission stated: “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.  As in the last cases, Staff’s 

proposal would indicate that the Utilities collect and hold most of the pass through taxes and 
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energy assistance charges for an extremely long period time before remitting them to the 

appropriate taxing jurisdiction, which is simply not accurate.  Furthermore, if Staff’s proposal 

were accurate, 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.  

Hengtgen Reb., NS-PGL Ex. 23.0 Corr., 20:419-425.   

For all the reasons stated above and in the Utilities’ Initial Brief (at 24-29) and Reply 

Brief (at 11-13), the Commission should approve the Proposed Order regarding the calculation of 

the CWC requirements.  Staff’s use of zero revenue lag days must be rejected as it is based on 

word games and not consistent even from that perspective, and also must be rejected as there is 

no support in the record for this conclusion or result and it is contrary to the Commission’s 

conclusion in the 2009 rate cases Order, with no basis for a change.   

IV.C.6.a Accumulated Deferred Income Taxes – 
50/50 Sharing Related to Tax Accounting Changes 

The Utilities 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”).  Recognizing that both of these tax accounting method 

changes are not final and are still subject to final rulings by the Internal Revenue Service 

(“IRS”), the Proposed Order (at 39) properly acknowledged that the benefits associated with the 

changes should be shared 50/50 because approval of these tax accounting method changes is far 

from certain and in the near term carries significantly greater risk than normal issues.   

GCI continue to disagree and propose that 100% of the benefits be reflected in 

Accumulated Deferred Income Taxes (ADIT).  AG BOE at 13-18; City/CUB BOE at 4-8.  The 

Commission should reject the GCI proposal as it is unsupported by the record.  The Utilities 



 

18 
 

provided overwhelming evidence regarding the risk involved with both the Repairs Change and 

the Overhead Change, which remains unrebutted.   

1. Repairs Change 

The Repairs Change relates to the determination of unit of property used for repairs and 

retirements.  Stabile Dir., NS Ex. 10.0, 6:133-7:148; Stabile Dir., PGL Ex. 10.0, 6:133-7:148.  

This tax accounting method change 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.”  

Stabile Dir. at 7:150-161; 7:150-161.  The Proposed Treasury Regulations issued under this 

section in 2006 and in 2008 provide more detail and only generally attempt to define a “unit of 

property.”  Stabile Reb., NS-PGL Ex. 26.0, 6:116-121. 

However, neither the 2006 proposed regulations nor the 2008 re-proposed regulations can 

be relied upon and, even if they could, neither defined a unit of property for network assets.  

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 IIR process for the gas industry was only initiated in May 2011.  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.  Thus, 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.  Stabile Reb., NS-PGL Ex. 26.0, 7:165-8:178.  As City/CUB acknowledge (BOE at 5), 

more utilities have opted to make this election; however, this in no way lessens this risk – either 
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a utility’s methodology will comply with the IRS final regulations 100% or 0% or someplace in 

the middle.   

Further, City/CUB argue that the Utilities inflate the associated risk as they have access 

to best practices of the industry and accounting guidance from industry groups and financial 

advisors.  City/CUB BOE at 5-6.  Also, the AG argues that the Utilities have not established that 

there is any significant audit risk.  AG BOE at 14. 

However, to portray the risk in such a simplistic manner shows a complete lack of 

understanding of the issue.  IRS audits involve more than simply finding math errors; they focus 

on issues.  Stabile Reb., NS-PGL Ex. 26.0, 9:196-198.  Even if the unit of property is reasonable 

and a company has applied that unit of property correctly, the IRS can still challenge judgments 

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 9:198-206.   

Finally, GCI fail to acknowledge that the Commission has addressed the risk associated 

with the Repairs Change.  In ComEd’s 2010 rate case, ICC Docket No. 10-0467, 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, p. 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 
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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, p. 114.  If the Commission recognized the risks to ComEd, and that the issue had 

not developed to a more certain level, it is clear the Utilities have risk with the method changes.  

Therefore, the Proposed Order correctly approved the 50/50 sharing of the benefit associated 

with the Repairs Change. 

2. Overhead Change 

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, 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.  For utilities that elected the 

change, it harshly required an immediate change in accounting in the middle of a tax year with 

no estimated payment relief.  Stabile Reb., NS-PGL 26.0, 10:231-12:294. 

Further, 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 involved in the issue.  This provides a consistent framework 

for identifying, prioritizing and addressing significant compliance risks in a nationally 

coordinated manner.  There are three tiers, Tiers I, II, and 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 
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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.” 

Stabile Reb., NS-PGL 26.0, 10:231-12:294.  Thus, as a Tier 1 issue, the Overhead Change 

involves “‘high-risk’ transactions and issues that represent LB&I’s highest compliance 

priorities.”  Therefore, the Proposed Order, based on the record, correctly approved the 50/50 

sharing of the benefit associated with the Overhead Change. 

3. Conclusion 

For the Commission not to recognize that a substantial risk exists associated with Repairs 

Change and Overhead Change would have a chilling effect on utilities in the future in making 

such elections before guidance from the Treasury Department and IRS is final.  If a utility’s 

position is reversed, it usually results in a utility returning the benefit without the ability to 

recover equivalent amounts from customers.  Having made these elections, the sharing, 50/50, of 

the risks as well as the benefits with the customers is appropriate.  Staff agrees that the Utilities’ 

sharing proposal is appropriate.  As Staff witness Mr. Kahle states:  

The Commission should not discourage utilities from taking tax positions 
that have some risk associated with them when such positions are appropriate and 
could benefit ratepayers. … 

If the Commission adopted a policy of deducting 100% of the benefits of 
such tax positions from rate base, the Commission would essentially be assuming 
that utilities prevail in every instance.  Given the doubtfulness of utilities 
prevailing in every such tax position, the Companies’ 50/50 split proposal seems 
reasonable. 

Kahle Reb., Staff Ex. 10.0 Corr., 24:508-517. 

The Commission should approve the Proposed Order’s conclusion adopting the Utilities’ 

proposal. 
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V. OPERATING EXPENSES 

V.C.1  Incentive Compensation 

With respect to the costs for the Utilities’ Non-executive and Executive incentive 

compensation plans, the Proposed Order recommends accepting Staff’s proposal to disallow 50% 

of the Non-executive plan’s expenses related to an O&M cost control metric (at 56), as well as  

Staff’s and GCI’s proposal to disallow 70% of the Executive plan’s costs related to an Earnings 

Per Share (“EPS”) metric (at 52-53).  The Proposed Order (at 53) rejected further disallowances 

to the Executive plan’s costs proposed by Staff.  

As the Utilities explained in their Brief on Exceptions (at 44-48), the Proposed Order 

already makes improper disallowances of the Utilities’ incentive compensation costs.  The 

Proposed Order wrongly concluded that 50% of the costs for the Utilities’ Non-executive 

Incentive Compensation Plan related to an O&M cost control metric and 70% of the costs for the 

Utilities’ Executive Incentive Compensation Plan related to an Earnings Per Share (“EPS”) 

metric should be disallowed.  These conclusions were wrong because there is specific evidence 

in the record establishing that both of these metrics directly benefit customers, thereby meeting 

the standard the Commission has established for the recovery of incentive compensation costs.  

See In re Illinois Power Co., ICC Docket No. 01-0432 (Order Mar. 28, 2002), pp. 42-43 (ruling 

that incentive compensation costs are recoverable where they reduce expenses and create greater 

efficiencies in operations so it “can reasonably be expected to provide net benefits to 

ratepayers”).    

Notwithstanding the fact that the Proposed Order has erroneously reduced the Utilities’ 

incentive compensation costs, Staff wants to exacerbate the matter.  In its Brief on Exceptions (at 

8-10), Staff argues that the Commission should approve further adjustments to the recovery of 
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costs related to the Utilities’ Executive Incentive Compensation Plan over the Proposed Order’s 

recommendations.  Staff’s arguments for further disallowances, however, are contrary to the 

evidence in the record and should be rejected. 

First, Staff claims that an additional 27% of the Executive Incentive Compensation Plan’s 

costs should be disallowed because of the inclusion of the Utilities’ other Integrys affiliates in 

calculating performance under the plan’s non-financial operation metrics concerning employee 

safety, customer satisfaction and reduction of environmental impacts.  As the Utilities explained 

in their testimony, 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.  Cleary Reb., NS-PGL 

Ex. 25.0, 5:109 – 6:118.  The Utilities’ uncontradicted testimony is that these programs allow 

Peoples Gas and North Shore to provide benefits to their customers in Illinois that might 

otherwise be unavailable.  Cleary Reb., NS-PGL Ex. 25.0, 7:136-141; Cleary Sur., NS-PGL 

Ex. 43.0, 5:104-107.  Under Illinois law, if the existence of a utility program results in customer 

benefits that would not have occurred but for that program, its costs are recoverable under the 

customer benefit standard.   See United Cities Gas Co. v. Illinois Commerce Comm’n, 225 Ill. 

App. 3d 771, 776-778, 587 N.E.2d 581, 584-585 (4th Dist. 1992) (holding that evidence showing 

consulting and noncompete agreements were integral to an acquisition that benefitted customers 

and that but for such agreements, the acquisition would not have occurred, required finding that 

the agreements themselves benefitted customers and their costs therefore were recoverable).  

Thus, the Proposed Order (at 53) is correct in concluding that these “comprehensive programs 

provided at the corporate level . . . reap benefits to all the affiliates,” including North Shore and 
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Peoples Gas, “and thus the costs of the incentive plan that may result from the programs should 

be borne by all the affiliates.”   

Staff’s claim that the Utilities failed to provide evidence as to the level the Utilities 

benefited from these programs and concern that the customers of North Shore and Peoples Gas 

did not receive benefits from these programs (Staff BOE at 9) are unfounded and contrary to the 

record.  The record evidence contains specific information regarding such programs related to 

each of the Executive Incentive Compensation Plan’s operational metrics and explanations as to 

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 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, Cleary Reb., NS-PGL Ex. 25.0, 6:119-

132; Cleary Sur., NS-PGL Ex. 43.0, 4:87 – 5:98; 

● Access to J.D. Powers methodologies for improving customer service, Cleary 

Reb., NS-PGL Ex. 25.0, 7:133-134; Cleary Sur., NS-PGL Ex. 43.0, 5:99-100; and 

● Access to a team of environmental experts for Peoples Gas and North Shore to 

consult on reducing greenhouse gas emissions.  Cleary Reb., NS-PGL Ex. 25.0, 

7:134-136; Cleary Sur., NS-PGL Ex. 43.0, 5:100-102. 

Thus, the record in this case is distinguishable from the record in the Utilities’ previous 

rate case that is relied upon by Staff.  Unlike in Peoples 2009, the Utilities here presented this 

specific evidence to address the Commission’s concern that performance goals tied to the 

Utilities’ affiliates would not benefit Illinois customers.  In this proceeding, the evidence clearly 

demonstrates that these corporate level programs tied to the Executive Incentive Compensation 
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Plan’s non-financial performance metrics do benefit customers in Illinois.  The Commission, 

therefore, should accept the Proposed Order’s recommendation and reject Staff’s proposed 

adjustment to these costs. 

Second, Staff also seeks a further 50% reduction of the remaining costs related to these 

operational metrics of the Executive Incentive Compensation Plan because the plan provides that 

payouts for these metrics will be reduced by 50% if an EPS threshold is not met.  (Staff BOE at 

9-10)  Staff witness Ms. Ebrey testified that the basis for such an adjustment is that this 

requirement calls the accuracy of the forecasted incentive compensation costs into question.  See 

Ebrey Dir., Staff Ex. 3.0 Corr., 11:205-211.  The uncontradicted record evidence, however, is 

that it is reasonable to expect the EPS threshold to be met because since its formation in 2007, 

Integrys has consistently met its EPS targets disclosed to and relied upon by the financial 

community.  Cleary Reb., NS-PGL Ex. 25.0, 8:162-165.  Thus, the Proposed Order properly 

concluded (at 53) that this adjustment is unwarranted.   

Moreover, the Proposed Order correctly denied Staff’s attempt to recharacterize the basis 

for this adjustment as being that this threshold “must” be met rather than “whether” it is met.  

