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I. INTRODUCTION 1 

Q. Please state your name and business address. 2 

A. Ralph C. Smith, 15728 Farmington Road, Livonia, Michigan 48154. 3 

 4 

Q. What is your occupation? 5 

A. I am a certified public accountant and a senior regulatory utility consultant with 6 

the firm Larkin & Associates, PLLC, certified public accountants and regulatory 7 

consultants. 8 

 9 

Q. Please describe Larkin & Associates. 10 

A. Larkin & Associates, PLLC, is a Certified Public Accounting and Regulatory 11 

Consulting Firm.  The firm performs independent regulatory consulting primarily 12 

for public service/utility commission staffs and consumer interest groups (public 13 

counsels, public advocates, consumer counsels, attorneys general, etc.).  Larkin & 14 

Associates, PLLC has extensive experience in the utility regulatory field as expert 15 

witnesses in over 600 regulatory proceedings, including numerous gas, electric, 16 

water and wastewater, and telephone utility cases. 17 

 18 

Q. Please summarize your professional experience.  19 

A. Subsequent to graduation from the University of Michigan, and after a short 20 

period of installing a computerized accounting system for a Southfield, Michigan 21 

realty management firm, I accepted a position as an auditor with the predecessor 22 

CPA firm to Larkin & Associates in July 1979.  Before becoming involved in 23 
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utility regulation, where the majority of my time for the past 33 years has been 24 

spent, I performed audit, accounting, and tax work for a wide variety of 25 

businesses that were clients of the firm. 26 

During my service in the regulatory section of our firm, I have been 27 

involved in rate cases and other regulatory matters concerning numerous electric, 28 

gas, telephone, water, and sewer utility companies.  My present work consists 29 

primarily of analyzing rate case and regulatory filings of public utility companies 30 

before various regulatory commissions, and, where appropriate, preparing 31 

testimony and schedules for presentation before these regulatory agencies. 32 

During my professional career of over 33 years in public accounting and 33 

utility regulatory consulting, I have performed work on behalf of industry, public 34 

service commission staffs, state attorney generals, municipalities, and consumer 35 

groups.  I have appeared before regulatory agencies in Alabama, Alaska, 36 

Arkansas, Arizona, California, Connecticut, Delaware, Florida, Georgia, Hawaii, 37 

Illinois, Indiana, Kansas, Kentucky, Louisiana, Maine, Michigan, Minnesota, 38 

Mississippi, Missouri, New Jersey, New Mexico, New York, Nevada, North 39 

Carolina, North Dakota, Ohio, Pennsylvania, South Carolina, South Dakota, 40 

Texas, Utah, Vermont, Virginia, West Virginia, Canada, Federal Energy 41 

Regulatory Commission and various state and federal courts of law.  I have 42 

presented expert testimony in regulatory hearings on behalf of utility commission 43 

staffs and intervenors on many occasions.  I have also presented seminars on 44 

utility accounting and ratemaking on behalf of various clients, and have taught at 45 

the Institute of Public Utilities sponsored by Michigan State University. 46 
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 47 

Q. What professional designations do you hold?  48 

A. I hold the following professional designations: 49 

• Certified Public Accountant (licensed in the State of Michigan) 50 

• Attorney (licensed in the State of Michigan) 51 

• Certified Rate of Return Analyst 52 

• Certified Financial Planner™ professional 53 

 54 

Q. Please summarize your educational background.  55 

A. I received a Bachelor of Science degree in Business Administration (Accounting 56 

Major) with distinction from the University of Michigan - Dearborn, in April 57 

1979.  I passed all parts of the C.P.A. examination on my first sitting in 1979, 58 

received my C.P.A. license in 1981, and received a certified financial planning 59 

certificate in 1983.  I also have a Master of Science in Taxation from Walsh 60 

College, 1981, and a law degree (J.D.) cum laude from Wayne State University, 61 

1986.  I also have participated each year in a variety of continuing professional 62 

education required to maintain my CPA license and CFP® certificate. 63 

Since 1981, I have been a member of the Michigan Association of 64 

Certified Public Accountants.  I am also a member of the Michigan Bar 65 

Association and the Society of Utility and Regulatory Financial Analysts 66 

(“SURFA”)1.  I have served as an arbitrator in disputes involving financial 67 

                                                 
1 Formerly, the National Society of Rate of Return Analysts. 
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transactions as part of the National Association of Securities Dealers, Inc. 68 

(“NASD”) Dispute Resolution program and the Financial Industry Regulatory 69 

Authority, Inc. (“FINRA”).  I have also been a member of the American Bar 70 

Association (“ABA”), and the ABA sections on Public Utility Law and Taxation.   71 

 72 

Q. Have you prepared an appendix that contains additional information on 73 

your educational background and professional experience? 74 

A. Yes.  CUB-City Exhibit 1.1, attached to this testimony also summarizes some of 75 

my regulatory experience and qualifications. 76 

 77 

Q. On whose behalf are you appearing? 78 

A. I am testifying on behalf of the Citizens Utilities Board (“CUB”) and the City of 79 

Chicago (the “City”) in response to the testimony and exhibits of North Shore Gas 80 

Company (“NS” or “North Shore”) and The Peoples Gas Light and Coke 81 

Company (“PGL”, “Peoples Gas Light”, or “Peoples”) (collectively, 82 

“Companies”). 83 

 84 

Q. Have you previously presented testimony before the Illinois Commerce 85 

Commission?  86 

A. Yes, I have previously presented testimony before the Illinois Commerce 87 

Commission (“Commission”) in a number of cases, including Ameren’s Petition 88 

for Approval of Liberty Audit Rider and Associated Tariffs (Docket No. 09-0602) 89 

and Ameren’s and ComEd’s petitions for establishment of formula rates (Docket 90 
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Nos. 12-0001 and 11-0721, respectively).  I testified in Docket Nos. 12-0293 and 91 

12-0321, Ameren’s and ComEd’s respective formula rate reconciliation cases.  I 92 

have also testified in Illinois-American Water Company Docket Nos. 09-0319 and 93 

11-0767. 94 

 95 

Q. Please describe the tasks you performed related to your testimony in this 96 

case. 97 

A. I reviewed and analyzed data and performed other procedures as necessary (1) to 98 

obtain an understanding of the North Shore and Peoples Gas Light rate filing 99 

package, as it relates to the Companies’ proposed rate increases for gas utility 100 

service, and (2) to formulate an opinion concerning the reasonableness of these 101 

Company-proposed rates.  These procedures included reviewing the Companies’ 102 

filings, especially their testimony and exhibits; reviewing NS and PGL’s 103 

responses to the data requests of the Commission Staff (“Staff”), the Illinois 104 

Attorney General’s Office (“AG”), CUB and other parties; and analyzing the 105 

Companies’ responses to them. 106 

 107 

Q. What issues will you be addressing in your testimony? 108 

A. I address the proposed revenue requirement, rate base, and net operating income 109 

amounts for Peoples and North Shore.   110 

 111 

Q. Have you prepared any exhibits that are included with your testimony? 112 
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A. Yes.  As noted above, CUB-City Exhibit 1.1 presents additional details of my 113 

qualifications and experience.  CUB Exhibit 1.2 contains supporting schedules for 114 

North Shore, CUB-City Exhibit 1.3 contains supporting schedules for Peoples 115 

Gas Light, and CUB-City Exhibit 1.4 presents responses to data requests and 116 

other documents that are referenced in my testimony and CUB Exhibit 1.2 and 117 

CUB-City Exhibit 1.3.   118 

 119 

Q. How is the remainder of your testimony organized? 120 

A. My testimony is organized into the following sections: 121 

II. Summary of Conclusions and Recommendations  122 

III. Organization of Supporting Schedules 123 

IV. Rate Base Adjustments 124 

V. Net Operating Income Adjustments 125 

VI. Other Concerns 126 

II. SUMMARY OF CONCLUSIONS AND 127 
RECOMMENDATIONS 128 

Q. What base rate revenue increases did the Companies request in their direct 129 

filing and how have they revised those requested increases in their 130 

supplemental filing?  131 
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A. In its initial filing, North Shore requested an increase in base rate revenues of 132 

