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I. WITNESS INTRODUCTION1

Q. Please state your name, current position and business address.2

A. Philip R. O’Connor, Ph.D., President, PROactive Strategies, Inc., 30 South Michigan 3

Avenue, 7th Floor, Chicago, Illinois 60603.4

Q. Are you the same Philip R. O’Connor who previously provided rebuttal testimony 5

on behalf of Northern Illinois Gas Company d/b/a Nicor Gas Company (“Nicor6

Gas” or the “Company”) in this Docket?7

A. Yes.  8

II. PURPOSE OF TESTIMONY AND SUMMARY OF SURREBUTTAL 9
TESTIMONY10

Q. What is the purpose of your surrebuttal testimony in this proceeding?11

A. The purpose of this surrebuttal testimony is to respond to certain aspects of the rebuttal 12

testimony provided by witnesses for the Commission Staff (“Staff”), the Citizens Utility 13

Board (“CUB”) and the Office of the Illinois Attorney General (“AG”).  Specifically, I 14

emphasize how certain aspects of the testimony by these witnesses are contrary to or 15

otherwise inconsistent with the basic tenets of incentive regulation and with the 16

Commission’s original Order authorizing the performance based ratemaking (“PBR”) 17

program for Nicor Gas.  Proposals contained in the rebuttal testimony by these witnesses 18

are inimical to sound regulatory practice and would introduce precisely the sort of19

uncertainty and second-guessing that the PBR program was intended to avoid.  Further, I 20

find it necessary to counter, in the case of rebuttal testimony by CUB and AG witnesses, 21

an apparent resort to mischaracterization of both my rebuttal testimony and the meaning 22
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of language in the Commission’s original Nicor Gas PBR Order in order to advance their 23

points.  24

III. RESPONSE TO STAFF WITNESS ZURASKI25

Q. What is your response to the rebuttal testimony of Staff witness Richard Zuraski 26

with respect to your rebuttal testimony?27

A. Mr. Zuraski’s testimony and mine are, as he notes, in agreement that there are two 28

potential advantages of performance based rate making: “cost minimization that does not 29

come at the expenses of degraded service” and “greater flexibility… is likely to 30

encourage innovation actually improves service and expands opportunities for customer 31

choice or new services.” (Zuraski Reb., Staff Ex. 5.0, 5:56-61).  Mr. Zuraski goes on to 32

assert that in his view there is no evidence that either benefit was realized from Nicor 33

Gas’ Gas Cost Performance Program (“GCPP”).  (Id. at 5:62-6:70).  The matter of 34

whether benefits were realized as hoped is a perfectly appropriate issue for consideration 35

in determining whether to continue a PBR program, to revise it going forward or to 36

terminate it.  However, it is quite another matter to suggest that a failure to realize the 37

agreed-upon potential benefits warrants a post hoc, retroactive revision to the sharing 38

formula in the PBR.  Quite simply, disappointment is not a justification for disallowance.  39

The Commission itself, in the original GCPP Order framed the issues in terms of 40

probabilities rather than any certainties about the outcome, stating:41

The Commission finds that the GCPP is likely to result in rates 42
lower than those under traditional regulation as required by Section 43
9-244(b)(1).44

Docket No. 99-0127, Order at 39 (Nov. 23. 1999).  Mr. Zuraski acknowledges that he is 45

“proposing to retroactively change the sharing percentages that would apply to the LIFO 46
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liquidation derived savings” in a way that would disadvantage Nicor Gas.  (Zuraski Reb., 47

Staff Ex. 5.0, 11:182-97). Retroactive changes, not provided for in the Order, are48

contrary to and inconsistent with the premises of PBR.  A central feature of incentive 49

programs is, as I more fully explained in my rebuttal testimony by reference to the 50

Commission’s 1985 Sunset publication on the subject, to serve as a substitute for the 51

detailed review of a utility’s operations and intended to diminish the problem of 52

evaluating performance after the fact.  (O’Connor Reb., Nicor Gas Ex. 4.0, 6:128-7:141).53