Staff’s testimony in support of this adjustment clearly stated that its basis was a concern about 

“accuracy” and overstating incentive compensation costs.  Ebrey Dir., Staff Ex. 3.0 Corr., 

11:205-211.  In any event, as explained in the Utilities’ Brief on Exceptions (at 44-45), reaching 

an EPS threshold can result in customer benefits and, in the case of the Utilities’ Executive 

Incentive Compensation Plan, its EPS target has in fact resulted in customer benefits in the form 

of lower operational costs.  The Utilities presented uncontradicted evidence demonstrating that 

the EPS metric incentivized executives to control costs by foregoing wage increases to 

themselves in an effort to improve EPS, directly saving customers $127,082 (equal to 11.5% of 
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the EPS metric’s costs) in this one example alone.  Cleary Reb., NS-PGL Ex. 25.0, 5:100-104; 

Cleary Sur., NS-PGL Ex. 43.0, 3:62 – 4:72.  This evidence is consistent with testimony from 

Staff’s and GCI’s witnesses that customers can benefit from EPS increases because all else being 

equal, EPS will increase if a utility reduces its operating expenses.  Ebrey Tr. 8/30/11, 226:7-10; 

Effron Tr. 8/30/11, 202:5-20.  The Commission, therefore, should accept the Proposed Order’s 

recommendation and reject this additional adjustment sought by Staff. 

For the foregoing reasons and the reasons set forth in the Utilities’ Brief on Exceptions 

(at 44-48), the Commission should reject the Proposed Modification in Staff’s Brief on 

Exceptions (at 10), and adopt Exception Nos. 6 and 7 proposed by the Utilities.  

V.C.4  Self-Constructed Property 

The Proposed Order correctly found, as the Utilities’ and Staff’s witnesses testified, that 

while, under the Uniform System of Accounts (“USOA”), certain operating expenses could be 

capitalized as self-constructed property, they were not required to be capitalized, and thus 

recovery either in rate base or as operating expense was appropriate.  Proposed Order at 63. 

GCI claims that cross-examination showed the capitalization was required (AG BOE 

at 18-20), but that is incorrect.  GCI has confused confirmation that certain language appears in 

the USOA with confirmation of how GCI’s witness contended that language applied to the 

specific facts at issue.  The former occurred.  The latter did not. 

All that GCI has shown is that it permissible, not that it is required, to capitalize the 

expenses in question.  NS-PGL Init. Br. at 69-70.  The Utilities’ and Staff’s witnesses each 

submitted written testimony indicating that either treatment is proper for the expenses in 

question.  Gregor Reb., NS-PGL Ex. 21.0 Corr., 12:242-256; Ostrander Reb., Staff Ex. 11.0 

Corr., 10:207 – 11:222; Gregor Sur., NS-PGL Ex. 38.0, 4:73 – 5:87.  The AG cross-examined 



 

27 
 

Staff’s and the Utilities’ witnesses on this point, using an excerpt from the USOA 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, 284:6 – 287:11.  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, 922:12 - 925:9.  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”.  Nowhere did GCI define what that means. The costs the Utilities are 

currently capitalizing are far removed from the actual construction work, as indicated by the 

testimony of their witness cited above. 

If GCI’s Exception were to be adopted, however, then its language should be clarified.  

GCI now recognizes in its argument and its proposed Exception language that, if the expenses in 

question were removed from operating expenses on the ground that they should be capitalized, 

then they must be added to rate base.  See AG BOE at 18-20.  However, GCI’s proposed 

Exceptions language also states that its witness’ proposed adjustment should be adopted.  His 

proposed adjustment was improperly one-sided as presented, removing the expenses in question 

from operating expenses but not adding them to rate base, when if the former was done then the 

latter had to be done, too.  E.g., Gregor Sur., NS-PGL Ex. 38.0, 5:87-89.  So, if the Commission 

were to adopt GCI’s Exception, then the following language should be added at the end: “The 

amounts in question are to be included in rate base.” 
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V.C.6.c.i Rate Case Expenses – Docket Nos. 11-0280/0281 (cons) 

The Proposed Order correctly approves Staff’s adjusted amounts for the Utilities’ rate 

case expenses, reflecting the updates in the Utilities’ surrebuttal that made some further 

reductions and which Staff accepted.6  Proposed Order at 75. 

GCI once again complains about rate case expense (AG BOE at 20-28), but its 

complaints lack any merit.  The lack of validity and credibility of GCI’s position is exemplified 

by the fact that GCI, for the second time, complains that the Utilities’ rate case expenses 

supposedly include $538,894 billed by a particular Stafflogix consultant, even though the 

Utilities previously corrected GCI by pointing out that the actual billing for her work was $836.  

AG BOE at 21; AG Init. Br. at 29; NS-PGL Rep. Br. at 42 (citing NS-PGL Ex. 39.9 at Bates 

number PGL 0011292). 

GCI’s “Over-estimation” and “Insufficient Support” Complaints.  GCI’s Initial Briefs 

presented its second abrupt change of direction on the subject of rate case expenses in the instant 

rate cases.  GCI presented a new “over-estimation” complaint not supported by its witness and 

revived / revised an “insufficient support” complaint that GCI’s witness had dropped in his 

rebuttal.  GCI now persists in its Exceptions in pursuing those untimely and incorrect complaints.  

AG BOE at 20-28. 

GCI had two different positions in testimony on the rate case expenses of these Dockets.  

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 he 

did not propose any adjustments.  Morgan Dir., GCI Ex. 1.0 Corr., 21:14 – 22:4.  Mr. Morgan, in 

his rebuttal testimony, as the Utilities understand it, indicated that he was satisfied by the 

                                                 
6  The above statement is subject to the Utilities’ Exception No. 10 relating to the disallowance of a certain $93,000.  
NS-PGL BOE at 55. 
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information he later received, and, in any event, he certainly made no claim of any insufficiency 

nor proposed any adjustments on that basis.  See Morgan Reb., GCI Ex. 6.0, p. 5.7   

Now, as in their Initial Briefs, GCI claims over-estimation, and GCI also goes back to 

contending that the Utilities’ support of their rate case expense is insufficient in certain respects, 

based on (1) a mixture of concerns that Mr. Morgan raised in his direct but did not claim still 

concerned him in his rebuttal; and (2) new arguments in the AG’s Initial Brief and in the AG’s 

Brief on Exceptions that should have been made in Mr. Morgan’s rebuttal.  See AG Init. Br. at 

24, 28-32, 33; City/CUB Corr. Init. Br. at 19, 20-21; AG BOE at 20-28. 

GCI’s untimely claims in their Initial Briefs were procedurally improper, an unfair bait 

and switch, and they were incompatible with the law regarding the burden of proof and the order 

of proof, and that has not changed.  A utility bears the burden of proof that its proposed rates are 

just and reasonable, 220 ILCS 5/9-201(c), but once it makes out a prima facie case, the burden of 

going forward with the evidence shifts to the other parties that challenge its costs. 

In proceedings before the Commission, once a utility makes a showing of 
the costs necessary to provide service under its proposed charges, it has 
established a prima facie case.  City of Chicago v. People of Cook County, 133 Ill. 
App. 3d 435, 478 N.E.2d 1369, 88 Ill. Dec. 643 (1985).  The burden then shifts to 
others to show that the costs incurred by the utility are unreasonable because of 
inefficiency or bad faith.  City of Chicago v. People of Cook County, 133 Ill. App. 
3d 435, 478 N.E.2d 1369, 88 Ill. Dec. 643 (1985). 

Illinois Bell Tel. Co. v. Illinois Commerce Comm’n, 327 Ill. App. 3d 768, 776, 762 N.E.2d 1117, 

1124 (3d Dist. 2002).  Moreover, the utility does not bear the burden of proof on all the issues 

that conceivably are relevant to the reasonableness of its rates, nor is it required in its direct case 

to anticipate and disprove the objections that opposing parties might make.  City of Chicago, 133 

                                                 
7  Instead, Mr. Morgan, for the first time in his rebuttal, proposed a “50/50 sharing” of rate case expenses between 
the Utilities and customers, i.e., to disallow 50% of the expenses.  Morgan Reb., GCI Ex. 6.0, p. 7.  GCI pursued the 
“50/50 sharing” proposal in its Initial Brief, but has not done so at the Exceptions stage.  Accordingly, the Utilities, 
as to that subject will note only that they previously showed the “50/50” sharing” proposal to be contrary to the 
evidence and unlawful.  NS-PGL Init. Br. at 76-78; NS-PGL Rep. Br. at 43-44. 
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Ill. App. 3d at 442, 478 N.E.2d at 1375.  Furthermore, the norm in Commission practice is that 

the utility has the right to close the evidence in a rate case, 83 Ill. Admin. Code § 200.570, and 

no exception to that principle was ordered in these cases.  That norm is in accordance with 

long-standing Illinois procedural law.  E.g., Ill. S. Ct. R. 233; Liptak v. Security Benefit Assoc., 

350 Ill. 614, 618, 183 N.E. 564, 566 (1932). 

GCI’s untimely claims are not supported by, and instead are negated by, the evidence, in 

any event.  First, like its Initial Briefs, GCI’s (the AG’s) Brief on Exceptions does not even 

acknowledge that Mr. Morgan’s rebuttal testimony does not support, and, instead, if anything, 

refutes any claim of over-estimated or insufficient evidence of rate case expenses. 

Second, once again, GCI makes no real effort to address the Utilities’ and Staff’s 

testimony on this subject. 

Third, GCI’s primary complaint is its over-estimation claim, i.e., that substantial portions 

of the forecasted rate case expense had not yet been incurred based on invoices / charges from 

outside consultants, the Utilities’ affiliate (support, consulting, and testimony), and outside 

counsel through July 31, 2011.  See AG BOE at 20-21 (Stafflogix), 21-22 and 23 (intercompany 

costs), 22-23 (SFIO Consulting), 24 (outside counsel), 24-25 (summary).  The over-estimation 

claim rightly was rejected by the Proposed Order. 

GCI’s complaint does not take into account the time lag resulting from the fact that the 

invoices through July 31, 2011, generally are for work performed through June 30, 2011, that 

Staff and intervenor rebuttal and the Utilities’ surrebuttal were filed in August 2011, that the 

evidentiary hearing was in August and September 2011, that the Utilities continued to answer 

discovery through the hearing, and that post-hearing activities include two rounds of briefs, a 

draft Proposed Order, briefs on exceptions, responses to ALJs’ data requests, replies, presumably 
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an oral argument, analysis of the Commission’s Order, and work relating to the compliance 

filing.  E.g., Moy Dir., NS Ex. 6.0, 16:344-351; Moy Dir., PGL Ex. 6.0, 16:351 -  17:357; Moy 

Reb., NS-PGL Ex. 22.0 2 Corr., 9:181 – 10:201, 10:214 – 16:351; Moy Sur., NS-PGL Ex. 39.0 

Corr., 4:68-69, 7:145 – 11:218; NS-PGL Exs. 39.4N and 39.4P; NS-PGL Ex. 39.9. 

GCI’s claim that “the lion’s share of the work” of outside and affiliate consultants and 

expert witnesses was complete as of July 31, 2011 (AG BOE at 23) is supported by no 

testimony, just as it was not supported in their prior briefing (see AG Init. Br. at 31), and it 

ignores that the invoices through July 31, 2011, generally were for work performed through 

June 30, 2011, and the other points noted above. 

GCI’s over-estimation complaint also does not take into account (nor even mention) that 

the Commission in Commonwealth Edison Co., ICC Docket No. 10-0467 (Order May 24, 2010) 

(“ComEd 2010”) denied the AG’s proposed rate case expenses adjustment based on the AG’s 

“over-estimation” claim there, finding in part: 

ComEd correctly asserts that often, more work has to be done in rebuttal 
in a Commission case than in the direct case.  This is, unfortunately, often the 
situation at the Commission.  This can be especially the case in a rate proceeding, 
where typically, there are no pleadings to guide the parties and the Administrative 
Law Judges.  Additionally, ComEd has the burden of proof here, which usually 
entails more work than that which is done by other parties.  Also, ComEd was 
required to prepare its witnesses for cross-examination and to prepare its lawyers 
for the cross-examination of non-ComEd witnesses.  It does not appear that Mr. 
Smith took these tasks, which can be laborious, into account.  The Commission 
additionally notes that there is no evidence that Mr. Smith, when calculating his 
percentages, took the totality of the circumstances that the practice of law, and 
especially the practice at the Commission, requires.  The Commission therefore 
declines to reduce the attorney’s fees in the manner proffered by the AG.  