$9.751 million.2  In the Company’s supplemental direct filing, North Shore 133 

increased its revenue requirement to $12.509 million.3  This represents an 134 

increase of 16.43 percent above current base rate revenues of $76.133 million.  135 

In its initial filing, Peoples Gas Light requested an increase in base rate 136 

revenues of $78.258 million.4  In Ms. Moy’s supplemental direct testimony, dated 137 

October 23, 2012, Peoples Gas Light increased its revenue requirement to 138 

$102.732 million.5  This represents an increase of 19.3 percent above current base 139 

rate revenues of $531.898 million.  140 

 141 

Q. Are you prepared at this time to address issues fully all the issues raised in 142 

the Companies’ supplemental filing? 143 

A. No. As noted above, the Companies’ supplemental filing includes large additional 144 

increases above their originally filed requests and raises issues not included in 145 

their original filings.  Peoples includes additional costs for items such as Chicago 146 

Department of Transportation (“CDOT”) charges and costs related to piping cross 147 

bores, and other construction issues that were not presented in the Companies’ 148 

originally filed requests.  The date of the supplemental testimony has not allowed 149 

adequate time to review and to analyze fully responses to discovery on such 150 

                                                 
2 See, North Shore Original Filing, Schedule C-1, line 11, Column F. 
3See, Company Schedule C-1 in NS-PGL Ex. 18.1N, line 11, Column F. 
4 See, Direct Testimony of Companies witness Sharon Moy, PGL Ex. 6.1, line 10, Column F. 
5See, Company Schedule C-1 in NS-PGL Ex. 18.1P, line 11, Column F. 
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issues.  I therefore reserve the right to address issues raised in the Companies’ 151 

supplemental filing at a later point in this proceeding, such as in rebuttal.   152 

 153 

Q. Please summarize your conclusions and recommendations at this time. 154 

A. Based on my review (as time permitted) of the Companies’ testimony, on the 155 

discovery that has been conducted, on publicly available information, and on my 156 

experience in the area of regulatory accounting, policy, and revenue requirement 157 

determination, my conclusions and recommendations to date are as follows: 158 

• North Shore’s requested base rate revenue increase of $12.509 million should 159 
be reduced by at least $5.191 million as shown on CUB Exhibit 1.2, Schedule 160 
A.  The maximum amount of base rate increase that should be granted to 161 
North Shore is $7.318 million as shown on CUB Exhibit 1.2, Schedule A. 162 

• North Shore’s proposed rate base should be reduced by at least $8.134 million 163 
as shown on CUB Exhibit 1.2, Schedule B. 164 

• North Shore’s test year net operating income should be increased by at least 165 
$1.064 million as shown on CUB Exhibit 1.2, Schedule C.   166 

• PGL’s requested base rate revenue increase of $102.732 million should be 167 
reduced by at least $49.156 million as shown on CUB-City Exhibit 1.3, 168 
Schedule A.  The maximum amount of base rate increase that should be 169 
granted to Peoples is $53.570 million, as shown on CUB-City Exhibit 1.3, 170 
Schedule A. 171 

• PGL’s rate base should be reduced by at least $145.2 million, as shown on 172 
CUB-City Exhibit 1.3, Schedule B. 173 

• PGL’s test year net operating income should be increased by at least $7.789 174 
million, as shown on CUB-City Exhibit 1.3, Schedule C.   175 

Because of time constraints in my evaluation of the Companies’ requests, I  176 

reserve the ability to adopt adjustments proposed by other parties as appropriate in 177 

my Rebuttal testimony. 178 
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III. ORGANIZATION OF CUB-CITY REVENUE 179 
REQUIREMENT SCHEDULES 180 

Q. Please identify the summary schedules that you are sponsoring in CUB 181 

Exhibit 1.2 and CUB-City Exhibit 1.3.  182 

A. CUB Exhibit 1.2 and CUB-City Exhibit 1.3 contain Summary Schedules A, A-1, 183 

B, B.1, C, C.1 and D for North Shore and Peoples, respectively.  I am sponsoring 184 

all schedules in CUB Exhibit 1.2 and CUB-City Exhibit 1.3.    185 

For each Company, Schedule A presents the overall financial summary 186 

reflecting the recommended adjustments.  Schedule A, page 1, presents the 187 

change in the particular Company’s gross revenue requirement needed for the 188 

utility to have the opportunity to earn the recommended rate of return on CUB-189 

City’s proposed rate base described below. The rate base and operating income 190 

amounts are taken from Schedules B and C, respectively.  The weighted average 191 

cost of capital (“WACC”) of 7.00 percent for North Shore and 6.84 percent for 192 

Peoples, is a placeholder that is currently based on the Companies’ proposed 193 

capital structure and cost of capital rates, using a 9.45 percent return on equity 194 

from the Commission’s order in the Companies’ last rate case.  The cost of capital 195 

used in my recommendations may be updated at a later point in these proceedings 196 

to incorporate, where appropriate, recommendations of other parties who are 197 

sponsoring expert testimony on the return on equity issue.  198 

The operating income deficiency shown on line 5 of Schedule A, page 1, 199 

is obtained by subtracting the operating income available on line 4 (operating 200 

income as adjusted) from the required operating income on line 3.  Line 7 201 
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represents the gross revenue increase or decrease required, which is obtained by 202 

multiplying the income deficiency (or excess) by the gross revenue conversion 203 

factor (“GRCF”) on line 6.  The derivation of the GRCF is shown on Schedule A-204 

1. 205 

 206 

Q. What is shown on Schedule A, page 2? 207 

A. Schedule A, page 2, of CUB Exhibit 1.2 and CUB-City Exhibit 1.3 presents a 208 

reconciliation of the Companies’ revenue increase request and CUB-City’s 209 

recommendations.  Each adjustment is shown, along with an estimate of the 210 

associated revenue requirement impact. 211 

 212 

Q. How does the GRCF recommended by CUB-City compare with the GRCF 213 

contained in the Companies’ filing? 214 

A. As shown on CUB Exhibit 1.2, Schedule A-1, for North Shore, I have used a 215 

GRCF of 1.7147.  This is the same as the GRCF of 1.7147 used in the 216 

Companies’ filing for North Shore. 217 

As shown on CUB-City Exhibit 1.3, Schedule A-1, for PGL, I have used a 218 

GRCF of 1.7521.  This is the same as the GRCF of 1.7521 used in the 219 

Companies’ filing for Peoples. 220 

 221 

Q. What is shown on Schedule B? 222 

A. CUB Exhibit 1.2, Schedule B presents North Shore’s proposed adjusted test 223 

period rate base and CUB’s proposed adjusted test year rate base.  The beginning 224 
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rate base amounts presented on Schedule B are taken from the North Shore’s 225 

supplemental filing for the test year.  CUB’s recommended adjustments to North 226 

Shore’s rate base are summarized on CUB Exhibit 1.2, Schedule B.1.   227 

Similarly, CUB-City Exhibit 1.3, Schedule B presents PGL’s proposed 228 

adjusted test period rate base and CUB-City’s proposed adjusted test year rate 229 

base.  The beginning rate base amounts presented on Schedule B are taken from 230 

the People’s supplemental filing for the test year.  CUB-City’s recommended 231 

adjustments to Peoples’ rate base are summarized on CUB-City Exhibit 1.3, 232 

Schedule B.1.   233 

 234 

Q. What is shown on Schedule C? 235 

A. The starting point on Schedule C is the Companies’ adjusted test period net 236 

operating income, as provided in the Companies’ supplemental filings.   237 

CUB Exhibit 1.2, Schedule C presents CUB’s recommended adjustments 238 

to the Companies’ adjusted test year revenues and expenses for North Shore.  239 

CUB Exhibit 1.2, Schedule C.1, shows each CUB adjustment.  Each of the CUB 240 

adjustments is discussed in my testimony. 241 

Similarly, CUB-City Exhibit 1.3, Schedule C presents CUB-City’s 242 

recommended adjustments to the Companies’ adjusted test year revenues and 243 

expenses for Peoples.  CUB-City Exhibit 1.3, Schedule C.1, shows each CUB-244 

City adjustment.  Each of the CUB-City adjustments is discussed in my 245 

testimony. 246 

 247 



Docket Nos. 12-0511 and 12-0512 
CUB-City Ex 1.0 

 