Q. Do you agree with Staff witness Zuraski’s justification for the proposed retroactive 54

changes?55

A. No.  Mr. Zuraski seeks to justify this proposal for retroactive change in the terms of the 56

GCPP on the basis that the Commission acted in ignorance because of Nicor Gas’ failure 57

to disclose actual or possible programs for altering its gas withdrawal cycle practices, 58

resulting in the withdrawal of gas that was accounted for on the books in terms of old, 59

low-priced vintage gas.  (Zuraski Reb., Staff Ex. 5.0, 11:191-97).  Mr. Zuraski maintains 60

that a retroactive change is not capricious or arbitrary since the Commission acted 61

without full information. (Id.)  Mr. Zuraski’s argument is somewhat different from that 62

of the CUB and AG witnesses who advocate similar retroactive adjustments.  CUB and 63

the AG witnesses rely in great part on imprudence arguments that are specifically 64

prohibited by the Commission’s original GCPP Order while also echoing Mr. Zuraski’s 65

contention of Commission ignorance.  (See, e.g., Mierzwa Reb., CUB Ex. 2.0, 4:77-66

7:143; Effron Reb., AG Ex. 1.4, 1:19-2:44).  Nonetheless, the position taken by 67

Mr. Zuraski is one that, if adopted, would contradict the basic theory of PBR as accepted 68
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by the Commission that the finality and flexibility inherent in PBR should not be diluted 69

by subsequent arguments favoring retroactive changes in the terms.   70

Moreover, the undesirable consequences of Mr. Zuraski’s position would be felt 71

far beyond PBR programs and extend to all types of Commission proceedings.  There 72

would be no end of mischief and regulatory instability that would be caused by accepting 73

the position that a final Order of the Commission can and should be revised long after 74

issuance if it can be alleged that the Commission acted in ignorance of some fact or 75

argument or idea.  The Commission, of course, has comprehensive jurisdiction over its 76

rulings, as set forth in Section 10-113 of the Public Utilities Act.  220 ILCS 5/10-113.  77

Nothing in that section permits final orders to be rendered void ab initio or subject to 78

retroactive change.  The effects of reopening have always been understood to be 79

prospective only, consistent with the long-standing rule against retroactive ratemaking.  80

See, e.g., Citizens Utilities Co. v. Illinois Commerce Comm’n, 124 Ill. 2d 195, 20781

(1988).  If a Commission Order is subjected, nonetheless, to retroactive adjustment then 82

we can expect most any controversial Order in the normal course of Commission 83

business to be considered susceptible to re-opening.  One of the most important features 84

of a stable regulatory environment is the expectation that once a case is finalized by the 85

regulatory body it can then move on to the courts for limited review.  86
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Q. Does adoption of a PBR program depend on the Commission considering all of the87

methods a utility might employ in order to achieve the rewards offered as incentives 88

for improved gas cost performance?89

A. No.  Incentive regulation relies on the existence of the incentives themselves to elicit new 90

or better methods of utility operations.  The Commission articulated this point in the 91

original GCPP Order, stating:92

The Commission also rejects the argument by GCI that it cannot 93
approve the GCPP without specific information about the steps 94
which Nicor [Gas] will take to save money.  Section 9-244 does 95
not require the mechanisms which may generate customer savings 96
be specifically articulated. 97

Docket No. 99-0127, Order at 39 (Nov. 23. 1999).  It cannot be said in any definitive way 98

what differences there may or may not have been in the final Order and the GCPP if any 99

number of potential methods of achieving incentive rewards had been debated and 100

considered.   101

Q. What are some reasonably possible implications of establishing a principle of 102

retroactive change well after a final Order of the Commission?103

A. Several areas can be reasonably identified as ripe for claims that the Commission acted in 104

ignorance in approving a final Order and thus warranting a revisiting of the Order, 105

perhaps long after issuance. Mr. Mierzwa makes a similar point, arguing that “litigation 106

misconduct” should be enough to trigger reopening of the Order and imposing substantial 107

penalties.  (Mierzwa Reb., CUB Ex. 2.0, 3:55-4:76).  He provides no guidance, however, 108

as to how such a system might be administered.  The possible implications are serious.  109