ComEd 2010, p. 81. 

GCI’s over-estimation complaint also does not take into account that Staff already 

proposed adjustments based on discovery responses served through August 15, 2011, and the 

Utilities accepted those adjustments plus did further updating in surrebuttal resulting in 
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additional incremental reductions that Staff in turn has accepted in its Initial Brief.  Ostrander 

Supp. Reb., Staff Ex. 20.0 (entire); Moy Sur., NS-PGL Ex. 39.0 Corr., 4:68-69, 7:145 – 9:143; 

NS-PGL Exs. 39.4N and 39.4P; NS-PGL Ex. 39.9; Staff Init. Br. at 34-35.  The AG’s 

over-estimation complaint lacks any merit and should be rejected. 

Finally, GCI’s other scattershot “insufficient evidence” complaints about some of the 

outside consultants lack merit and are erroneous.  GCI recognizes that certain of the Stafflogix 

personnel are witnesses in these cases, but asserts that it is “unclear what [non-testifying 

Stafflogix consultants] are contributing to the rate case”.  AG BOE at 20.  Mr. Morgan’s direct 

testimony raised this subject, and Utilities witness Ms. Moy answered in rebuttal (NS-PGL 

Ex. 22.0 2 Corr., 13:284 – 14:295), as well as provided further documentation in discovery, 

including extensive materials such as timesheets produced beginning on June 7, 2011 (id. at 

10:214 - 12:251), much of which was included in NS-PGL Ex. 39.9.  Mr. Morgan’s rebuttal, 

filed on August 15, 2011, expressed no claim that the additional information was insufficient.  

Also, GCI has its facts wrong, claiming that a particular Stafflogix consultant billed $538,894, 

when that figure is over 500 times too high and the actual figure is $836 as discussed earlier.  

NS-PGL Ex. 39.9 at Bates number PGL 0011292.  GCI similarly asserts that there is insufficient 

detail on inter-company costs and SFIO Consulting.  AG BOE at 21-23.  Once again, 

Mr. Morgan’s direct testimony raised this subject, and Utilities witness Ms. Moy answered in 

rebuttal (NS-PGL Ex. 22.0 2 Corr., 14:315 – 15:320), pointing to further documentation in 

discovery, much of which was included in NS-PGL Ex. 39.9.  Once more, Mr. Morgan’s rebuttal 

expressed no claim that the additional information was insufficient.  Throughout the discovery 

process, from June 7, 2011, and onward, the Utilities submitted timesheets as part of the monthly 

supplemental responses to Staff data request JMO 10.01 (as Attachment 03).  Moy Reb., 
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NS-PGL Ex. 22.0 2 Corr., 10:214-217 and fn. 6; NS-PGL Ex. 39.9. The timesheets reflect high 

level activity (e.g., Perform Regulatory Services, Budget and Forecasting, Sales and Forecasting, 

etc.), the areas/individual job titles that worked on the current rate cases captured by a specific 

project, type of labor costs, home area/department that it is billed from, number of hours billed, 

and amount.  Again, there was no evidence from GCI via further data requests or in 

Mr. Morgan’s rebuttal, which was filed on August 15, 2011, that a thorough review of the 

Utilities’ data request responses prompted any such concerns. 

GCI’s untimely over-estimation and insufficient information complaints correctly were 

rejected by the Proposed Order.  They are improper as well as lacking in merit. 

V.C.6.c.ii Amortization of Rate Case Expenses Associated 
With Docket Nos. 09-0166/0167 (cons) 

The Proposed Order correctly approves recovery of the portion of the rate case expenses 

amounts approved in the Utilities’ 2009 rate cases that will still be unamortized as of 2012, as 

reduced based on updated data and certain items contested.8  Proposed Order at 84. 

GCI, in the course of discussing its incorrect proposal to “normalize” rate case expenses 

(see Section V.C.6.c.iii of this Reply Brief on Exceptions, infra), tosses in some very cursory 

argument opposing the Proposed Order’s recommendation on this subject.  See AG BOE 

at 28-32. 

GCI’s Exception is without merit.  GCI still claims (inconsistently with its normalization 

proposal, discussed in Section V.C.6.c.iii of this Reply Brief on Exceptions, infra) that even 

though the expenses in question were approved for recovery in the Utilities’ 2009 rate cases 

(Peoples 2009, pp. 42-43), recovery of the portion that still will not have been recovered by 2012 

                                                 
8  The above statement is subject to the Utilities’ Exception No. 11 relating to the disallowance of amounts for 
rehearing and appeals in the 2009 rate cases.  NS-PGL BOE at 55-58. 
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now should be barred on the theory that it somehow constitutes single issue and retroactive 

ratemaking.  AG BOE at 31. GCI’s argument is erroneous.   

The Commission’s instructions for “Part 285” Schedule C-10 recognize that past rate 

case expenses may be included in a utility’s revenue requirement.  83 Ill. Admin. Code 

§ 285.3085(d).  So, it is not the case that ratemaking principles preclude such recovery. 

What is at issue is a regulatory asset, on each of the utility’s books, that was approved in 

its prior rate case, and that has a remaining unamortized amount as of 2012.  Single issue and 

retroactive ratemaking are not violated by recovery of those amounts.  Moy Sur., NS-PGL 

Ex. 39.0 Corr., 5:103 – 6:118.  The unamortized amount to be recovered through the rates being 

set here does not exceed what was approved then, it is a reduced amount, as noted in the 

Utilities’ Initial Brief (at 78, 79), so that is not an issue.  Past Commission Orders provide for 

recovery of this type of expense, and have rejected the same GCI theory.  NS-PGL Init. Br. at 79.  

The only new thing that GCI says on this subject is that it has appealed this issue in an Illinois 

American Water Company rate case (AG BOE at 31), but that does not add anything to GCI’s 

erroneous position.  There is no basis for a different result here than in the past Commission 

Orders. 

V.C.6.c.iii Normalization of Rate Case Expenses 

The Proposed Order correctly rejects GCI’s proposal for normalization of rate case 

expenses, at least pending the Commission having the opportunity to consider the issue in the 

rate case expenses proceeding called for in the Order in ComEd 2010 and now opened as ICC 

Docket No. 11-0711.  Proposed Order at 86. 

GCI takes Exception to that Proposed Order recommendation (AG BOE at 28-32; 

City/CUB BOE at 8-10), but GCI has nothing new to say, apart from the AG’s noting that it has 
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appealed this issue in an Illinois American Water Company rate case (AG BOE at 31) and 

City/CUB’s claiming that this issue is beyond the scope of ICC Docket No. 11-0711 based on its 

Initiating Order and that it would be unfair to “punt” it to that Docket (City/CUB BOE at 8-9).  

The Utilities defer to the Commission as to whether its Initiating Order in that Docket precludes 

consideration of this issue in that Docket. 

GCI has never given a good reason for its proposal.  Normalization can lead to over- or 

under-recovery just like the Commission’s accepted amortization method, and the normalization 

proposal seems premature in light of the rulemaking ordered in ComEd 2010, and thus both Staff 

and the Utilities have opposed GCI’s proposal.  Ostrander Reb., Staff Ex. 11.0 Corr., 12:247 – 

14:285; Moy Reb., NS-PGL Ex. 22.0 2 Corr., 15:330 – 16:342. 

GCI once again tosses around a lot of abstractions, but they seem to come down to a few 

ideas.  GCI seems to think that regulatory assets for rate case expenses “guarantee” recovery and 

there must be something bad about that.  However, if a utility bears the expense and it is 

approved by the Commission, then it should be allowed to recover it.  There is nothing wrong 

with that.  Plus, it is not a guarantee, as is proven, for example, by the undisputed fact that the 

Utilities still have not fully recovered their approved 2009 rate case expenses, as indicated in 

Section VI.C.6.c.ii of this Reply Brief on Exceptions, above.  GCI also reiterates its discontent 

with rates that include recovery of rate case expenses from a prior rate case, but that has been 

refuted in that Section, above.  The existence of the AG’s appeal from a water rate case does not 

change anything here.  GCI’s proposal should not be adopted. 

V.C.6.e Solicitation Expense 

Interstate Gas Supply of Illinois, Inc.’s (“IGS”) BOE (at 4-6, 19-20) mentions this subject 

in passing, but it presents no Exception and supports none. 
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V.C.8.b Other Issues Relating to PEHS and PEPP, 
Including Staff Request for Investigation 

The Proposed Order (at 94) orders an investigation.  The Utilities submitted their 

Exception No. 13 (NS-PGL BOE at 60-61) on this subject. 

Staff proposes to expand on the Proposed Order’s language on this subject.  Staff BOE 

at 11-12.  Staff’s proposal should be rejected for the same reasons that the Utilities’ Exception 

No. 13 should be adopted.  See NS-PGL BOE at 60-61.  In addition, Staff’s proposed Exceptions 

language is problematic in two respects.  First, the language to some extent presupposes or at 

least implies Staff’s position on the interpretation of the Master Affiliated Interest Agreement, 

while characterizing the Utilities’ position, but that has not really been addressed in this Docket.  

So, the first three sentences of Staff’s proposed language, or at least the second and third 

sentence, should not be adopted.  Second, the language about addressing jurisdictional issues is 

vague and it is not clear what issue, if any, is intended, so that sentence also should be deleted.  

IGS’ BOE (at 4-6, 19-20) discusses this subject in a cursory manner, but it presents no 

Exception and supports none.  IGS’ BOE (at 5-6) at one point seems to try to spin the scope of 

the investigation recommended by the Proposed Order (at 96), but IGS (in its separate 

Exceptions language document) then presents proposed Exceptions language for Section V.C.8.c 

of the Proposed Order, discussed below, that makes it clear that IGS is not clarifying the 

Proposed Order here but rather is asking for something that the Proposed Order expressly 

rejected there. 

V.C.8.c Warranty Products (Revenue and Non-Revenue) 

The Proposed Order (at 98) rightly states: “The Commission agrees with the Utilities’ 

argument and will not adopt IGS’ recommendations inasmuch as this proposal was not made by 
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any party in their direct testimony and that their suggestion would impose obligations on the 

Utilities in relation to unaffiliated parties.” 

IGS’ BOE (at 4-6, 19-20) apparently is intended to support proposed Exceptions 

language on this subject (found in its separate Exceptions language document).  IGS previously 

but untimely (in rebuttal testimony) proposed that the Utilities provide non-affiliated companies 

access to the Utilities’ bills and solicitation services.  IGS Init. Br. at 6-9.  IGS now evidently has 

shifted course to try to shoehorn this subject into the investigation ordered in Section V.C.8.b of 

the Proposed Order, discussed above, going so far as to suggest that no findings are needed in 

support of its proposal.  See IGS’ proposed Exception language. 

IGS’ revised proposal, which calls for an investigation regarding provision of services to 

non-affiliated companies, should be rejected, for several reasons.  First, IGS’ underlying 

proposal seeking to mandate provision of services to non-affiliated companies was untimely in 

the first place (it was first offered in rebuttal testimony) and was not proper rebuttal to any other 

testimony.  Second, the underlying proposal ignored that the Utilities provide services to their 

affiliates under Commission-approved agreements that establish the costs that the Utilities must 

bill to the affiliates.  The Utilities acknowledged past errors in their and their affiliate’s (Integrys 

Business Support or “IBS”) billing to Peoples Energy Home Services (“PEHS”), involving 

relatively small amounts, but the evidence is undisputed those errors were corrected in 2011 and 

that they are corrected in the Utilities’ 2012 forecasted numbers such that their proposed rates as 

revised and supported in their surrebuttal reflect and include proper cost allocations by them and 

by IBS to PEHS.  Gregor Sur., NS-PGL Ex. 38.0, 7:142-10:214.  Third, the underlying notion 

that the Utilities (and/or IBS) should not provide what IGS deems “below market” (see IGS Init. 

Br. at 8) services to the Utilities’ affiliates is flawed, because the relevant Commission-approved 
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agreement dictates what the Utilities charge and another affiliated interest agreement dictates 

what non-utility affiliates charge other non-utility affiliates (Gregor Reb., NS-PGL Ex. 21.0 

Corr., 5:90-95, 6:113-116); and, in any event, IGS has not shown that this level is below market.  