Page 12 of 108 

Q. What is shown on Schedule D? 248 

A. Schedule D summarizes the capital structure and cost of capital that was proposed 249 

by the Companies in their supplemental filing.  As a placeholder, I have used the 250 

Companies’ proposed capital structure at this time, with the 9.45% return on 251 

equity that was authorized in the Companies’ last rate case, Docket Nos. 11-252 

0280/11-0281 (cons.). I anticipate that the return on equity will be adjusted based 253 

on recommendations and expert testimony filed by other parties in this 254 

proceeding.  Other adjustments to the cost of capital would also be made, if 255 

needed, at that time. 256 

 257 

Q. Please identify the supporting schedules that you are sponsoring in CUB 258 

Exhibit 1.2 and CUB-City Exhibit 1.3.  259 

A. I am sponsoring all schedules in CUB Exhibit 1.2 and CUB-City Exhibit 1.3.  260 

They are organized into rate base and operating expense adjustment schedules.  261 

CUB Exhibit 1.2 and CUB-City Exhibit 1.3 each contain a Schedule B.1 262 

summarizing recommended rate base adjustments and a Schedule C.1.that 263 

summarizes net operating income adjustments. 264 

On CUB Exhibit 1.2, for North Shore, Schedules B-1 through B-4 show 265 

the rate base adjustments I am recommending at this time on behalf of CUB.  266 

CUB Exhibit 1.2, Schedules C-1 through C-5 show the adjustments to North 267 

Shore’s net operating income that I am recommending at this time. 268 

Similarly, CUB-City Exhibit 1.3 Schedules B-1 through B-4 show the rate 269 

base adjustments I am recommending for Peoples at this time on behalf of CUB-270 



Docket Nos. 12-0511 and 12-0512 
CUB-City Ex 1.0 

 

Page 13 of 108 

City.  CUB-City Exhibit 1.3, Schedules C-1 through C-5 show the adjustments to 271 

Peoples’ net operating income that I am recommending at this time. 272 

 273 

Q. Have you attached to your testimony any Exhibits containing additional 274 

details concerning some of the CUB-City adjustments that you are 275 

sponsoring?  276 

A. Yes.  CUB-City Exhibit 1.4 includes North Shores’ and Peoples Gas Light 277 

responses to data requests and other documents that are referenced in my 278 

testimony.    279 

 280 

Q.  How have you organized the discussion of issues in your testimony? 281 

A.  The remainder of my testimony is organized around adjustments and issue 282 

discussions.  Each adjustment to rate base and net operating income that I 283 

recommend is discussed below in a separate section of the testimony.  284 

 285 

IV. RATE BASE ADJUSTMENTS 286 

B‐1,	Average	Test	Year	Rate	Base		287 

Q. What have the Companies proposed for future test year rate base? 288 

A. The Companies propose using a 2013 future test year rate base that is based on 289 

using year-end plant and accumulated depreciation.   290 
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Specifically, in its supplemental filing, North Shore proposes using a 2013 291 

year-end future test year rate base of $212.555 million, which is $5.893 million 292 

higher than its average future test year rate base of $206.662 million. 293 

Similarly, in its supplemental filing, Peoples proposes using a 2013 year-294 

end future test year rate base of $1.6 billion, which is $87.471 million higher than 295 

its average future test year rate base of $1.512 billion.   296 

 297 

Q. Have future test years been used by other Illinois utilities? 298 

A. Yes.  CUB-City has identified a number of other cases in which the utility used a 299 

future test year, including the following: 300 

• Consumers Illinois Water Company – Docket No. 00-0339 301 

• Illinois-American Water Company – Docket No. 00-0340 302 

• Illinois-American Water Company – Docket No. 02-0690 303 

• Consumers Illinois Water Company – Docket No. 03-0403 304 

• Aqua Illinois, Inc. (Water) – Docket No. 04-0442 305 

• Aqua Illinois, Inc. (Sewer) – Docket No. 05-0071 306 

• Aqua Illinois, Inc. (Water) – Docket No. 05-0071 307 

• Aqua Illinois, Inc. (Water) – Docket No. 06-0285 308 

• Illinois-American Water Company – Docket No. 07-0507 309 

• Aqua Illinois, Inc. (Water/Sewer) – Docket No. 07-0620 310 

• Aqua Illinois, Inc. (Water/Sewer) – Docket No. 07-0621 311 

• Aqua Illinois, Inc. (Water) – Docket No. 08-0067 312 

• Peoples Gas Light – Docket No. 09-0166 313 

• North Shore – Docket No. 11-0280 314 

• Peoples Gas Light – Docket No. 11-0281 315 

• Ameren Illinois Company – Docket No. 11-0282 316 

• Aqua Illinois, Inc. (Water) – Docket No. 11-0436 317 
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• Illinois-American Water Company – Docket No. 11-0767 318 

 319 

Q. Was a year-end rate base approved in any of those cases in which an Illinois 320 

utility used a future test year? 321 

A. No.  In all of those cases, future test year costs were based on an average test year 322 

rate base.  Thus, the proposal by North Shore and Peoples to use an end-of-test-323 

year rate base in conjunction with a future test year represents a radical departure 324 

from traditional ratemaking in Illinois.   325 

 326 

Q. Has the Commission addressed the use of an average test year rate base in 327 

other recent proceedings that involved the use of projections and forecast 328 

information to set utility rates? 329 

A. Yes.  In formula rate cases filed pursuant to Section 16-108.5 of the Public 330 

Utilities Act involving Commonwealth Edison Company (“ComEd”) and the 331 

Ameren Illinois Companies (“Ameren” or “AIC”), in Docket Nos. 11-0721 and 332 

12-0001, respectively, the issue of whether to use a year-end rate base or an 333 

average test year rate base was discussed at length.  Both ComEd and Ameren 334 

used projected information as the basis for establishing new rates.  In both cases, 335 

the Commission rejected the utility’s request to use a year-end rate base for the 336 

projected information, ruling that an average test year should be used. 337 

 338 

Q. Why should an average test year be used in the current rate cases? 339 
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A. An average test year should be used for several reasons.  First, use of an average 340 

test year is consistent with all identified prior Illinois rate cases in which a future 341 

test year has been used to determine utility rates.  Second, use of an average test 342 

year is also consistent with the Commission’s recent rulings in Docket Nos. 11-343 

0721 and 12-0001 involving the ComEd and Ameren formula rate plans, where 344 

projected and forecast information was used as the basis for setting rates.  Third, 345 

the use of an average test year appropriately matches the elements of the revenue 346 

requirement including rate base, revenues and operating expenses.   347 

 348 

Q. How does using average rate base for the 2013 future test year revenue 349 

requirement components, including net operating income amounts for 350 

revenue and expense and the largely balance sheet amounts for capital 351 

structure and rate base, produce proper matching of these components? 352 

A. For purposes of measuring the utility’s earnings for the 2013 future test year 353 

period, an average rate base concept produces proper matching of the 354 

measurement information.  Information for 2013 net operating income is largely 355 

based upon the Company’s budgeted/forecast results over that 12-month period.  356 

Thus, the net operating income reflects an average test year concept.  Similarly, 357 

the future test year rate base should also reflect the 2013 future test year average 358 

(rather than just a one-day point as of the end of the future test year).  The use of 359 

average future test year rate base properly matches the 12 month period used for 360 

determining net operating income with the 12-month period used for rate base.  361 