For example, parties might well claim that the stricken testimony, if allowed by the 110
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Administrative Law Judge (“ALJ”), would have better informed the Commission and 111

resulted in a different decision.  Someone must have thought that stricken testimony was112

relevant to the topic at hand but failed to convince the ALJ or perhaps on appeal the 113

Commission itself. Given that Commission proceedings are highly reliant on expert 114

testimony, another example would be the subsequent revelation that an expert had 115

falsified or otherwise inflated credentials.  One can easily imagine a cost of capital 116

testimony that provided high or low calculated figures that, although adopted by the 117

Commission, would later be revealed to have been based on groundless assumptions.  118

The wide disparity in estimated costs of equity in many contested proceedings testifies to 119

the likelihood that quite different assumptions are being used by different parties.  Not 120

everyone can be right if we believe that there is a right answer to be discovered during 121

the proceedings.  It would also be quite possible that a poor forecast of the impact of a 122

rate design element on revenues or on a customer class or subgroup would be the basis 123

for a claim of Commission ignorance.  Finally, and pertinent to the situation before the 124

Commission in this case, well after an Order was entered, a disappointed party might 125

argue that various accounting issues had been mishandled or poorly understood during 126

the case or afterwards and thus would justify changing the terms of the Order 127

retroactively.  Embedding in utility regulation the idea of the potential for endless 128

litigation and lack of finality would undermine much of what we have come to expect in 129

the regulatory process. Messrs. Zuraski and Mierzwa may argue that their request for 130

changing the terms of the original PBR Order is limited to this case alone.  That is, until 131

the next one comes along and with it the downsides of departing from an adherence to 132
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finality in Commission Orders.  Finality in Orders does not limit the Commission in 133

taking new and different directions in future Orders on a going-forward basis.134

Q. How would an open-ended regulatory process affect perceptions of the regulatory 135

climate in Illinois?136

A. The relative cost of capital to a capital intensive utility enterprise is a function, in great 137

part, of investor perceptions of the risk associated with the business, including regulatory 138

certainty.  Absent some reasonable certainty that regulatory decisions can be relied upon, 139

at least until the applicable period concludes, there must be some adverse impact on 140

investor perceptions.  Lenders and equity investors are the sine qua non of utility service.  141

This general problem is likely to be mirrored in more specific decisions by utility 142

management.  For example, especially in the case of gas utilities, management could well 143

be profoundly skittish in undertaking hedging or other strategies that could be called into 144

question later – even if approved in advance by the Commission.  A fairly modest 145

percentage disallowance of total gas costs can constitute a massive disallowance relative 146

to earnings.  Beyond the constraints on capital investment imposed by investor concerns, 147

utility management will be prone to conserve cash against the possibility of 148

disallowances in reopened proceedings.  Also, as I noted in my rebuttal testimony, 149

establishing a practice of re-opening issues well after the fact must necessarily be a 150

disincentive for innovative proposals by utilities to the Commission.  (O’Connor Reb., 151

Nicor Gas Ex. 4.0, 7:145-54).  Utilities will not be especially receptive to ideas from 152

various participants in proceedings that depart from past practice.  It may be argued that 153

investors and utility management should not be overly concerned since they can expect 154

that the Commission will be fair and reasonable in implementing a policy of open-ended 155
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regulatory proceedings.  However, aside from the subjectivity inherent in a fair and 156

reasonable standard, the mere adoption of a policy of open-ended proceedings will be 157

proof enough in the eyes of most investors of greater future risk.  158

IV. RESPONSE TO AG WITNESS EFFRON  159

Q. Please discuss the contention by AG witness Effron that he is not proposing that the 160

Commission engage in a prudence review of storage withdrawal practices in 161

contravention of the prohibition in the original PBR Order against subsequent 162

prudence review.  (Effron Reb., AG Ex. 1.4, 1:19-2:44).163

A. Although Mr. Effron does avoid using the terms “prudence” or “imprudence,” unlike 164

Mr. Mierzwa, the substance of Mr. Effron’s approach is that of a prudence review.  The 165