So, there is no proper or reasonable predicate for IGS’ proposed investigation.  Finally, the 

subsidy that IGS alleges (IGS BOE at 1-2) is based, if on anything at all, on Staff’s arguments 

that the Utilities and/or IBS should charge PEHS amounts in excess of what the applicable 

affiliated agreements allow.  However, those arguments, even if correct (they are not correct) 

would not establish improper charges or a subsidy.  As Staff witness Mr. Sackett agreed, the 

service in question with respect to PEHS is for pipe for which customers are responsible, 

customers need not contract with the Utilities or with an affiliate for pipe repair work, and the 

Commission does not regulate a third party’s services or charges.  Sackett Tr. 9/1/11, 

763:12 - 764:17.  Thus, what the Utilities or IBS charge PEHS must not be a market rate and it 

need not be what IBS charges its customers for pipe repair work nor what the Utilities charge 

customers for pipe repair work.  So, once again, there is no proper or reasonable predicate for 

IGS’ proposed investigation. 

VI. RATE OF RETURN 

VI.E.  Cost of Common Equity 

  1. Response to GCI 

Emboldened by the Proposed Order’s acceptance of Staff’s 8.75% ROE,9 GCI now 

proposes that the Commission reduce the Utilities’ ROEs by another 166 basis points to 7.09% 

based on an extreme application of the capital asset pricing model (CAPM).  City/CUB BOE at 

                                                 
9 The Proposed Order’s recommended ROE of 8.85% is in error.  NS-PGL BOE at 9, fn.11; Staff BOE at 13-14. 
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17.10  This would cut the Utilities’ currently authorized ROEs of 10.23% (Peoples Gas) and 

10.33% (North Shore) by almost a third.  Perhaps the best illustration of exactly how 

unreasonable the latest GCI recommendation is lies in the fact that its proposed cost of equity 

approaches the expected 2012 yield on long-term corporate bonds.  NS-PGL Ex. 19.09, p. 3 

(forecast rate for Baa-rated bonds of 6.1% – 6.6%). 

GCI’s position that the Utilities’ ROE should be based exclusively on an extreme 

application of the CAPM is (1) contrary to its own witness’ testimony; (2) contrary to recent 

Commission decisions on the need to consider real world information on returns granted other 

utilities; (3) not credible when put in the context of authorized return data and forecasts, not to 

mention this Commission’s past decisions on GCI’s extreme approach to ROE; and (4) not 

supported by the evidence. 

GCI’s support for a CAPM-based ROE does, however, provide the basis for ROE 

alternatives that are based on reasonable CAPM results derived from the record.  Relying on the 

CAPM to set the Utilities’ ROEs would avoid the anomalies that currently affect the DCF model 

when it is applied to natural gas utilities.  One alternative (referred to herein as “Utility 4”)11 

considers Mr. Moul’s updated unadjusted CAPM result for the Gas Group (9.52%), Staff’s 

CAPM result (9.20%) and Mr. Moul’s Risk Premium result (11.25%), and averages them to 

yield an ROE of 9.99%.  A “CAPM only” alternative adjusts Staff’s CAPM result to address the 

problems with relying on spot data for the risk free rate and updates both Staff’s CAPM and the 

Utilities’ CAPM results for the most recent Blue Chip forecasts for 30-year Treasury bonds in 

2012.  This approach (“Utility 5”) yields an ROE of 9.61%. 

                                                 
10 The AG adopts the positions of City/CUB on ROE.  AG BOE at 33. 
11 The Utilities’ BOE advocated their primary position of an ROE of 10.85% (“Utility 1”) and also presented and 
explained alternative ROEs based on the record, including 10.24% (“Utility 2”), 10.13% (Utility 3(a)) and 9.89% 
(Utility 3(b)). 
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   a. GCI’s position is contrary to its own witness’ testimony 

The Staff/Proposed Order ROE of 8.75% was well within the range of model results 

generated by GCI’s ROE witness, and was actually below his updated DCF result of 8.94%.  

Thomas Reb., GCI Ex. 10.0, 15:347.  Mr. Thomas also produced CAPM results ranging from 

8.14% in his direct testimony down to 7.09% in his rebuttal testimony.  Id.; Thomas Dir., GCI 

Ex. 5.0, 33:733.  It is that 7.09% CAPM result that GCI now urges the Commission to adopt as 

the Utilities’ ROE. 

But Mr. Thomas himself testified that the Commission should not rely on his CAPM 

results to set the Utilities’ ROEs because “there are several well-known problems with both the 

theory and practical application of the model.”  Thomas Dir., GCI Ex. 5.0, 23:518-519.  “The 

problems with the inputs and theory of the CAPM,” he added, “raise serious questions about the 

validity of the results generated by the model.”  Id. at 23:529 – 24:531.  He opined that the 

CAPM is therefore “best only employed as a check on the results of the DCF model.”  Id. at 

24:531-534; see also Thomas, 9/6/11 Tr. 950:6-15.  In his rebuttal testimony, Mr. Thomas 

reiterated these points and added, “Even in that limited role [as a check on the results of the DCF 

model], the regulator must recognize the deficiencies of the CAPM, require appropriate inputs, 

and use the results judiciously.”  Thomas Reb., GCI Ex. 10.0, 11:262-264. 

Against this backdrop, GCI’s reliance on a CAPM result as the sole basis for setting the 

Utilities’ ROE is curious at best.  It is no coincidence that the CAPM result GCI picked happens 

to be the single lowest ROE in the record.  GCI’s reliance on the CAPM should be seen for what 

it is, a gambit to make the Staff/Proposed Order ROE of 8.75% appear to be reasonable by 

comparison. 
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   b. GCI’s position is contrary to the 
evidence and past Commission decisions 

According to GCI, a utility’s cost of equity must be determined through mathematical 

models “based on the Commission’s methodological guidance and recognition of governing law 

in past cases.”  City/CUB BOE at 16.  GCI’s position that the Commission must ignore real 

world information like actual returns and forecasts of future returns is not defensible.  GCI’s own 

witness would not go that far, and conceded that the Commission should consider potential Wall 

Street reactions to its ROE decisions, but not “give them a tremendous amount of weight.”  

Thomas, 9/6/11 Tr. 952:4-15.   

GCI also ignores the Commission’s decision in the Utilities’ last rate cases that it must 

take actual authorized returns and other real world information into account because the 

mathematical models are theoretical, imperfect in design, “highly dependent on analyst judgment 

as to the inputs, and therefore . . . susceptible to manipulation.”  Peoples 2009, p. 123.  

“Although these models provide the best information of what we need for the purposes at hand, 

their limitations 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.”  Id. 

In other words, according to its most recent pronouncement as to the Utilities, “the 

Commission’s policies and directives on cost of equity methodologies” require consideration of 

returns set for other utilities by this Commission and others and other relevant information to put 

the mathematical model results into a real world context.  As shown below, when put in such 

context, GCI’s proposed ROE cannot be taken seriously. 
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   c. GCI’s position is not credible 

According to GCI, only Mr. Thomas’ analysis is “straight-forward.”  Those of Staff and 

the Utilities, GCI asserts, are biased and subjective.  City/CUB at 12, 15.  Nothing could be 

further from the truth. 

GCI’s proof of “subjectivity” is comprised of (1) Mr. Moul’s adjustments to his DCF and 

CAPM models to correct for the misapplication of market equity costs to book value capital 

structures and (2) the Utilities’ comparisons “to other commissions’ cost of equity 

determinations.”  Id. at 13.  GCI, however, fails to acknowledge that its own witness made 

adjustments to Mr. Moul’s models.  In addition to reversing Mr. Moul’s adjustments, Mr. 

Thomas adjusted the risk-free rate and the beta in Mr. Moul’s CAPM.  These adjustments had 

the effect of reducing the result of Mr. Moul’s CAPM by 447 basis points or almost 40%.  See 

Thomas Reb., GCI Ex. 10.0, at 15.  If adjusting the models constitutes subjectivity, then GCI’s 

witness is guilty of subjectivity. 

The fact is that the mathematical models are by their nature an exercise in subjectivity.  

Although the models themselves – their formulae and calculations (i.e., the mathematics) – are at 

least theoretically objective, their use requires the analyst to make subjective choices of the data 

to be put into the models.  Thus, GCI’s ranting against subjectivity is useless to the Commission.  

The real issue is whether the analyst’s exercise of subjectivity in running the models is 

reasonable.  In resolving this issue, each analyst’s input to each of his or her models can be and 

often is litigated.  But in GCI’s case the Commission need not get into the specifics because the 

result itself is so unreasonable that GCI’s misuse of the model is self-evident. 

If GCI’s 7.09% ROE was the product of a purely objective analysis, consistent with past 

Commission decisions, one would expect it to have some relationship to the returns set for other 



 

43 
 

energy utilities by this Commission and others, as well as market expectations for natural gas 

utility returns.  By this test, GCI’s 7.09% ROE fails miserably.  GCI’s proposal is not even 

comparable to the average 10.32% return recently set for energy utilities and the 10.0% 

forecasted return for natural gas utilities.  Moul Reb., NS-PGL Ex. 19.0, 2:44 – 3:48, 4:82-90; 

NS-PGL Ex. 19.01.  To the contrary, GCI’s proposal is only 130 basis points above the A-rated 

public utility bond yield (5.75%).  NS-PGL Ex. 19.02.  By these measures, GCI’s position is 

wildly inaccurate, extremely subjective, or both.   

GCI nonetheless insists that the Utilities’ market cost of equity is to be divined through 

mathematical models “based on the Commission’s methodological guidance and recognition of 

governing law in past cases,” with no consideration of how the model results compare to the 

actual returns set by this Commission and others.  But if that was true, and if it was also true that 

only GCI proposed “objective” ROEs, we would expect the returns authorized by the 

Commission to closely track GCI’s recommendations. 

Again, the facts undercut GCI’s rhetoric.  In each of the Utilities’ last two sets of rate 

cases, the Commission rejected GCI’s so-called “objective” ROEs.  In the Utilities’ 2007 cases, 

the Commission rejected Mr. Thomas’ DCF and CAPM results because his models did not 

comply with the methodologies approved by the Commission in past cases.  Peoples 2007, pp. 

92-93.  The Commission based the Utilities’ ROEs on the Utilities’ DCF model result and the 

Utilities’ and Staff’s CAPM results.  Peoples 2007, p. 100.   

In the Utilities’ last cases, the Commission rejected Mr. Thomas’ DCF result because it 

was so much lower than the Utility and Staff results.  Peoples 2009, p. 125.  The Commission 

rejected Mr. Thomas’ CAPM result because the beta he used was “far removed and away” from 

the betas used by the Utilities and Staff.  Id. at 126.  The Commission based the Utilities’ ROEs 
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on the Utilities’ and Staff’s DCF model results and an adjusted version of Staff’s CAPM result.  

Peoples 2009, p. 129. 

The following table compares GCI’s recommendations to the returns the Commission 

authorized in those cases: 

Comparison of GCI Proposed to Authorized ROEs
and Current Recommendations

6.5

7.5

8.5

9.5

10.5

2007 2009 2011

NS Auth

PGL Auth

GCI Rec

 

Quite clearly, the Commission has seen through GCI’s façade of “objectiveness” and 

reviewed the model results presented it in the proper context of actual and forecasted returns.  

The Commission should likewise conclude in these cases that GCI’s proposals do not comply 

with the Commission’s policies and methodologies, and are too low to merit consideration in 

setting the Utilities’ ROEs. 

   d. GCI’s position is not supported by the evidence 

GCI claims that even though the Proposed Order adopts a return that is lower than the 

8.94% DCF return that GCI’s own witness recommended should form the basis for the Utilities’ 
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ROEs, “other evidence also points to [an even] lower appropriate return.”  City/CUB BOE at 15.  

GCI’s “other evidence” amounts to three things: (1) Mr. Thomas’ “corrected version of the 

Companies’ CAPM estimate,” (2) Staff’s claim that Mr. Moul’s DCF model incorporated a 

growth rate that was too high, and (3) Staff’s agreement with the Utilities that no adjustment is 

appropriate for their decoupling rider, Rider VBA, because all members of the Gas Group have 

some rate mechanism to mitigate the effects of conservation on revenues.  Id.  None of GCI’s 

“other evidence” holds up to scrutiny. 

Mr. Thomas’ adjustments to Mr. Moul’s CAPM result were subjective and result-driven.  