Additionally, as shown on their Schedule D-1s, the Companies have also used 362 
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average 2013 test year information for components of the capital structure, such 363 

as the cost of debt.  Issuances of debt during 2013 are anticipated to be at lower 364 

cost than debt that is being retired/replaced during the 2013 future test year.  The 365 

use of average test year rate base is thus fully consistent with the Companies’ use 366 

of average 2013 net operating income, and is also consistent with the use of an 367 

average test year capital structure.  In summary, using an average test year for net 368 

operating income, rate base and capital structure – the three key components of 369 

the revenue requirement – is the best way to maintain appropriate test year 370 

matching and consistency in the current case.   371 

 372 

Q. Please explain the adjustment for North Shore to adjust rate base to average 373 

projected levels for the 2013 test year. 374 

A. As shown on CUB Exhibit 1.2, Schedule B-1, adjusting North Shore’s proposed 375 

rate base to the 2013 average projected levels reduces the Company’s proposed 376 

rate base by $5.893 million.  377 

 378 

Q. Please explain the adjustment for Peoples to adjust rate base to average 379 

projected levels for the 2013 test year. 380 

A. As shown on CUB-City Exhibit 1.3, Schedule B-1, adjusting Peoples’ proposed 381 

rate base to the 2013 average projected levels reduces the Company’s proposed 382 

rate base by $87.471 million.  383 

 384 
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B‐2,	Remove	Pension	Asset,	Net	of	ADIT		385 

Q. Have the Companies attempted to include a pension asset amount in rate 386 

base? 387 

A. Yes.  As shown on CUB Exhibit 1.2, Schedule B-2, after adjusting the 2013 test 388 

year rate base to average instead of year-end, North Shore’s rate base includes 389 

$1.841 million for a pension asset, and $731,500 for related ADIT, for a net rate 390 

base amount of $1.109 million. 391 

Similarly, as shown on CUB-City Exhibit 1.3, Schedule B-2, after 392 

adjusting the 2013 test year rate base to average, Peoples’ rate base includes 393 

$87.491 million for a pension asset, and $34.896 million for related ADIT, for a 394 

net rate base amount of $52.595 million. 395 

 396 

Q. Should the pension asset be included in rate base? 397 

A. No, it should not.  The Companies have failed to demonstrate that the pension 398 

asset was funded with investor-supplied funds.   399 

 400 

Q. Has the Pension Asset issue been addressed in the Companies’ prior rate 401 

cases? 402 

A. Yes. It was disallowed from rate base in the Commission’s Final Decision in 403 

Docket Nos. 11-0280/11-0281.  Pages 32-33 of the Commission’s Final Decision 404 

states as follows: 405 

Staff argues that the Commission should accept its 406 
adjustment to remove the Pension Asset and associated 407 
ADIT from rate base. Staff updated the amount of the 408 
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adjustment in rebuttal testimony to reflect the updated 409 
actuarial study as it was included in the Companies’ 410 
rebuttal positions. The pension asset was created with funds 411 
provided by ratepayers, thus shareholders should not reap 412 
benefits from its inclusion in rate base. Staff Ex. 3.0, p. 3 413 
Not only is such a conclusion supported by the evidence 414 
in the record in this case, it is also consistent with the 415 
Commission’s conclusions about the pension asset in the 416 
2007 and 2009 PGL rate cases. In both cases, the 417 
Commission denied the inclusion in rate base of the 418 
pension asset. Staff Ex. 3.0 Corrected, pp. 4-5. Staff 419 
recognizes that the Commission is not bound by prior 420 
decisions…  421 

However, on appeal, Commission decisions are entitled to 422 
less deference when the Commission drastically departs 423 
from past practice. Business and Professional People for 424 
the Public Interest v. Illinois Commerce Comm’n, 136 425 
Ill.2d 192, 228 (1989) (“BPI 1”. Staff maintains that in this 426 
case the Companies did not provide any testimony 427 
explaining why the Commission should decide this issue 428 
differently for PGL. Staff Ex. 12.0 Corrected, p. 4. The 429 
Companies explained that the newly created pension asset 430 
for NS was funded from normal operating revenues 431 
collected from utility ratepayers. Staff Ex. 3.0 Corrected, 432 
pp. 3-4. While Company witness Phillips opines that 433 
customers did not supply the funds for the NS pension 434 
contribution, no evidence was provided to contradict the 435 
evidence provided in response to Staff data request TEE 436 
9.02. The response to that data request indicates that the 437 
pension contribution results from “internally generated 438 
sources” (i.e. net cash from operations). Staff Ex. 3.0 439 
Corrected Attachment B. Company witness Phillips also 440 
opines that due to pending appeals on this issue in the two 441 
prior PGL rate cases, the inclusion of the pension asset in 442 
the instant rate case is warranted; but she provides no new 443 
rationale or facts to support why the inclusion is 444 
“warranted”. Id., p. 5. No Company witness provided 445 
surrebuttal testimony on this issue. 446 

.... 447 

The Commission agrees with both Staff and GCI 448 
concerning the adjustments to rate base made to 449 
account for net retirement benefits. Staff witness Ebrey 450 
agreed with GCI witness Effron’s approach which 451 
removed the Utilities’ respective net pension assets from 452 
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rate base ... Staff and GCI’s adjustments are supported 453 
by the evidence and remain consistent with the 454 
Commission’s conclusions about the pension asset in the 455 
2007 and 2009 PGL rate cases. Those decisions both 456 
concluded that the ... pension balances should not be 457 
recognized in the determination of rate base. 458 
(Emphasis supplied.) 459 

Similarly, in the rate cases preceding that case, the Commission also 460 

disallowed the Companies proposed Pension Asset, and excluded it from rate 461 

base.  Page 36 of the Commission’s Final Decision in Docket Nos. 09-0166/09-462 

0167 stated as follows: 463 

Staff and the Utilities both argue that the Commission‘s 464 
decision in Docket 05-0597, which was recently upheld on 465 
appeal, supports their proposed outcome for the Peoples 466 
Gas pension asset. The Commission‘s treatment of 467 
ComEd‘s $803 million pension contribution, however, was 468 
based on different facts than those presented here. Unlike 469 
the situation in Docket 05-0597, the Utilities have not 470 
shown that Peoples Gas’ pension asset was created with 471 
shareholder funds. Without that evidence, there is no reason 472 
to believe that the pension asset is funded by any other 473 
source than ratepayers. The Commission‘s decision to 474 
allow ComEd shareholders to earn a debt return on a 475 
specific pension contribution, but to exclude the rest of 476 
ComEd‘s pension asset from rate base, was upheld on 477 
appeal. We agree with Staff that the ComEd decision 478 
supports the exclusion of pension assets from rate base.  479 

The Utilities have given us no reason to overturn our 480 
decision from their last rate case. Although the Utilities 481 
state that the pension asset was created with 482 
shareholder funds, no evidentiary support was 483 
provided. The Commission finds no support in the 484 
record to allow for the inclusion of Peoples Gas’ pension 485 
asset in rate base which in turn would allow 486 
shareholders to earn a return on ratepayer supplied 487 
funds.  488 
The question then becomes whether Staff or the AG has 489 
treated North Shore’s pension liability appropriately. 490 
Staff‘s entire argument and testimony, upon which the 491 
Commission is meant to overturn its prior decision, is that 492 



Docket Nos. 12-0511 and 12-0512 
CUB-City Ex 1.0 

 

Page 21 of 108 

the “North Shore pension liability represents the amount of 493 
expense that has been recovered in rates and not yet 494 
contributed to the pension plan by the Company. Therefore, 495 
it represents a cost-free source of capital to the Company 496 
and must be a reduction of rate base.” Staff Initial Brief at 497 
37 and Staff Ex. 16.0 at 14. This is not a sufficient basis for 498 
adopting a different methodology here.  499 

Consistent with our decision in the Utilities’ last rate 500 
case, the Commission finds that it is appropriate to treat 501 
Peoples Gas’ pension asset and North Shore‘s pension 502 
liability consistently, i.e., the AG has appropriately 503 
excluded both from the rate base calculation. Staff has 504 
not provided sufficient evidence or argument for a different 505 
conclusion here. 506 