essence of Mr. Effron’s testimony is that Nicor Gas was able to affect the benchmark and 166

thus there was not an objective, market-based standard against which to measure 167

performance under the GCPP.  However, at the heart of Mr. Effron’s contention, and that 168

of Mr. Mierzwa, is that there was a better approach that Nicor Gas should have used 169

rather than the one the Company did use, despite the fact that the GCPP allowed a full 170

range of flexibility to the Company – precisely because the GCPP was based on the idea 171

of flexibility rather than prescription.  Mr. Effron is not claiming that the storage 172

withdrawal methods used by Nicor Gas were proscribed by the GCPP Order, but that the 173

methods were not contemplated by the Commission, Staff or intervening parties during 174

the GCPP proceeding and that the Company had not explicated such a plan during the 175

proceeding.   176

Q. What do you make of Mr. Effron’s response to the question posed to him in his 177

rebuttal testimony that in your rebuttal testimony you “imply that the Commission 178
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authorized the Company’s GCPP recognizing that some potential for manipulation 179

existed in the plan as approved”?  (Effron Reb., AG Ex. 1.4, 3:46-48).180

A. Unfortunately, in responding to a question devised to create a straw man, Mr. Effron 181

seeks to knock it down by putting words in my mouth.  Mr. Effron says that it is 182

“inconceivable” to him that the Commission would knowingly approve a plan that 183

allowed “some potential for manipulation” and then goes on to accuse me of quoting the 184

Commission’s Order on the point out of context.  (Id. at 3:55-60).  Rather than arguing185

the point in surrebuttal, it is most efficient for me to merely restate the precise words used 186

in my rebuttal testimony at page 14 that Mr. Effron seems intent on mischaracterizing:187

Second, while both CUB witness Mierzwa and AG witness Effron 188
are alleging manipulation of storage withdrawals, the Commission 189
considered such potential and took measures to address the issue.190
Now, these witnesses are seeking to re-litigate an issue that the 191
Commission fully considered, and to do so in the context of a 192
prudence review banned by the tariff. As the Commission took 193
pains to point out in its GCPP Order, …we recognize that some 194
potential for manipulation may exist.  Accordingly, on this basis 195
we conclude that Staff’s Ratio Method should be adopted as the 196
means for computing the Storage Credit Adjustment.197

(O’Connor Reb., Nicor Gas Ex. 4.0, 14:302-11) (citing Docket No. 99-0127, Order at 16) 198

(emphasis added).  It is obvious that the point being made by the Commission is that it 199

was adopting a Staff-sponsored method for computing the Storage Credit Adjustment. 200

Q. You state that Mr. Effron sets up a straw man to knock down.  What do you believe 201

to be the substantive issue that should be the focus of discussion?202

A. The core issue here is that the GCPP was approved by the Commission in an effort to 203

encourage Nicor Gas to operate in new and different ways as a way of constraining gas 204

costs for consumers and achieving other efficiencies.  It is fundamental that in such a 205
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process there will be some initiatives that work well and others not as well.  The 206

Commission was clear enough that it was not approving or disapproving at the outset any 207

given set of programs or practices by Nicor Gas.  All of this necessarily incorporates an 208

appreciation that the Company will adjust to circumstances as well as new or unexpected 209

conditions in the market.  If, in hindsight, there were changes in operation that CUB, the 210

AG, Commission Staff or others may conclude they do not like or approve of, that does 211

not mean those operations were equivalent to “manipulation.”   212

V. RESPONSE TO CUB WITNESS MIERZWA213

Q. Please comment on Mr. Mierzwa’s request to the Commission that it retroactively 214

change the treatment of the Tennessee and Midwestern pricing in the Firm 215

Deliverability Adjustment (“FDA”) component of the GCPP.  (Mierzwa Reb., CUB 216

Ex. 2.0, 7:149-8:183).   217

A. Mr. Mierzwa’s proposal is based on his contention that Nicor Gas withheld from the 218

Commission updated information on the status of negotiations with Tennessee and 219