Mr. Thomas adjusted two of the inputs to Mr. Moul’s CAPM.  The first was the “risk free” rate.  

In his direct testimony, Mr. Thomas accepted Mr. Moul’s risk free rate of 4.25%, which 

considered Blue Chip forecasts and recent trends in the yields on long-term Treasury bonds.  

Thomas Dir., GCI Ex. 5.0, 29:636; Moul Dir., NS Ex. 3.0 REV, 38:840-842.  Mr. Moul’s 

updated CAPM took into account the fact that the Blue Chip forecasts for 30-year Treasury bond 

yields in 2012 had increased from 4.6% to 5.2%.  NS Ex. 3.11, p. 4; NS-PGL Ex. 19.09, p. 3.  He 

increased his risk-free rate, though only to 4.5%.  NS-PGL Ex. 19.09, p. 3.  When Mr. Thomas 

updated his adjustments to Mr. Moul’s CAPM, however, he did not use Mr. Moul’s 

conservatively updated risk free rate.  Instead, Mr. Thomas plugged in a rate of 4.27%, 

purportedly the 30-year Treasury yield as of July 11, 2011.  Thomas Reb., GCI Ex. 10.0, 15:347.  

That choice was a purely subjective one on Mr. Thomas’ part. 

Mr. Thomas made a much larger adjustment to Mr. Moul’s CAPM by changing the beta 

input.  Mr. Thomas rejected Mr. Moul’s reliance on Value Line betas, despite the fact that Value 

Line is the only source that publishes its sources of data and calculations.  NS-PGL BOE at 34.  

Mr. Thomas admitted that the Commission “has traditionally accepted” Value Line’s 
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methodology, namely “beta coefficients that are adjusted for mean reversion.”  Thomas Dir., 

GCI Ex. 5.0, 26:577-580.  Yet he included four additional sources, none of which publish their 

data, methodology or calculations.  All of these betas were substantially lower than the Value 

Line betas.  Id, 26:587.  By averaging the four sets of much lower betas with the one set of Value 

Line betas, Mr. Thomas derived a beta of 0.37 that was one half of Mr. Moul’s leverage-adjusted 

beta of 0.74; it was also significantly lower than Mr. Moul’s unadjusted beta of 0.65 and Staff’s 

beta of 0.53.  Id.; Moul Dir., NS Ex. 3.0 REV, 36:794 – 37:811; McNally Dir., Staff Ex. 5.0, 

16:310 – 17:318.12   

This “adjustment” by Mr. Thomas reduced Mr. Moul’s updated unadjusted CAPM result 

by over 200 basis points, from 9.45% to 7.32%.  Mr. Thomas’ updated CAPM was also almost 

200 basis points lower than Staff’s CAPM result of 9.20%.  Precisely because it is so much 

lower than either the Utilities’ or Staff’s CAPM results, Mr. Thomas’ “adjusted” CAPM must be 

rejected as the product of faulty methodology, excessive subjectivity, or both.  As the 

Commission ruled in the Utilities’ 2007 rate cases, when a mathematical model produces 

“anomalous” results and “strays from a zone of reasonableness to the degree where it offers an 

unreliable estimate of the appropriate ROE,” then the model is unusable in the Commission’s 

decision-making.  Peoples 2007, p. 92.  As in the Utilities’ last rate cases, Mr. Thomas’ beta is 

“far removed and away” from the betas used by the Utilities and Staff, rendering his CAPM 

result unreasonable.  Peoples 2009, p. 126.  GCI’s CAPM should be rejected because of the 

anomalous results it produced in this case. 

                                                 
12 Mr. Moul’s updated CAPM reflected the fact that between April and July the average Value Line beta for the Gas 
Group increased slightly to 0.66 and the leverage-adjusted beta to 0.77.  NS-PGL Exs 19.02, 19.09, p. 1.  In Mr. 
Thomas’ “updated” CAPM, the beta remained at 0.37.  Thomas Reb., GCI Ex. 10.0, 15:347. 
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   e. GCI’s position supports a CAPM-based ROE 

The Commission’s task is to set reasonable ROEs for the Utilities that are representative 

of their market costs of equity for the period in which their rates will be effective.  Moul Reb., 

NS-PGL Ex. 19.0, 13:271-272.  The ROEs recommended by Staff, GCI and the Proposed Order 

fall far short of this standard.  As Utilities witness Steven Fetter, a former chair of the Michigan 

commission and former officer of the Fitch credit rating agency, testified:  “I would expect shock 

and extremely negative reactions from the market if the Commission were to reduce the Utilities’ 

ROEs from their current levels to a point within the 7.09% to 8.94% range of returns 

recommended by [Staff] and [GCI].”  Fetter Sur., NS-PGL Ex. 37.0, 7:150-153. 

Consequently, the Commission must “consult general financial market information to 

ensure that the model results presented [it] are generally consistent with real world conditions.”  

Peoples 2009, p. 123.  In addition to their witness’ recommended 10.85% (referred to herein as 

“Utility 1”), the Utilities have offered five alternatives that meet this standard, three in their 

initial BOE and two in this Reply Brief.  These alternatives are described below, each 

accompanied by the associated exceptions. 

 First Alternative ROE (10.24%) 

 The Utilities’ first alternative (“Utility 2”) reflects the fact that anomalous conditions 

unique to natural gas utilities are currently causing the DCF model to understate their cost of 

equity.  NS-PGL BOE at 30-32.  Accordingly, the Utilities urged the Commission either to 

disregard the DCF model in this case or, in the alternative, to use Mr. Moul’s unadjusted DCF 

result for the Combination Group (9.93%)13 as representative of the Utilities’ cost of equity in 

the absence of such anomalies.  When that result was averaged with Mr. Moul’s unadjusted 

                                                 
13 This result was calculated from NS-PGL Ex. 19.02 simply by subtracting the leverage adjustment (0.55%) from 
the total (10.48%). 
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CAPM for the Gas Group (9.52%)14 and his Risk Premium result (11.25%), the resulting ROE 

was 10.24%.  Id. at 40. 

Exceptions to Pages 133-137 of the Proposed Order for First Alternative ROE (10.24%) 

 The following Exceptions language has been updated in response to GCI’s BOE and, to 

the extent the language is repetitive of the Exceptions language provided along with the Utilities’ 

initial BOE, are provided for the Commission’s convenience. 

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 

                                                 
14 This result was calculated by replacing the adjusted beta of 0.77 in NS-PGL Ex. 19.02 with Mr. Moul’s updated 
unadjusted beta of 0.66, which is found on page 1 of NS-PGL Ex. 19.09, and also subtracting the size adjustment of 
1.20%. 
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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.  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 



 

50 
 

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.   

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 
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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. 

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 
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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.  Although we find that the leverage 
adjustment as proposed by Mr. Moul is distinguishable from the “market-
to-book” adjustment, we do not adopt his adjustment at this time.  We 
conclude that if the ROEs we authorize are reasonable and generally 
consistent with market expectations, a financial leverage adjustment (up 
or down) is not required. 

 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.     
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 Thus, the Commission concludes that Mr. Moul’s updated 
unadjusted Combination Group DCF result of 9.93% 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 9.52%.  Mr. Moul’s 
then recommended adjusted that his CAPM result be adjusted upward to 
overall market premium values were 11.21% in February 2011 and 
11.56% in July 2011 to account for leverage and 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 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 unadjusted CAPM 
result of 9.52% 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 
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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 
does not support the need to include the financial leverage adjustment.  
Third, on balance, we find that the evidence weight’s against Mr. Moul’s 
size adjustment. 

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 5/16.108.5(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%.    

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 
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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 
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%. 

 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 updated unadjusted Combination DCF (9.93 10.48%), 
Mr. Moul’s updated unadjusted CAPM (9.52 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 10.24 98%, which is very close to Mr. Moul’s 
recommendation of 10.85%.  We therefore find that a return on equity of 
10.24% the Companies’ estimate of 10.85% 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.  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. 

Rate of Return on Rate B 
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 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 CONT’D 

 Taking into consideration all of the foregoing conclusions, the 
Commission concludes that North Shore should be authorized to earn a 
7.13 [8.15% or 8.06]% rate of return on rate base and Peoples Gas 
should be authorized to earn a 6.62 [7.74% or 7.49]% rate of return on 
rate base. 

i. North Shore 

Approved Rates of Return 

[@ 10.24% ROE] 

[@ 56% equity, 44% long-term debt] 

     

  Proportion Cost  Weighted Cost 

 Short Term Debt   3.90% 4.04% 0.16% 

 Long Term Debt   

44.00% 

46.10 %  5.51% 

2.42% 

2.54% 

 Preferred Stock   0.00% 0.00% 0.00% 

  

Common Stock   

56.00% 

50.00 % 

10.24%

8.85% 

5.73% 

4.43% 

 TOTAL   100.00%  

8.15% 

7.13 % 
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Approved Rates of Return 

[@ 10.24% ROE] 

[@ 53.9% equity, 46.1% long-term debt] 
     

  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   

53.90% 

50.00 % 

10.24%

8.85% 

5.52% 

4.43% 

 TOTAL   100.00%  

8.06% 

7.13 % 

  ii. Peoples Gas 

Approved Rates of Return 

[@ 10.24% ROE] 

[@ 56% equity, 44% long term debt] 

  Proportion Cost  Weighted Cost 

 Short Term Debt   2.60% 2.62% 0.07% 

 Long Term Debt   

44.00%

48.40% 4.57%

2.01% 

2.21% 

 Preferred Stock   0.00% 0.00% 0.00% 

 Common Stock   

56.00%

49.00%

10.24%

8.85%

5.73% 

4.34% 

 TOTAL   100.00%  

7.74% 

6.62% 
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Approved Rates of Return 

[@ 10.24% ROE] 

[@ 51.6% equity, 48.4% long term debt] 

  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   

51.60%

49.00%

10.24%

8.85%

5.28% 

4.34% 

 TOTAL   100.00%  

7.49% 

6.62% 

  

 Second and Third Alternative ROEs (10.13% / 9.89%) 

 The Utilities’ second and third alternatives (“Utility 3(a)” and “Utility 3(b)”) also 

addressed the anomalies currently affecting the DCF model applied to natural gas utilities, but 

did so by adjusting the Staff DCF result by the 145-basis point difference between Mr. Moul’s 

updated DCF results for the Gas Group and the Combination Group.  Moul Reb., NS-PGL Ex. 

19.0, 7:139 Table.  Adjusting Staff’s DCF by all or half of this difference yields a cost of equity 

of either 9.95% or 9.23%.  Averaging this result with Staff’s CAPM result (9.20%) and Mr. 

Moul’s Risk Premium result (11.25%) yielded a cost of either 10.13% or 9.89%.  NS-PGL BOE 

at 41. 
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Exceptions to Pages 133-137 of the Proposed Order for 
Second and Third Alternative ROEs (10.13% / 9.89%) 

 The following Exceptions language has been updated in response to GCI’s BOE and, to 

the extent the language is repetitive of the Exceptions language provided along with the Utilities’ 

initial BOE, is provided for the Commission’s convenience. 

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. 
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 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.  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 
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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.   

 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 
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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. 

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, we consider the difference between his DCF model 
results in assessing the reasonableness of the Staff DCF result. 

 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.  Although we find that the leverage 
adjustment as proposed by Mr. Moul is distinguishable from the “market-
to-book” adjustment, we do not adopt his adjustment at this time.  We 
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conclude that if the ROEs we authorize are reasonable and generally 
consistent with market expectations, a financial leverage adjustment (up 
or down) is not required. 

 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.     

 Staff’s continued reliance on historical spot day data without a 
demonstration that it produces a cost of equity that is representative for 
the test year, coupled with the anomalous conditions that currently affect 
the DCF model’s application to natural gas utilities require adjustments to 
Staff’s DCF result.  The 145-basis point difference between Mr. Moul’s 
Gas Group DCF and Combination Group DCF provides a reasonable 
basis to adjust to Staff’s DCF result address these issues.  Applying [one 
half of] this difference to Staff’s DCF result yields a cost of equity of 
[9.23%] 9.95%. 
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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 9.52%.  Mr. Moul’s 
then recommended adjusted that his CAPM result be adjusted upward to 
overall market premium values were 11.21% in February 2011 and 
11.56% in July 2011 to account for leverage and 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 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 unadjusted CAPM 
result of 9.52% 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 
does not support the need to include the financial leverage adjustment.  
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Third, on balance, we find that the evidence weight’s against Mr. Moul’s 
size adjustment. 