(Emphasis supplied.) 507 

 508 

Q. Should the Companies’ pension assets continue to be excluded from rate 509 

base, net of ADIT, in the current rate cases? 510 

A. Yes.  This is basically the same issue that has been addressed in the Companies’ 511 

last two rate cases.  The Companies have not shown any difference in the facts.  512 

The same ratemaking treatment – exclusion from rate base – should continue to 513 

apply in the current rate case as well.   514 

 515 

Q. What adjustment is necessary to remove the pension asset, net of related 516 

ADIT, in the current case? 517 

A. As shown on CUB Exhibit 1.2, Schedule B-2, after adjusting the 2013 test year 518 

rate base to average, North Shore’s rate base includes $1.841 million for a 519 

pension asset, and $731,500 for related ADIT.  The removal of these amounts 520 

produces a net rate base decrease of $1.109 million. 521 
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Similarly, as shown on CUB-City Exhibit 1.3, Schedule B-2, after 522 

adjusting the 2013 test year rate base to average, Peoples’ rate base includes 523 

$87.491 million for a pension asset, and $34.896 million for related ADIT.  The 524 

removal of these amounts produces a net rate base decrease of $52.595 million. 525 

 526 

B‐3,	ADIT	for	Uncertain	Income	Tax	Position	for	Overheads	527 

Q. What is a “FIN 48” amount? 528 

A. The FIN 48 liability represents the difference between the Company position 529 

taken on the tax return and the position shown in financial statements after 530 

identification of “uncertain” tax positions as required for financial statement 531 

reporting.6  FIN 48 recognizes that differences in the interpretation of tax law 532 

exist (i.e., legislation and statutes, legislative intent, regulations, rulings and case 533 

law), and seeks to eliminate any uncertain tax benefit from the financial 534 

statements until the uncertainty associated with the position has been removed.  535 

An uncertainty may be removed by either (1) review of the technical merits of the 536 

position by the relevant taxing authority, (2) expiration of the statute of 537 

limitations or (3) law change.   538 

 539 

Q. How have the Companies attempted to increase rate base for an uncertain 540 

tax position? 541 

                                                 
6 Financial Accounting Standards Interpretation No. 48 (“FIN 48”) has subsequently been codified 

in the Accounting Standards Codification (“ASC”) as part of ASC 740 Income Taxes. 
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A. By treating the uncertain taxes pending resolution of the uncertainty as increments 542 

to its rate base, the Company’s presentation attempts to increase rate base simply 543 

because there is an uncertainty with some of its tax positions that have not yet 544 

been resolved by an IRS audit, statute expiration, or law change.  For this case, 545 

the Companies have attempted to increase rate base with respect to their tax 546 

position on overheads. 547 

 548 

Q. What is a tax position? 549 

A. Per ASC-740-10-20, a “tax position” is: 550 

A position in a previously filed tax return or a position 551 
expected to be taken in a future tax return that is reflected 552 
in measuring current or deferred income tax assets and 553 
liabilities for interim or annual periods.  A tax position can 554 
result in a permanent reduction of income taxes payable, a 555 
deferral of income taxes otherwise currently payable to 556 
future years, or a change in the expected realizability of 557 
deferred tax assets.  The term tax position also 558 
encompasses, but is not limited to: 559 

(a) A decision not to file a tax return 560 

(b) An allocation or a shift of income between jurisdictions 561 

(c) The characterization of income or a decision to exclude 562 
reporting taxable income in a tax return 563 

(d) A decision to classify a transaction, entity or other 564 
position in a tax return as tax exempt. 565 

 566 

Q. How is uncertainty evaluated under FIN 48? 567 

A. Per ASC-740-10-25-6, an entity shall initially recognize the financial statements 568 

effects of a tax position when it is “more likely than not” based on the technical 569 

merits that the position will be sustained upon examination.  The “more likely 570 
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than not” means the likelihood is more than 50 percent.  The terms “examined” 571 

and “upon examination” include resolution of the related appeals or litigation 572 

processes. The “more likely than not” threshold is a positive assertion that an 573 

entity believes it is entitled to the economic benefits associated with a tax 574 

position.  The level of evidence to support an entity’s assessment of the technical 575 

merits of a tax position is a matter of judgment that depends on all available 576 

information. 577 

Per ASC-740-25-8, if the “more likely than not” recognition threshold is 578 

not met in the period for which a tax position is taken, an entity shall recognize 579 

the benefit of the tax position in the interim period that meets any one of the 580 

following three conditions: 581 

1) The more-likely-than-not recognition threshold is met by 582 
the reporting date. 583 

2) The tax position is effectively settled through 584 
examination, negotiation or litigation. 585 

3) The statute of limitations for the relevant taxing 586 
authority to examine and challenge the tax position has 587 
expired. 588 

As described above, the financial accounting for uncertain tax positions would 589 

require a company with such positions to create a “reserve” relating to the 590 

uncertain amounts.   591 

 592 

Q. Has the Internal Revenue Service issued guidelines for reporting uncertain 593 

tax positions on a tax return? 594 
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A. Yes.  The IRS has also issued a requirement that corporations with assets over 595 

$100 million (beginning in 2010)7 that issue audited financial statements and have 596 

reportable tax positions must report such positions on Schedule UTP which is 597 

filed with the corporation’s tax return.  A “tax position” taken on a return means a 598 

position that would result in an adjustment to a line on that tax return if the 599 

position is not sustained.  If multiple positions impact a single line item, each tax 600 

position is a separately reportable tax position on the tax return.  The IRS’s draft 601 

instructions for Schedule UTP originally required the corporation to report the 602 

rationale for the position taken as well as the maximum tax adjustment due to the 603 

position; however, after reviewing comments, those requirements were 604 

eliminated.  In disclosing tax positions to the IRS on Schedule UTP, a concise 605 

description of the tax position is required; “available on request” is not considered 606 

to be an acceptable description.  As 2010 is the first tax year for this disclosure 607 

requirement, only tax positions taken after January 1, 2010 are required to be 608 

reported.  Even if a reserve is recorded on financial statements issued in 2010 609 

relating to a tax position, this position need not be disclosed if the position was 610 

taken prior to January 1, 2010 and has no impact on the 2010 return if the position 611 

is not sustained.  However, if the reserve for the uncertain tax position involves 612 

continuous years, as is the case with a multi-year amortization of an expense, the 613 

position must be reported in each of the years affected by the reserve. 614 

 615 

                                                 
7 The asset threshold for tax reporting on Schedule UTP is for corporations with $100 million in 

assets for 2010.  This asset threshold is reduced to $50 million beginning with 2012 tax years, and further 
reduced to $10 million beginning with 2014 tax years. 
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Q. What uncertain tax position-related amounts have the Companies proposed 616 

to include in jurisdictional rate base? 617 

A. The Companies have not identified their request to add amounts to rate base for 618 

uncertain tax positions as FIN 48 amounts; however, they have attempted to add 619 

to rate base $960,000 for North Shore and $4.256 million for Peoples for an 620 

“uncertain” tax position relating to a tax accounting change for overheads. 621 

 622 

Q. Have the Companies recorded any amounts of interest on their “uncertain” 623 

tax position regarding tax accounting for overheads?  624 

A. This was asked of the Companies in data request CUB 5.1.  The response was 625 

received as my testimony was being completed.  After reviewing this, and other 626 

information that was coming in as my direct testimony was being completed, I 627 

reserve the right to address this in a later point in this proceeding, such as in 628 

rebuttal.   629 

 630 

Q. Should tax savings that have been realized based on “uncertain” tax 631 

positions or FIN 48 amounts be included in rate base? 632 

A. No.  FIN 48 should be rejected for ratemaking purposes, as this would 633 

unnecessarily increase utility rates by failing to fully reflect amounts of deferred 634 

income taxes for actual tax benefits that have been claimed on the tax returns filed 635 

by the Companies.  The Companies claimed deductions on their tax returns.  The 636 