Midwestern pipelines and the related pricing.  (Id. at 8:175-81).  What Mr. Mierzwa 220

continues to ignore is that the Commission specifically declined to provide in the Order 221

for inclusion of final pricing agreed by Nicor Gas with Tennessee and Midwestern after 222

the Order was issued.  Rather, the Commission accepted Staff’s proposal.  All parties 223

were aware that the contracts had not been signed and that one option was to incorporate 224

the final pricing into the FDA.  This proposal by Mr. Mierzwa helps to illustrate the 225

genuine dangers associated with the idea of revisiting Orders long after they have been 226

finalized.  In this case, the remedy for the problem being cited by Mr. Mierzwa was 227

readily available to and well-considered by the Commission, and a different option 228
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chosen.  Nonetheless, we see a proposal that a new Commission go back and decide that 229

the Commission in the past was simply wrong in the option it chose.  Where does this 230

stop?231

Q. Please comment on Mr. Mierzwa’s contention that the Commission should not take 232

account of the fact that Nicor Gas’ gas costs were lower than those of Illinois gas 233

utilities.  (Mierzwa Reb., CUB Ex. 2.0, 2:35-3:52)234

A. On the particular point that the GCPP benchmark was not constructed so as to be a 235

measure of Nicor Gas’ gas cost against those of other Illinois utilities, Mr. Mierzwa is 236

correct.  However, this misses the far more important point that the basic standard for all 237

regulatory cases is the reasonableness of the outcome.  This illustrates the problem of a 238

narrow focus on discrete events and short-term conditions rather than on whether 239

favorable overall results are being achieved for customers.  The bulk of Mr. Mierzwa’s 240

suggested refunds relate to gas costs in January 2001 while largely ignoring the results of 241

the three-year period during which the GCPP was in effect.  (See id. at 27:621-45:1007).  242

Q. How do you suggest the Commission consider the overall results in that three-year 243

GCPP period? 244

A. The favorable comparison of Nicor Gas’ gas costs to those of other Illinois utilities 245

strongly indicates that management practices were effective. Total gas costs during the246

three-year period of 2000, 2001, and 2002 were on the order of $3.72 billion.  (See Nicor 247

Gas filings with the Securities and Exchange Commission for 2000, 2001, and 2002).  248

Despite the alleged imprudence or other bad management by Nicor Gas, its gas costs for 249

customers during the three-year GCPP period were lower than those of every other 250

investor-owned gas utility in Illinois. (See Gorenz Reb., Nicor Gas Ex. 3.1; Moes/251
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Gulick Reb., Nicor Gas Ex. 7.0, 4:62-5:76). As can be easily calculated from Nicor Gas 252

witness Gorenz’s rebuttal testimony Nicor Gas Exhibit 3.1, the three-year total gas cost in 253

Nicor Gas for 3900 therms (1300 annually) was $1,801.11 compared to the three-year 254

average total of $1,951.68 for the same gas volume purchased by customers of utilities 255

related to Ameren and Peoples.  Nicor Gas’ gas costs for the GCPP period were about 256

7.7% lower than were those of the average of those other utilities or, in the alternative, 257

those other utilities had average gas costs 8.4% higher than those of Nicor Gas.  Nicor258

Gas’ relative gas cost performance during the three-year GCPP period was an 259

improvement over relative performance in the two years prior, 1998 and 1999.  In those 260

two years, as can be easily calculated from Mr. Gorenz’s chart, Nicor Gas’ gas costs at 261

$731.75 for 2600 therms were 7.1% lower than were those of the utilities related to 262

Ameren and Peoples at an average of $787.79 or, in the alternative, the costs of the other 263

utilities were, on average, 7.66% higher than those of Nicor Gas.  (See Nicor Gas Ex. 264

3.1).  The refunds recommended by Mr. Effron and Mr. Mierzwa (Effron Dir., AG Ex. 265

1.3, Sch. DJE-7; Mierzwa Reb., CUB Ex. 2.0, 2:31-32; CUB Ex. 2.01) would, 266

respectively, approximate between about 7% and a bit over 8% of nominal dollar gas 267

costs for the GCPP period. The bottom line is that Nicor Gas, which had already been 268

performing better than other utilities on gas costs prior to the GCPP, improved its relative 269

overall performance during the operation of the GCPP.  270
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VI. PROPOSED GAS CYCLING ADJUSTMENT271