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 5/16.108.5(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%.    

 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.   
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 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  
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 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 address the uncertainties from historical spot day data and 
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 address the uncertainties from historical spot day data and 
the anomalies that currently affect that model’s application to natural gas 
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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. 

a. 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 [8.09, 8.00, 7.96, or 7.87]% rate of return on rate base and Peoples 
Gas should be authorized to earn a 6.62 [7.68, 7.44, 7.55, or 7.31]% rate 
of return on rate base. 
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i. North Shore 

Approved Rates of Return 

[@ 10.13% ROE] 

[@ 56% equity, 44% long-term debt] 
     

  Proportion Cost  Weighted Cost 

Short Term Debt   3.90% 4.04% 0.16% 

Long Term Debt   

44.00% 

46.10 %  5.51% 

2.42% 

2.54% 

Preferred Stock   0.00% 0.00% 0.00% 

  

Common Stock   

56.00% 

50.00 % 

10.13%

8.85% 

5.67% 

4.43% 

 TOTAL   100.00%  

8.09% 

7.13 % 

Approved Rates of Return 

[@ 10.13% ROE] 

[@ 53.9% equity, 46.1% long-term debt] 
     

  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   

53.90% 

50.00 % 

10.13%

8.85% 

5.46% 

4.43% 

 TOTAL   100.00%  8.00%7.13 % 
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Approved Rates of Return 

[@ 9.89% ROE] 

[@ 56% equity, 44% long-term debt] 
     

  Proportion Cost  Weighted Cost 

 Short Term Debt   3.90% 4.04% 0.16% 

 Long Term Debt   

44.00% 

46.10 %  5.51%

2.42% 

2.54% 

 Preferred Stock   0.00% 0.00% 0.00% 

  

Common Stock   

56.00% 

50.00 % 

9.89%

8.85%

5.54% 

4.43% 

 TOTAL   100.00%  

7.96% 

7.13 % 

Approved Rates of Return 

[@ 9.89% ROE] 

[@ 53.9% equity, 46.1% long-term debt] 
     

  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   

53.90% 

50.00 % 

9.89%

8.85%

5.33% 

4.43% 

 TOTAL   100.00%  7.87%7.13 % 
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  ii. Peoples Gas 

Approved Rates of Return 

[@ 10.13% ROE] 

[@ 56% equity, 44% long term debt] 

  Proportion Cost  Weighted Cost 

 Short Term Debt   2.60% 2.62% 0.07% 

 Long Term Debt   

44.00%

48.40% 4.57%

2.01% 

2.21% 

 Preferred Stock   0.00% 0.00% 0.00% 

 Common Stock   

56.00%

49.00%

10.13%

8.85%

5.67% 

4.34% 

 TOTAL   100.00%  

7.68% 

6.62% 

  

Approved Rates of Return 

[@ 10.13% ROE] 

[@ 51.6% equity, 48.4% long term debt] 

  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   

51.60%

49.00%

10.13%

8.85%

5.23% 

4.34% 

 TOTAL   100.00%  7.44%6.62% 
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Approved Rates of Return 

[@ 9.89% ROE] 

[@ 56% equity, 44% long term debt] 

  Proportion Cost  Weighted Cost 

 Short Term Debt   2.60% 2.62% 0.07% 

 Long Term Debt   

44.00%

48.40% 4.57%

2.01% 

2.21% 

 Preferred Stock   0.00% 0.00% 0.00% 

 Common Stock   

56.00%

49.00%

9.89%

8.85%

5.54% 

4.34% 

 TOTAL   100.00%  

7.55% 

6.62% 

  

Approved Rates of Return 

[@ 9.89% ROE] 

[@ 51.6% equity, 48.4% long term debt] 

  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   

51.60%

49.00%

9.89%

8.85%

5.10% 

4.34% 

 TOTAL   100.00%  

7.31% 

6.62% 
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 Fourth Alternative ROE (9.99%) 

 GCI’s reliance on the CAPM provides support for additional alternatives that are based 

on reasonable applications of that model based on substantial evidence in the record.  For the 

reasons given above, GCI’s CAPM result is not credible.  Assuming that the Commission does 

not adopt his leverage or size adjustments, then Mr. Moul’s updated unadjusted CAPM result for 

the Gas Group (9.52%) is certainly reasonable.  Although both Staff and GCI used lower betas, 

they also relied on Value Line, the source of Mr. Moul’s betas.  His reliance on Value Line betas 

was entirely reasonable.  As the Commission ruled in Peoples 2009 (p. 127), Staff’s CAPM 

result is not reliable because it is based on historical spot day data that Staff has not validated as 

representative of the conditions likely to prevail in the test year.  NS-PGL BOE at 26-30.  If the 

Commission considers Staff’s CAPM result at all, it should do so only in conjunction with Mr. 

Moul’s.  Averaging the two with Mr. Moul’s Risk Premium result (11.25%) would yield an ROE 

of 9.99%.  This rate (“Utility 4”) is virtually identical to Value Line’s forecast ROE of 10.0% for 

natural gas utilities in 2012. 

Exceptions to Pages 133-137 of the Proposed Order for Fourth Alternative ROE (9.99%) 

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 
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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.  Such comparisons are not relevant,  
This, however, does not reflect the entire scope of our review and 
determination process. 
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 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 
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Group enjoy these specific advantages to the same extent or that they 
have any other stabilization measures incorporated in their rate structures.   

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 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 
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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. 

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 9.52%.  Mr. Moul’s 
then recommended adjusted that his CAPM result be adjusted upward to 
overall market premium values were 11.21% in February 2011 and 
11.56% in July 2011 to account for leverage and 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 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 
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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 only the Utilities’ and Staff’s 
CAPM results are worthy of consideration.  As we found in Peoples 2009, 
Staff’s CAPM relies on historical spot day data that has not been validated 
to be representative of the conditions that will prevail in the test year.  At 
the same time, we also adhere to our decisions in Peoples 2009 to 
disregard Mr. Moul’s leverage and size adjustments.  But 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.  For these reasons, we will accept 
both Mr. Moul’s updated unadjusted CAPM result (9.52%) and Staff’s 
CAPM result (9.20%) in our analysis of the Utilities’ cost of equity in 2012. 

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 5/16.108.5(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 
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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%.    

 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 
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%. 
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 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  
unadjusted CAPM (11.21 9.52%), Staff’s CAPM result (9.20%) and Mr. 
Moul’s Risk Premium (11.25%) result 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 9.99%, which is very close to Mr. 
Moul’s recommendation of 10.85% the 10.00% Value Line forecast for 
natural gas utility ROEs in 2010.  We therefore find that the Companies’ 
estimate of 10.85% a cost of equity of 9.99% 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. 

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 [8.01 or 7.92]% rate of return on rate base and Peoples Gas should 
be authorized to earn a 6.62 [7.60 or 7.36]% rate of return on rate base. 
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i. North Shore 

Approved Rates of Return 

[@ 9.99% ROE] 

[@ 56% equity, 44% long-term debt] 
     

  Proportion Cost  Weighted Cost 

 Short Term Debt   3.90% 4.04% 0.16% 

 Long Term Debt   

44.00% 

46.10 %  5.51%

2.42% 

2.54% 

 Preferred Stock   0.00% 0.00% 0.00% 

  

Common Stock   

56.00% 

50.00 % 

9.99%

8.85%

5.59% 

4.43% 

 TOTAL   100.00%  

8.01% 

7.13 % 

Approved Rates of Return 

[@9.99% ROE] 

[@ 53.9% equity, 46.1% long-term debt] 
     

  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   

53.90% 

50.00 % 

9.99%

8.85%

5.38% 

4.43% 

 TOTAL   100.00%  7.92%7.13 % 



 

81 
 

 

  ii. Peoples Gas 

Approved Rates of Return 

[@9.99% ROE] 

[@ 56% equity, 44% long term debt] 

  Proportion Cost  Weighted Cost 

 Short Term Debt   2.60% 2.62% 0.07% 

 Long Term Debt   

44.00%

48.40% 4.57%

2.01% 

2.21% 

 Preferred Stock   0.00% 0.00% 0.00% 

 Common Stock   

56.00%

49.00%

9.99%

8.85%

5.59% 

4.34% 

 TOTAL   100.00%  

7.60% 

6.62% 

 Approved Rates of Return 

[@9.99% ROE] 

[@ 51.6% equity, 48.4% long term debt] 

  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   

51.60%

49.00%

9.99%

8.85%

5.15% 

4.34% 

 TOTAL   100.00%  

7.36% 

6.62% 
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 Fifth Alternative ROE (9.61%) 

 A “CAPM-only” alternative (“Utility 5”) would adjust Staff’s CAPM result (9.20%) 

consistent with the methodology the Commission used in the Utilities’ last set of rate cases to 

address “the unreliability of solely using spot data.”  Peoples 2009, p. 127  There, the 

Commission replaced Staff’s “spot” risk free rate with a Blue Chip forecast of the yield on 30-

year Treasury securities.  Applying that same methodology in this case, the most recent Blue 

Chip forecast for 30-year Treasure rates is 4.80%.  Staff Cross Ex. 6.  Using that rate as the risk 

free rate in Staff’s model yields a cost of equity of 9.59%.  See Staff Ex. 5.0, Sched. 5.5.  In 

Peoples 2009, the Commission averaged the two Staff CAPM results.  In this case, the average 

of Staff’s “spot” CAPM result (9.20%) and Staff’s “Blue Chip” CAPM result (9.59%) is 9.40%. 

 For the reasons stated above and in the Utilities’ BOE, the Commission should also 

consider Mr. Moul’s updated CAPM result, at least in its unadjusted form.  To ensure 

comparability, the Commission should use the same risk free rate in Mr. Moul’s model, which 

yields an equity cost of 9.82%.  See NS-PGL Exs. 19.02 & 19.09, p.1.15  Averaging the Staff and 

Moul “Blue Chip” CAPMs results in an ROE of 9.61%. 

Exceptions to Pages 133-137 of the Proposed Order for Fifth Alternative ROE (9.61%) 

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%   

                                                 
15 This result was calculated by replacing the adjusted beta of 0.77 with the unadjusted beta, subtracting the size 
adjustment, and replacing the risk free rate of 4.50% with 4.80%. 
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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.  Such comparisons are not relevant,  



 

84 
 

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 
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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.   

 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 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 
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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. 

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 9.52%.  Mr. Moul’s 
then recommended adjusted that his CAPM result be adjusted upward to 
overall market premium values were 11.21% in February 2011 and 
11.56% in July 2011 to account for leverage and 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 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, 
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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, as it did in Peoples 2009, to consider 
Mr. Moul’s unadjusted CAPM result.  We adhere to our decisions there to 
disregard Mr. Moul’s leverage and size adjustments.  But 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.  As we did in Peoples 2009, we find 
Staff’s CAPM to be unreliable because it relies on historical spot day data 
that has not been validated to be representative of the conditions that will 
prevail in the test year.  We again adjust Staff’s CAPM result by replacing 
the spot day risk free rate with the most recent Blue Chip forecast of yields 
on 30-year Treasury securities in 2012, that being 4.80% from Staff 
Hearing Exhibit 6.  This yields a cost of equity of 9.59%, which we average 
with Staff’s unadjusted CAPM result of 9.20%.  Using the same risk free 
rate, we update Mr. Moul’s unadjusted CAPM and average that result, 
9.82%, with the adjusted Staff CAPM result of 9.40%.  Based on this 
analysis, we find that 9.61% is a reasonable and representative CAPM 
estimate of the Utilities’ cost of equity in 2012. 

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. 

 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.   
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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%.    

 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 
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%. 

 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 
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our CAPM-based estimate of 9.61% 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 We find that estimate to be 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. 