Companies have not paid taxes with respect to the deductions they have taken for 637 
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uncertain tax positions.  Rather, they have avoided paying income taxes by 638 

claiming deductions.   639 

 640 

Q. Have the Companies benefitted from the tax positions they took on the filed 641 

tax returns? 642 

A. Yes.  By avoiding or deferring the payment of income taxes, the Companies have 643 

obtained cash flow benefits.  The average amount of such benefits through 644 

December 31, 2013 for North Shore for tax deductions for overheads is $1.920 645 

million as shown on Company Schedule B-2.1.   646 

Similarly, for Peoples, the average tax benefits through 2013 for tax 647 

deductions for overheads is $8.512 million as shown on Company Schedule B-648 

2.1.   649 

 650 

Q. Should the Companies be allowed to earn a full rate base return, grossed up 651 

for income taxes, on the rate base that has effectively been funded by the tax 652 

savings? 653 

A. No.  The tax savings realized by claiming deductions on the Companies’ tax 654 

returns represent a source of funds to the Companies, similar to a grant or interest 655 

bearing loan from the federal and state government.   656 

 657 

Q. What would be the result of the uncertain tax positions being resolved in the 658 

Companies’ favor? 659 
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A. If the presently uncertain tax positions concerning the Companies’ deductions are 660 

resolved in the Companies’ favor, it will have had the use of this money at zero 661 

cost (similar to a government grant).  A favorable resolution for the Companies 662 

could result from either an audit that accepts their position, or the mere passage of 663 

time (when the statutory period for each respective tax year expires). 664 

 665 

Q. What would be the result of the uncertain aspect of the tax position being 666 

disallowed? 667 

A. If the uncertain tax positions were resolved by the tax authority fully disallowing 668 

the uncertain amounts, North Shore and Peoples would have to pay the taxes with 669 

interest.  However, that interest would be tax-deductible, and the Companies 670 

would have had the use of the money (similar to a government loan) during the 671 

period before payback for only the cost of the interest.   672 

 673 

Q. Is it possible that the outcome would be somewhere in the middle? 674 

A. Yes.  If the outcome is somewhere in the middle, the Companies would have the 675 

use of part of the tax savings related to the uncertain tax positions at zero cost 676 

(similar to a government grant).  The other part that was required to be paid back 677 

could be viewed as similar to an interest-bearing loan from the government.  678 

Under no scenario would it be fair or appropriate to charge ratepayers the 679 

Companies’ overall rate of return (grossed up for income taxes) by failing to 680 

reflect this significant source of funds as ADIT that reduces rate base.  In 681 

summary, the Companies should not be allowed to earn its overall weighted cost 682 
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of capital (grossed up for income taxes) on the rate base supported by the tax 683 

benefits related to claiming “uncertain” deductions.  The ADIT related to the 684 

“uncertain” tax position amounts for the tax accounting deductions for overheads 685 

represents a non-investor supplied source of funds and should therefore be 686 

deducted from rate base. 687 

 688 

Q. How were the FIN 48 amounts recently addressed in a proposed order in 689 

Ameren Illinois’s last rate case, Docket Nos. 11-0279 & 11-0282 (Cons.)? 690 

A. Page 18 of a Proposed Order in Docket Nos. 11-0279 & 11-0282 (Cons.)8 states 691 

as follows concerning the deduction of FIN 48 amounts from rate base: 692 

  d. Commission Conclusion 693 
 Whether FIN 48 amounts should be deducted from 694 
rate base is an issue of first impression before the 695 
Commission.  But as the parties have demonstrated, other 696 
state commissions have addressed this issue and come to 697 
different conclusions.  Therefore, regardless of the outcome 698 
here, the Commission will not be the sole outlier in the face 699 
of a consistent regulatory practice. 700 

 Like customer advances and customer deposits, FIN 701 
48 amounts represent non-shareholder supplied funds.  702 
Each of these types of funds essentially represents loans 703 
and accrues interest.  GCI does not appear to characterize 704 
FIN 48 amounts as interest free loans, which AIC seems to 705 
suggest GCI is doing.   In light of GCI's arguments, the 706 
Commission can see no clear reason why FIN 48 funds that 707 
have not been repaid to the taxing authorities should not be 708 
deducted from rate base.  The primary argument against 709 
GCI's proposal is that it would discourage utilities from 710 
taking aggressive tax positions.  But by allowing AIC to 711 
recover from ratepayers any interest accrued on FIN 48 712 
funds in its cost of service, AIC should still have an 713 
incentive to make such tax arguments.  If it prevails, AIC 714 

                                                 
8 Docket No. 11-0279 was withdrawn.  Consequently, a Final Order was never made it that case. 
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retains the interest expense that the IRS will not be asking 715 
for.  If it fails, AIC will pay the interest expense that it has 716 
collected in its cost of service.  Accordingly, the 717 
Commission adopts GCI's position and directs that FIN 48 718 
funds that have not been repaid to the taxing authorities be 719 
deducted from rate base.  AIC may recover from ratepayers 720 
any interest accrued on FIN 48 funds in its cost of service. 721 

The discussion in this proposed order was not a final decision by the Commission 722 

in those cases, but nevertheless represents a good analysis of the issue, and 723 

recognizes that the tax savings resulting from deductions that are associated with 724 

uncertain tax positions represent non-investor supplied funds. 725 

 726 

Q. The Companies point to the Commission’s decision in their last rate case, 727 

Docket Nos. 11-0280/110281 (cons.) where they were allowed to increase rate 728 

base for 50% (the “uncertain” portion) of the tax savings they realized from 729 

a tax accounting change relating to overheads.  Is increasing rate base for 730 

“uncertain” tax positions contrary to the Commission’s rulings in other 731 

recent cases? 732 

A. Yes.  Increasing rate base for “uncertain” tax positions while that uncertainty is 733 

pending resolution, is not only inconsistent with the Proposed Decision, quoted 734 

above, in Docket Nos. 11-0279 & 11-0282 (Cons.), it is also inconsistent with the 735 

Commission’s Final Orders in at least two other recent cases, including Docket 736 

No. 12-0001 (Ameren Illinois) and Docket No. 11-0767 (American-Illinois Water 737 

Company).  In each of those Final Orders, the Commission required that the 738 

utility’s rate base be reduced by the tax savings realized from claiming the tax 739 

deductions (including the “uncertain” tax deductions) on the income tax return. 740 
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 741 

Q. Has the Commission ruled on the rate base treatment of utility “uncertain” 742 

tax positions in other recent cases? 743 

A. Yes. In its Final Order in Docket No. 12-0001 (Ameren Illinois formula rate 744 

plan), dated September 19, 2012, at pages 34-44, the Commission ruled that rate 745 

base should not be increased by reducing ADIT for the impact of “uncertain” tax 746 

positions: 747 

b. Staff Position 748 

 Staff recommends the Commission accept the 749 
AG/AARP adjustment to ADIT for amounts that have 750 
been identified by AIC’s tax experts as UTPs, since 751 
these amounts represent cost-free capital at the present 752 
time.  Staff notes AIC summarizes the disagreement with 753 
AG/AARP as the proper treatment of this capital in the 754 
ratemaking process after it is procured, but before it is paid 755 
back.  Staff states that AIC agrees with the following points 756 
on the issue of such capital: 757 

 758 

1. AIC has in its possession a quantity of 759 
capital which it procured by means of filing 760 
income tax returns; 761 
2. The capital at issue here resulted from 762 
claiming tax deductions which experts have 763 
concluded AIC is more likely than not going to 764 
lose; 765 
3. When AIC loses the deductions, it will 766 
pay the capital back to the taxing authorities 767 
with interest.   768 