Q. Please comment on the approach taken by Mr. Mierzwa and Mr. Effron in arguing 272

for a large storage gas withdrawal adjustment.  (Mierzwa Reb., CUB Ex. 2.0, 273

27:622-45:1007; Effron Reb., AG Ex. 1.4, 1:18-18:371).274

A. There are two fundamental problems in the complementary rebuttal testimonies of 275

Mr. Mierzwa and Mr. Effron.  First, their conclusions are largely inferential and rely in 276

great part on the contention that any significant change from past practices by Nicor Gas 277

must be considered prima facie “manipulation.”  Second, their arguments are rooted in 278

the idea that the GCPP itself provided incentives to which Nicor Gas responded but that 279

the GCPP results must be re-litigated because the outcome is perceived to be harmful to 280

customers.  As to the first point, Mr. Effron and Mr. Mierzwa just will not embrace the 281

idea that one of the key principles of PBR is an expectation by regulators that a utility 282

will change its practices and that in doing so will, through its own management choices, 283

purge the built-up inefficiencies and less-than-optimal practices that are the legacy of 284

many years of traditional regulation.  As to the second point, Mr. Mierzwa, in particular, 285

goes on at some length to explain his view that the GCPP contained within it three 286

important incentives for the Company to do what it did. (Mierzwa Reb., CUB Ex. 2.0, 287

29:665-31:704). Mr. Mierzwa does not argue on this point that the Company operated 288

outside the boundaries of the Commission’s original GCPP order. It is noteworthy that 289

Mr. Mierzwa has withdrawn his testimony on the third “incentive” that he described as 290

“significant.” (CUB Response to Nicor Gas Data Request 12.25, attached as Nicor Gas 291

Ex. 9.1).  It turned out, on second thought, that the supposed significant incentive for 292

Nicor Gas to “manipulate” LIFO gas withdrawals had been turned on its head by 293
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Mr. Mierzwa and, if anything, was a serious disincentive against “manipulation” of the 294

GCPP benchmark.  Once again, we can see the danger associated with the idea of leaving 295

open indefinitely the Commission’s Orders for reconsideration.  The idea of open-296

endedness appears to encompass the opportunity to argue that even if a utility responds to 297

incentives contained in a Commission Order, the results are subject to reversal if, years 298

after the fact, a party claims that “better” results might have been achieved if those 299

incentives had not been created.300

VII. THE OUT-SIZED MAGNITUDE OF PROPOSED ADJUSTMENTS301

Q. How do the refunds proposed by Mr. Mierzwa and Mr. Effron compare to Nicor302

Gas’ earnings during the three-year GCPP period?303

A. The GCPP was designed to provide an opportunity for Nicor Gas to marginally improve 304

shareholder value in return for good performance in achieving gas costs that were 305

favorable relative to the market.  It was never designed to be the basis for all of the 306

Company’s earnings.  Yet, the total recommended refund amounts by AG witness Effron 307

at about $260 million (Effron Dir., AG Ex. 1.3, Sch. DJE-7) and by CUB witness 308

Mierzwa at about $305 million (Mierzwa Reb., CUB Ex. 2.0, 2:31-32; CUB Ex. 2.01) 309

both substantially exceed the total earnings of $220.5 million applicable to common 310

equity shareholders reported by Nicor Gas over the entire three-year period that the 311

GCPP was in effect.  (See Nicor Gas filings with the Securities and Exchange 312

Commission for 2000, 2001, and 2002).  313

Nicor Gas’ earnings during that period of $220.5 million were equal to only 6% 314

of gas costs – less than the proposed refund.  The AG and CUB witnesses are insisting on 315
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refunds that would, in effect, cause a forfeiture of far more than Nicor Gas’ entire 316

earnings for the three-year period.317

VIII. CONCLUSION318

Q. Does this conclude your surrebuttal testimony?319

A. Yes.320
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