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 [7.80 or 7.72]% rate of return on rate base and Peoples Gas should 
be authorized to earn a 6.62 [7.39 or 7.17]% rate of return on rate base. 
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i. North Shore 

Approved Rates of Return 

[@ 9.61% ROE] 

[@ 56% equity, 44% long-term debt] 
     

  Proportion Cost  Weighted Cost 

 Short Term Debt   3.90% 4.04% 0.16% 

 Long Term Debt   

44.00% 

46.10 %  5.51%

2.42% 

2.54% 

 Preferred Stock   0.00% 0.00% 0.00% 

  

Common Stock   

56.00% 

50.00 % 

9.61%

8.85%

5.38% 

4.43% 

 TOTAL   100.00%  

7.80% 

7.13 % 

Approved Rates of Return 

[@9.61% ROE] 

[@ 53.9% equity, 46.1% long-term debt] 
     

  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   

53.90% 

50.00 % 

9.61%

8.85%

5.18% 

4.43% 

 TOTAL   100.00%  7.72%7.13 % 
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i. Peoples Gas 

Approved Rates of Return 

[@9.61% ROE] 

[@ 56% equity, 44% long term debt] 

  Proportion Cost  Weighted Cost 

 Short Term Debt   2.60% 2.62% 0.07% 

 Long Term Debt   

44.00%

48.40% 4.57%

2.01% 

2.21% 

 Preferred Stock   0.00% 0.00% 0.00% 

 Common Stock   

56.00%

49.00%

9.61%

8.85%

5.38% 

4.34% 

 TOTAL   100.00%  

7.39% 

6.62% 

 Approved Rates of Return 

[@9.61% ROE] 

[@ 51.6% equity, 48.4% long term debt] 

  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   

51.60%

49.00%

9.61%

8.85%

4.96% 

4.34% 

 TOTAL   100.00%  

7.17% 

6.62% 
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   f. Alternative ROE comparisons 

 The following graphs show the impact to the Utilities’ current authorized returns from the 

various recommendations before the Commission: 

Peoples Gas
Comparison of ROE Recommendations

6.5

7.5

8.5

9.5

10.5

2007 2009 2011

Authorized

Utility 1

Utility 2

Utility 3(a)

Utility 3(b)

Utility 4

Utility 5

Staff/ALJPO

GCI

North Shore
Comparison of ROE Recommendations

6.5

7.5

8.5

9.5

10.5

2007 2009 2011

Authorized

Utility 1

Utility 2

Utility 3(a)

Utility 3(b)

Utility 4

Utility 5

Staff/ALJPO

GCI
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 The following table compares the parties’ various ROE recommendations in the context 

of investor expectations, namely the average 10.32% recent return for energy utilities and the 

10.0% Value Line forecast return for natural gas utilities: 

Updated Comparison of ROE Positions to Investor Expectations

6.5

7.5

8.5

9.5

10.5 Utility 1

Recent Avg

Utility 2

Utility 3(a)

Value Line

Utility 4

Utility 3(b)

Utility 5

Staff/ALJPO

GCI

 

   g. Conclusion 

 For the reasons set forth in the Utilities’ BOE and in this Reply Brief, the Commission 

should authorize an ROE of 10.85% for each of the Utilities.  In the alternative, the Commission 

should authorize ROEs that are representative of the Utilities’ actual market cost of equity that is 

likely to prevail in the test year, 2012.  In the spirit of compromise, the Utilities have offered no 

less than five alternative ROEs based on the models and substantial evidence in the record. 

 The Commission should not base the Utilities’ ROEs on mathematical models that are 

uninformed by actual financial market conditions, based on historical data to the exclusion of 

available current and forecast data, fatally affected by the subjective goals of the sponsoring 

analyst/party, or, perhaps most important, models that have generated results that are far out of 
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the mainstream of actual utility ROEs and financial market expectations.  The Commission 

should rely on the totality of the record before it to authorize ROEs (and capital structures) that 

are reasonably supportive of the Utilities and their currently strong credit ratings, while at the 

same time protecting the Utilities’ customers from rates that overcompensate the Utilities for 

their actual capital costs.  In achieving that balance, the Commission has broad discretion.  

Village of Apple River v. Illinois Commerce Comm’n, 18 Ill. 2d 518, 523-24, 165 N.E.2d 329, 

331-332 (1960); Produce Term. Corp. v. Illinois Commerce Comm’n, 414 Ill. 582, 588-590, 112 

N.E.2d 141, 144 (1953). 

VIII. RIDERS 

VIII.B  Rider VBA 

 The Proposed Order declines to make permanent the Utilities’ existing decoupling pilot 

rider, Rider VBA, Volume Balancing Adjustment, and extends the pilot program for an 

indefinite period.  The Proposed Order also directs the Utilities and interested parties to engage 

in a workshop process prior to the Utilities’ next rate cases to explore linking Rider VBA to the 

goal of tying revenue losses from energy efficiency to the rider.  Proposed Order at 159-160.  

The Utilities excepted to these recommendations.  NS-PGL BOE at 64-67.  Staff and the AG also 

addressed Rider VBA.  City/CUB stated that they adopted the AG’s arguments.  City/CUB BOE 

at 19. 

 For the reasons stated in the Utilities’ Brief on Exceptions (at 64-67), the Commission 

should either:  (1) adopt Rider VBA on a permanent basis, with the changes proposed by the 
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Utilities, including a change to address certain customer switching, or (2) adopt an SFV rate 

design for S.C. Nos. 1, Small Residential Service, and 2, General Service.16 

  1. Staff 

 Staff supports making Rider VBA permanent.  Staff BOE at 15-17.  While the Utilities 

do not fully agree with the Staff’s rationale, they agree with Staff’s fundamental conclusions that 

the rider has worked as intended and little would be gained from continuing the pilot.  Staff 

offers several reasons why linking Rider VBA to energy efficiency losses is problematic.  Staff 

BOE at 18-21.  The Utilities concur with Staff’s conclusion that linking the rider to energy 

efficiency losses would necessarily and significantly delay adjustments under the rider.  More 

importantly, however, linking the rider to energy efficiency is flawed because a full decoupling 

mechanism, like Rider VBA, takes into account all effects on customer usage and ties 

adjustments (credit or charge) to the approved revenue requirement.  Linking the rider to only 

one factor that affects usage would undermine that critical link to the Commission-approved 

revenue requirement.  Finally, Staff states that the Proposed Order is vague on what extending 

the pilot for an interim period means.  Staff BOE at 21-23.  The Utilities agree that, if the 

Commission accepts the Proposed Order’s recommendation, then the Order must clearly identify 

the extended pilot period.  The Utilities recommend that any extension be based on a 

reconciliation period, so that the final adjustments can be efficiently reconciled based on a full 

year of data.  This is especially critical given the Proposed Order’s adoption of tariff changes 

making Rider VBA an annual calculation.  Proposed Order at 160.   

                                                 
16  The Utilities specifically proposed a true SFV rate design for S.C. No. 1, i.e., recovery of 100% of fixed costs 
through the customer charge, but, at minimum, propose 80% recovery.  For S.C. No. 2, the Utilities supported 80% 
fixed cost recovery, consistent with prior Commission orders for Nicor and Ameren. 
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  2. The AG 

 The AG argues that Rider VBA is unlawful single-issue ratemaking.  AG BOE at 33-37.  

The AG also briefly argues that the rider is contrary to Sections 8-104 and 8-401 of the Act, 220 

ILCS 5/8-104, 8-401.  AG BOE at 36.  As the Proposed Order states (at 158) and the AG 

acknowledges, the appeal of Rider VBA is pending and this argument is before the Appellate 

Court.  However, the AG’s arguments are flawed.   

 A fundamental flaw with the AG’s single-issue ratemaking argument is that it is contrary to 

the Illinois Supreme Court’s application of this Commission-created doctrine17, specifically, that 

the rule against single-issue ratemaking does not apply to riders.  In Citizens Util. Bd. v. Illinois 

Commerce Comm’n, 166 Ill. 2d 111, 137-38 (1995), the Court explained that the Commission’s 

single-issue ratemaking prohibition is a principle that applies only to general base rate 

proceedings that requires the Commission to examine all elements of the revenue requirement 

formula to determine the interaction and overall impact any change will have on the utility’s 

revenue requirement.  The concern is that treating one item of cost in isolation without 

examining whether it was offset by changes in other expense items might cause over or under 

recovery from customers.  See us. and Prof. People for the Pub. Interest v. Illinois Commerce 

Comm’n, 146 Ill. 2d 175, 247 (1991).  Thus, in Citizens Utility Board, the Court held that the 

rule against single issue ratemaking “does not circumscribe the Commission’s ability to approve 

direct recovery of unique costs through a rider when circumstances warrant such treatment.”  

Citizens Util. Bd., 166 Ill. 2d at 137-38.  Also see, Archer-Daniels-Midland Co. v. Illinois 

Commerce Comm’n, 184 Ill. 2d 391, 401-402 (1998).  In Archer-Daniels-Midland, the Court 

reversed an appellate court’s ruling that an automatic fuel adjustment rider that allowed for the 

                                                 
17  The “prohibition” of single-issue ratemaking is a ratemaking policy that the Commission created and adopted.  
There is no statutory prohibition against “single-issue ratemaking” in the Act or any other Illinois statute.  Nothing in 
the Illinois Administrative Code addresses single-issue ratemaking. 
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recovery of costs incurred by Central Illinois Public Service Company to “buy out” and 

restructure its coal purchase contracts was improper single-issue ratemaking.  The Court 

affirmed its holding in Citizens Utility Board that the rule against single-issue ratemaking only 

applies in the context of a complete base rate proceeding, and described its decision in Citizens 

Utility Board as “holding that the prohibition of single-issue ratemaking does not apply in 

relation to the use of rider mechanisms.”  Id. (citations omitted). 

 Additionally, the AG incorrectly concludes that Rider VBA “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.”  AG 

BOE at 37.  Rider VBA does not change customer rates.  In a rate case, the Commission 

approves a revenue requirement.  The Utilities use that revenue requirement with the approved 

rate design to determine the various charges to assess customers.  Rider VBA does not change 

the revenue requirement or any element in the revenue requirement formula.  Rider VBA 

calculates a positive or negative (i.e., a credit) adjustment that aligns the amount paid by 

customers with the Commission-approved amount that the Utilities are authorized to recover 

from those customers. 

The AG makes much of what it contends is the effect of Rider VBA on the Utilities’ rate 

of return (e.g., AG BOE at 35), but the Appellate Court decisions cited by the AG18 did not 

address rate of return – those decisions address the revenue requirement.  The AG does not, and 

cannot, argue that Rider VBA affects the revenue requirement.  Indeed, the design of Rider VBA 

is based entirely on truing up to the approved revenue requirement.  The Utilities’ approved 

expenses and approved return on rate base are what constitute that revenue requirement.  

                                                 
18  One of those decisions, concerning Peoples Gas’ Rider ICR, is the subject of Petitions for Leave to Appeal to the 
Illinois Supreme Court that each of Peoples Gas and the Commission filed. 
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Rider VBA does nothing more than make periodic adjustments to the amounts collected from 

customers to prevent over- or under-collection of that approved revenue requirement. 

The claims that Rider VBA is contrary to Section 8-104 and 8-401 of the Act are also 

flawed.  AG BOE at 37.  Section 8-104 pertains solely to energy efficiency programs and 

includes cost recovery associated with implementing those programs.  Rider VBA is a full 

decoupling mechanism and is not limited to the effects of energy efficiency.  The AG is correct 

that the cost recovery mechanism that Section 8-104 authorizes gas utilities to implement is a 

means to recover the costs of the mandated efficiency programs.  That energy efficiency cost 

recovery mechanism is, in concept, little different than the gas cost recovery mechanism 

authorized by Section 9-220 of the Act, 220 ILCS 5/9-220.  It says nothing about the propriety of 

decoupling, which, while related to energy efficiency only in the sense that Rider VBA addresses 

load changes associated with efficiency, is a more comprehensive rate mechanism that is directly 

linked to the approved revenue requirement.   