 769 

Staff states the uncertainty of point number 3 is the crux of 770 
the issue.  While it is not at all certain that AIC will lose 771 
deductions, there is no question that during the period 772 
of when the loss of those deductions is uncertain, AIC 773 
holds a quantity of funds for which there is no present 774 
cost.   775 
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 Staff notes that AIC agrees that the FIN 48 776 
amounts are not supplied by shareholders.  Further, 777 
Staff argues that cost deductions on any tax return 778 
represent a level of uncertainty with regard to the final 779 
IRS determination of taxable income, while AIC admits 780 
that no IRS tax assessment exists for the amounts at issue 781 
in the revenue requirement.  Staff asserts that under AIC’s 782 
proposal, if the IRS allows the tax deduction associated 783 
with the FIN 48 reserve, customers would not receive 784 
the benefit of the deferred tax credits until the first rate 785 
case after the IRS completes its review of the issues that 786 
gave rise to the FIN 48 reserve.  Further, Staff suggests 787 
these determinations can take a long time to occur, and 788 
may result in a settlement amount that is materially 789 
smaller than the original amount AIC recorded.  Staff 790 
opines that AIC has proposed no mechanism to protect 791 
customers from the increased rates they did not deserve 792 
while awaiting the IRS to complete its review of the 793 
issues that gave rise to the FIN 48 reserve.   794 
 Staff notes that AIC dismisses Mr. Smith’s 795 
testimony concerning FERC guidance with respect to FIN 796 
48, arguing that because it states that it is for financial and 797 
reporting purposes only, and does not prejudice ratemaking 798 
practice or treatment, that the guidance is not relevant to 799 
this proceeding.  Nonetheless, in Staff’s opinion, the 800 
Commission should consider the FERC guidance.  Staff 801 
notes that because this case uses a formula based upon 802 
the FERC Form 1 costs, the FERC guidance is 803 
especially relevant.  Staff notes that FERC sets forth 804 
guidance that certain classifications that are required or 805 
permitted under FIN 48 are not permitted under FERC 806 
reporting, stating that:   807 

This is an important measurement objective of the 808 
Commission’s Uniform Systems of Account 809 
because accumulated deferred income tax balances, 810 
which are significant in amount for most 811 
Commission jurisdictional entities, reduce the base 812 
on which cost-based, rate-regulated entities are 813 
permitted to earn a return.  FIN 48, which does not 814 
permit a liability for uncertain tax positions related 815 
to temporary differences to be classified as a 816 
deferred tax liability, frustrates this important 817 
measurement objective. Therefore, entities should 818 
continue to recognize deferred income taxes for 819 
Commission accounting and reporting purposes 820 



Docket Nos. 12-0511 and 12-0512 
CUB-City Ex 1.0 

 

Page 33 of 108 

based on the difference between positions taken in 821 
tax returns filed or expected to be filed and amounts 822 
reported in the financial statements.  823 

However, Staff states the language in the FERC guidance 824 
that AIC uses to support its position is as follows: 825 

This guidance is for Commission financial 826 
accounting and reporting purposes only and is 827 
without prejudice to the ratemaking practice or 828 
treatment that should be afforded the items 829 
addressed herein.  830 

Staff argues that this sentence expressly states that the 831 
purpose of the FERC guidance is for the reporting of 832 
financial information in the FERC Form 1, which provides 833 
the inputs for the formula rates.  Staff suggests this 834 
sentence indicates that FERC cannot preempt companies’ 835 
rights to present evidence in a ratemaking proceeding 836 
regarding the appropriate treatment of the FIN 48 amounts; 837 
it does not indicate that the FERC guidance on this issue 838 
should be ignored.  In this docket, Staff opines that the 839 
evidence presented by AIC is insufficient to dismiss the 840 
FERC guidance on the proper inclusion of FIN 48 841 
amounts in the ADIT balance that reduces rate base as 842 
reported in AIC’s FERC Form 1 and to require 843 
ratepayers to pay a return on capital for which AIC has 844 
yet to incur a cost.  845 
… 846 

e. CUB Position 847 
 CUB notes that AIC has included in rate base debit 848 
balances of ADIT FIN 48 – Federal of $35.701 million and 849 
ADIT FIN 48 – State of $7.994 million.  Though AIC 850 
claimed deductions on its tax returns and thus avoided 851 
paying income taxes, CUB states that AIC nonetheless 852 
seeks to ignore this source of non-investor supplied 853 
capital for ratemaking purposes.  CUB argues that 854 
AIC’s proposal for the treatment of its FIN 48 amounts 855 
would allow it to benefit by taking UTPs, claiming 856 
deductions on its tax returns, and charging ratepayers 857 
for deferred income tax expense but failing to reflect the 858 
non-investor supplied source of capital represented by 859 
the tax benefits claimed on its tax returns.  CUB states 860 
that a FIN 48 liability represents the difference between 861 
AIC’s position taken on a tax return versus the 862 
identification of “uncertain” tax positions as required for 863 
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financial statement reporting.  CUB notes that differences 864 
in the interpretation of tax law exist, and FIN 48 prescribes 865 
procedures to quantify “uncertain” tax positions, for which 866 
the estimates are accumulated in a temporary reserve until 867 
the position is no longer uncertain.  CUB notes that 868 
certainty can be achieved by either a review of the technical 869 
merits of the position by the relevant taxing authority, the 870 
expiration of the statute of limitations or a change in the 871 
law.  CUB opines that AIC is attempting to increase rate 872 
base because there is an uncertainty with some of its tax 873 
positions, and AIC would prefer to ignore the non-investor 874 
supplied source of funding represented by the tax savings it 875 
has received, for ratemaking purposes, until the uncertainty 876 
perceived by its tax experts is resolved.  877 

 CUB notes that the financial accounting for UTPs 878 
would require a company with such positions to create a 879 
“reserve” relating to the uncertain amounts.  CUB states 880 
that AIC witness Warren testified that experts have 881 
concluded it is more likely than not that AIC's deductions 882 
will be disallowed by the IRS.  However, Mr. Warren was 883 
not among those experts who made the estimates of AIC’s 884 
“uncertain” tax positions, nor was he involved at all in 885 
determining which if any of AIC’s positions were 886 
uncertain.  CUB complains that since none of the “experts” 887 
provided testimony in this proceeding, it appears that Mr. 888 
Warren’s opinion is based solely on his understanding that 889 
the consensus within AIC is that the amounts at issue are 890 
more likely than not to be paid out, though he does not 891 
know if there is anyone outside of AIC who would disagree 892 
with that position.  CUB avers, however, that information 893 
in the record concerning AIC’s 2011 results shows that 894 
AIC had in fact substantially over-estimated the uncertain 895 
income tax positions in 2010, and significant reversals were 896 
recorded in 2011.   897 

 CUB states that AIC agrees that it is required to 898 
adhere to the FERC Uniform System of Accounts 899 
(“USOA”) for Electric Utilities with respect to recording 900 
liability amounts related to UTPs.  CUB opines that AIC’s 901 
formula rate plan should be based on the use of accounting 902 
information that complies with the FERC USOA as 903 
reported on AIC’s FERC Form 1, and suggest that 904 
attempting to artificially increase rate base by adding FIN 905 
48 amounts to rate base represents a deviation from the 906 
FERC accounting guidance and is contrary to the use of 907 
FERC USOA accounting information.  CUB argues that 908 
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various other electric utilities, such as American Electric 909 
Power, are appropriately applying the FERC accounting 910 
guidance and using for ratemaking purposes the deferred 911 
tax balances provided for under the FERC USOA that 912 
reflect their filed tax returns without regard to any FIN 48 913 
adjustments.  CUB suggests that the FERC accounting 914 
guidelines, which are captured in CUB witness Mr. Smith’s 915 
adjustment, reflect the most appropriate regulatory 916 
accounting and ratemaking treatment of these tax 917 
deductions and should be required for AIC in the current 918 
case as well.   919 

 Mr. Warren further argued that FIN 48 amounts are 920 
a [sic] in effect a government loan, in which case CUB 921 
suggests a solution could be to reflect FIN 48 amounts as a 922 
rate base deduction and provide a rate of interest on that.  923 
Though Mr. Warren called that solution “half a loaf” 924 
because that would supposedly put AIC in a less favorable 925 
position than they would have occupied had they not taken 926 
the position in the first place, CUB notes that he agreed that 927 
it is a solution.  If AIC does indeed have to pay the taxes 928 
associated with its FIN 48 amounts, at most, it could have 929 
an associated interest cost of 4%, which is well below 930 
AIC’s requested cost of capital.  If AIC does not have to 931 
pay the taxes, CUB states the FIN 48 amounts have a zero 932 
cost, similar to all other ADIT.   933 