Section 8-401 pertains to providing service at the least-cost consistent with the service 

obligations to provide adequate, efficient, reliable and environmentally safe service.  Charging 

customers an amount based on the approved revenue requirement is consistent with this 

requirement.  Indeed, Section 8-401 not only supports decoupling but an SFV rate design, which, 

like Rider VBA, has the effect of tying fixed cost recovery to the approved revenue requirement 

by placing recovery of approved fixed costs in a fixed charge.  Moreover, the AG’s example of 

warmer than normal weather (AG BOE at 37) coupled with introductory comments that misstate 

what costs are “fixed” (AG BOE at 2) illustrates the AG’s fundamental misunderstanding of cost 

of service and rate design.  The approved revenue requirement is the amount that the utility’s 

rates are allowed and designed to recover from customers.  When factors beyond the utility’s 
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control, such as weather, gas costs, and the economy, cause customers to use more or less gas 

than is embodied in the forecasts that underlie the revenue requirement, the utility would, all else 

being equal, over- or under-recover the revenue requirement.  When a customer uses less gas, for 

any reason, the utility continues to incur its fixed costs.  For the Utilities, 100% of their costs are 

fixed.  See NS-PGL Init. Br. at 132-133,140-141; NS-PGL Rep. Br. at 81-82; ALJPO at Finding 

Paragraph (21).  Rider VBA provides for the recovery of these fixed costs, as reflected in the 

revenue requirement.  As the Commission observed in reviewing Nicor’s decoupling proposal 

and its modified SFV proposal, “[t]he portion of fixed costs that are currently recovered through 

a volumetric charge are in fact fixed costs, and thus cannot be conserved.”  Nicor 2008, p. 98. 

The AG is incorrect that Rider VBA turns basic ratemaking concepts on their head.  AG 

BOE at 33.  Rider VBA is a rate design that allows the Utilities to recover fixed costs that the 

Commission has found prudent and reasonable.  Rider VBA operates fully within the approved 

revenue requirement and takes the costs, return, rate base and other factors underlying the 

revenue requirement into account as approved by the Commission.  It does not change any 

factors, and it does not guarantee the Utilities a profit or even that they will earn their authorized 

return, as indeed they have not.  Schott Dir., PGL Ex. 1.0, 12:248-257; NS Ex. 1.0, 12:235-244. 

For the reasons stated in the Utilities’ initial and reply briefs, Rider VBA is within the 

Commission’s ratemaking authority.  Moreover, it is sound rate design policy.  However, if the 

Commission declines to make Rider VBA permanent, then it should adopt an SFV rate design 

for S.C. Nos. 1 and 2.  The Commission should adopt the Utilities’ Exception No. 16 or its 

alternate.         
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X. TARIFFS 

X.D.  Tariffs - Other Non-Transportation Tariff Issues 

 Staff (Staff BOE at 23-26) and the Illinois Industrial Energy Consumers – Constellation 

NewEnergy – Gas Division, LLC (“IIEC-CNEG”) (IIEC-CNEG BOE at 2-3) except to the 

Proposed Order’s approval of inclusion of Operational Flow Order (“OFO”) language in the 

Terms and Conditions of the Utilities’ tariffs.  Their arguments are flawed for two reasons.19  

 First, as neither Staff nor IIEC-CNEG acknowledges, the term OFO is used in the 

Utilities’ small volume transportation program.  See, e.g., PGL Ex. 12.1 at 80; NSG Ex. 12.1 at 

80.  No party challenges the use of OFOs for that program, and it is part of the Utilities’ current 

tariffs on file with the Commission.  The only proposed change in this proceeding, relative to 

OFOs in the small volume program, was to move the definition from Rider AGG, Aggregation 

Service, to the Terms and Conditions of Service.  Irrespective of whether the Commission 

approves an OFO condition for the large volume transportation program, the term is used in a 

currently effective tariff and must continue to be included in the tariff, whether as a defined term 

in Rider AGG or in the Terms and Conditions. 

 Second, Staff’s position is curious.  In its reply brief, Staff stated that:  “IIEC/CNEG 

opposes the Companies proposals to institute Operational Flow Orders (“OFO”) into the tariffs. 

However, Staff supports the Companies’ proposal.  While the Companies have not demonstrated 

that their system requires this restriction, all major LDC in Illinois have both Critical Days and 

OFOs.”  Staff Corr. Rep. Br. at 96.  Now, Staff excepts to any inclusion of OFOs in the large 

volume transportation program.  Staff BOE at 23-26.   

                                                 
19  Staff’s statement about the “Utilities’ placement” of this issue in the non-contested portion of the brief is 
disingenuous.  The outline of the brief was by agreement of the Utilities, Staff and the intervenors.  The placement 
of the item in the non-contested section was with the agreement of all those participants. 
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 The Utilities do not dispute that Staff and IIEC-CNEG opposed many aspects of the 

Utilities’ unbundling proposal, particularly proposed daily and monthly terms and conditions 

around the use of an unbundled storage service.  The Utilities opted not to except to the Proposed 

Order’s rejection of many of these proposals, despite the continuing subsidy from sales 

customers to transportation customers that will exist under the Proposed Order’s unbundling 

scheme.  

However, as the Utilities explained in their brief on exceptions, retaining OFO-related 

limits, based on existing and unopposed Critical Day limits, is appropriate.  NS-PGL BOE at 

75-76.  In addition to Staff’s observation that other Illinois utilities have both tools in their 

programs, it is prudent to manage storage use more rigorously on days when the system is 

stressed, which is what Critical Days and OFO Days represent.  By definition, the Utilities may 

only call such days when requirements exceed or fall short of supply and other indicia of system 

problems exist.  For example, a Critical Day considers system failures, use of services at their 

maximum levels and safety and system integrity issues.  An OFO Day takes similar factors into 

consideration and also takes normal operating limitations into account.  Notably, as is apparent 

from the Utilities’ definitions, interstate pipelines have both Critical Days and OFOs as 

alternatives for managing their systems.  NS Ex. 12.1 at 19-20; PGL Ex. 12.1 at 19-20.  

Consequently, the Utilities must respond to both sorts of conditions.  Mirroring that fact in their 

tariffs is appropriate.   

The Commission should adopt the OFO proposals shown in the Utilities’ Exception 

No. 23.  At a minimum, the Commission must retain the definition of OFO because it is part of 

the small volume transportation program.        
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XI. TRANSPORTATION ISSUES 

XI.C  Administrative Charges 

 IGS argues that all customers eligible for the small volume transportation program (the 

“SVT Program” called Choices For Yousm) should pay for the administrative costs associated 

with that program and not only the customers who participate in the program.  IGS BOE at 9-19.  

The fundamental flaw with IGS’ position is that it is predicated on the incorrect notions that SVT 

Program customers pay for costs they do not cause and that they pay twice for certain functions 

while sales customers pay only once.  IGS BOE at 9.  The “administrative costs” that SVT 

Program customers pay through their service classification (e.g., for the Utilities’ call center) are 

for services that those SVT Program customers receive from the Utilities.  The SVT Aggregation 

Charge is a charge to recover, from SVT suppliers, the costs associated with the Utilities 

supporting their services to suppliers.  Services to customers and services to suppliers are 

distinct.  The Utilities’ service classifications recover costs associated with services to customers, 

including “administrative” functions.  The Rider AGG Aggregation Charge recovers costs for 

supporting services to SVT Program suppliers.  McKendry Dir., NS Ex. 15.0, 4:77-5:101; NS 

Ex. 15.1; PGL Ex. 15.0, 4:77-5:101; PGL Ex. 15.1; McKendry Reb., NS-PGL Ex. 31.0, 3:65-

4:82; Grace Reb. NS-PGL Ex. 28.0, 41:890-42:918.  SVT customers are not paying twice for the 

same services.  For that matter, SVT suppliers are not paying twice for the same service because 

they pay none of the costs recovered through charges under service classifications.  See NS-PGL 

Init. Br. at 159-161. 

 IGS dismisses the fact that the SVT Aggregation Charge is assessed to suppliers (IGS 

BOE at 17, fn 2), but it is a key point.  The costs underlying the SVT program are specifically 

associated with providing services to the suppliers who participate in that program.  Costs for 
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services to customers (whether transportation or sales) are recovered through base rates paid by 

the customers.  As sales customers do not cause the costs that are incurred by the Gas 

Transportation Services (“GTS”) department and related IT costs, they should not be, and under 

the Utilities’ proposals are not, assessed any of the costs.  Grace Reb., NS-PGL Ex. 28.0, 

41:893-898.   

Comparing the Utilities’ call center costs, recovered from all customers, with GTS costs 

recovered from SVT suppliers (IGS BOE at 16-17)) is flawed.  Sales customers do not call GTS 

for service and do not pay GTS costs.  Suppliers do call GTS (see Parisi Dir., IGS Ex. 1.0, 

35:846-847), and suppliers pay the costs associated with the services that GTS provides to 

suppliers.  The mere ability to switch from sales service to transportation service is not, contrary 

to IGS’ claim (IGS BOE at 12), a benefit that customers receive from the GTS department.  The 

GTS department serves suppliers.  When a customer switches to transportation service, then that 

customer, indirectly, receives benefits from GTS when the customer’s supplier (not the 

customer) contacts GTS to enroll the customer in the SVT Program.  See NS Ex. 12.1 at 84, PGL 

Ex. 12.1 at 84, describing how a supplier enrolls a customer.  In contrast, both sales customers 

and transportation customers may call the call center, which serves all customers.  All customers, 

including transportation customers, receive services, not limited to the call center, from the 

Utilities.  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.  Grace Reb., NS-PGL Ex. 28.0, 41:901-906, 

42:910-918. 

IGS 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 
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service and storage and balancing services so that the transportation programs can exist.  As 

examples, functions associated with initiating service to a customer (such as the credit review 

related to deposit requirements) and terminating service 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.  

Grace Reb., NS-PGL Ex. 28.0, 42:910-918.  Suppliers, who are responsible for the SVT 

Program’s Aggregation Charge, pay no administrative costs under the Utilities’ service 

classifications. 

Finally, IGS’ reliance on Nicor’s program (IGS BOE at 18) is misleading.  First, the 

Commission did not direct the Utilities to adopt Nicor’s approach to recovering administrative 

costs for the SVT Program.  As Staff correctly explained in its Initial Brief (Staff Init. Br. at 129) 

the portion of the Utilities’ 2009 rate case Order that IGS cites was plainly directed at operational 

parameters.  Specifically, the Peoples 2009 language on page 253 of that Order is found in 

Section XIII.D.1 of that Order and is entitled “Allocation of and Access to Company-owned 

Assets.”  Beginning on that same page cited by IGS (Peoples 2009, pp. 253-254), the 

Commission identifies three specific Nicor operational requirements that the Utilities’ SVT 

Program must include.  The allocation of administrative costs was an issue set for the workshops; 

it was not an issue for which the Commission directed the Utilities to adopt Nicor’s approach.  

Second, Nicor’s approach was the product of a Memorandum of Understanding and not a 

decision on the rate design merits of such cost recovery.  Nicor 2008, pp. 127-128. 

 For these reasons, IGS’ exception should be rejected. 
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THE AG’S TECHNICAL EXCEPTIONS 

On pages 42-43 of the AG’s Brief on Exceptions, technical corrections are offered 

regarding Cash Working Capital and Net Operating Losses.  The Utilities agree with these 

corrections and even proposed many of them in their Brief on Exceptions.  NS-PGL BOE at 42 

and 80-81.  The Utilities only offer one clarification to the second bullet point under CWC in the 

AG Brief on Exceptions.   

The AG states that “On Appendix B of the Proposed Order, Page 12, Deferred Tax 

Expense, is a non-cash item, As such it should be subtracted from revenues on line 1-5.”  Again, 

the Utilities agree; however, the Appendix B of the Proposed Order, which applies to Peoples 

Gas, page 12 uses current taxes from page 1 of Appendix B, Column (i).  The Deferred Tax 

Expense on page 1, Column (i), line 22 should be used.20  While the AG’s Brief on Exceptions 

only refers to Appendix B for Peoples Gas, the same would apply for Appendix A of the 

Proposed Order for North Shore. 

 

 

  

                                                 
20 Appendix A, page 12, and Appendix B, page 12, should reflect current and deferred taxes based on page 1, 
Column (k), line 20-22 of each respective appendix.  However, whether Column (i) or Column (k) the numbers 
should be used consistently. 
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CONCLUSION 

Therefore, North Shore Gas Company and The Peoples Gas Light and Coke Company, 

for all reasons set forth above and/or appearing of record or stated or reflected in their Initial 

Brief filed on September 22, 2011, their draft proposed Administrative Law Judges’ Proposed 

Order filed on September 27, 2011, their Reply Brief filed on October 6, 2011, their Brief on 

Exceptions filed on November 17, 2011, and/or their Exceptions to the Proposed Order filed 

November 17, 2011, respectfully request that the Commission enter findings and make 

conclusions on all uncontested and contested issues consistent with the foregoing. 

Dated:  November 30, 2011 
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