 CUB notes that AIC in its Initial Brief cites two 934 
other decisions in which the non-investor supplied capital 935 
in the form of tax savings was not reflected as a rate base 936 
deduction.  CUB opines that the cases cited by AIC in 937 
support of its position are not formula rate cases where the 938 
utility will reconcile its rates every year.  CUB also 939 
indicates that AIC’s Initial Brief at page 24, footnote 4, 940 
cites a April 2, 2010 Washington state decision in a Puget 941 
Sound Energy, Inc. (“PSE”) rate case, WUTC Dockets UE-942 
090704 and UG-09075, which is misleading because 943 
subsequent decisions of the Washington Commission have 944 
reached the opposite findings.  CUB suggests that AIC fails 945 
to state that the Washington Commission in that case found 946 
that the reason for not adopting the adjustment to fully 947 
reflect the ADIT impact in that case was that the utility’s 948 
uncertain repairs deductions at issue there had occurred 949 
outside the test year being used.  Moreover, CUB avers that 950 
the Washington Commission has, in subsequent rate cases 951 
involving not only PSE but also PacifiCorp, required that 952 
the utility deduct from rate base as ADIT the full amounts 953 
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of tax deductions, including uncertain tax deductions for 954 
repairs. 955 

 CUB avers that AIC’s own records show that the 956 
experts significantly over-estimated the “uncertain” income 957 
tax positions in 2010, and further show that AIC actually 958 
recorded a credit (rather than an expense) for FIN 48 959 
interest due when those over-estimated amounts were 960 
reversed in 2011.  CUB asserts this supports Mr. Smith’s 961 
recommendation to treat FIN 48 similarly to other impacts 962 
from tax deductions, i.e., as an offset to utility rate base.  963 
CUB states that until AIC is instructed to do otherwise, 964 
they have the use of this at best zero-cost or at worst low 965 
cost (maximum 4% interest bearing) source of funds.  CUB 966 
therefore recommends the Commission recognize this 967 
source of non-investor supplied capital and adopt Mr. 968 
Smith’s adjustment to reduce AIC’s requested rate base by 969 
$43.695 million. 970 

 971 

f. Commission Conclusion 972 

 The Commission notes that Staff and certain 973 
intervenors believe that AIC's FIN 48 liabilities of 974 
approximately $40 million are of the same character as 975 
ADIT and should be deducted from rate base for the 976 
same reason ADIT is deducted from rate base:  because 977 
ADIT represents a source of cost-free capital to the 978 
utility.  AIC suggests that deducting FIN 48 balances from 979 
rate base would encourage utilities to not take aggressive 980 
tax positions, tax positions that AIC believes are beneficial 981 
to ratepayers.  AIC also notes that interest and penalties do 982 
not accrue on amounts that represent ADIT; therefore 983 
ADIT truly represents a “cost-free” source of capital; while 984 
FIN 48 amounts are not interest free; there is a cost 985 
associated with the use of these funds.  AIC also notes that 986 
no party advocating a rate base adjustment for FIN 48 987 
proposes to include this cost in the revenue requirement.  988 
AIC submits, however, that FIN 48 amounts are not interest 989 
free capital supplied by ratepayers, as the tax expense 990 
would be the same whether or not AIC took the UTPs. 991 

 Staff recommends that the Commission accept 992 
the AG/AARP adjustment for ADIT-FIN 48, suggesting 993 
that these funds are indeed a cost-free source of capital 994 
for AIC.  Staff notes that AIC has proposed no 995 
mechanism to protect customers in case AIC would not 996 
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have to pay the disputed amount, or pay an amount 997 
smaller than was reserved.  Staff suggests that the 998 
FERC guidance on this issue should be considered by 999 
the Commission, despite AIC's dismissal of that 1000 
guidance.  Staff argues the evidence indicates that the 1001 
evidence presented is insufficient to dismiss the FERC 1002 
guidance on the proper inclusion of FIN 48 amounts in the 1003 
ADIT balance that reduces rate base as reported in AIC's 1004 
FERC Form 1. 1005 

 The Commission notes that IIEC, AG/AARP, 1006 
and CUB all put forward essentially the same 1007 
arguments as Staff, and all recommend that the FIN 48 1008 
balances be deducted from rate base, suggesting that 1009 
this decision is in conformity with the FERC guidance 1010 
on FIN 48.  The Commission also recognizes that this issue 1011 
does not appear to have been present in the ComEd smart 1012 
grid docket, Docket No. 11-0721.  The Commission 1013 
agrees with Staff and Intervenors’ position that the FIN 1014 
48 amount represents a source of cost-free capital that 1015 
should be reflected as a rate base deduction.  The 1016 
Commission does not believe that AIC’s position provides 1017 
any mechanism to protect customers while awaiting an IRS 1018 
review.  The Commission notes that under AIC's 1019 
position, if the IRS does not disallow the tax deduction 1020 
associated with the FIN 48 reserve, customers would not 1021 
receive the benefit of the deferred tax credits in the 1022 
form of a rate base reduction until the first rate case 1023 
after tax returns are no longer subject to IRS review 1024 
and adjustment.  The Commission will therefore adopt for 1025 
this proceeding the proposal to reduce rate base to reflect 1026 
the FIN 48 balances of $35,695,000 for the federal and 1027 
$7,993,000 for the state, net of the total expected payments 1028 
on FIN 48 of $4,070,000, for a net reduction of 1029 
$39,618,000. 1030 

(Emphasis supplied.) 1031 

 1032 

Q. Was a similar conclusion reached by the Commission concerning the 1033 

ratemaking treatment for tax savings related to “uncertain” tax positions in 1034 

its Final Order in Docket No. 11-0767? 1035 
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A. Yes. Additionally, in its Final Order in Docket No. 11-0767 (American-Illinois 1036 

Water Company rate case), at pages 32-36, the Commission adopted an 1037 

adjustment by the AG and Staff to reduce rate base for tax savings related to that 1038 

utility’s “uncertain” tax positions as measured by its FIN 48 amounts: 1039 

1. AG Position  1040 
AG witness Mr. Smith stated that the decrease in taxable 1041 
income reduced the Company’s current taxes payable while 1042 
increasing the accumulated deferred income tax (“ADIT”) 1043 
liability. (AG Ex. 2.0 Rev. at 59)  1044 

In the AG’s view, the repairs deduction is a tax savings 1045 
which represent an interest-free source of funds from the 1046 
Federal and State government. (AG IB at 26; AG Ex. 2.0 1047 
Rev. at 61-62; AG RBOE at 5) The AG recommends that 1048 
the Commission remove from rate base the non-investor 1049 
funds, in the amount of $1,529,000, associated with the 1050 
ADIT for the FIN 48 repairs deduction.  1051 

The AG also states that FIN 48 repairs deductions have 1052 
been deducted from rate base by regulatory commissions in 1053 
other states. (AG IB at 27-29, citing Indiana American 1054 
Water Co., Cause No. 44022 (Indiana PURC) Order at 40 1055 
(June 6, 2012); and West Virginia American Water Co., 1056 
Case No. 10-0920-W-42T, Order at 29 (April 18, 2011))  1057 

2. Staff Position  1058 

Staff recommends that the Commission adopt AG 1059 
witness Mr. Smith’s adjustment to ADIT related to the 1060 
Company’s change of method for accounting for repairs 1061 
for tax purposes. The Company has realized tax savings 1062 
which represent an interest free source of funds from 1063 
the Federal and State government. (Staff IB at 18)  1064 

According to Staff witness Kahle, the FIN 48 amount 1065 
represents a source of cost-free capital that should be 1066 
reflected as a rate base deduction. (Staff RBOE at 2) 1067 
Cost deductions on any tax return represent a level of 1068 
uncertainty with regard to the final IRS determination 1069 
of taxable income. Under the Company’s proposal, if 1070 
the IRS does not disallow the tax deduction associated 1071 
with the FIN 48 reserve, customers would not receive 1072 
the benefit of the deferred tax credits until the first rate 1073 
case after tax returns are no longer subject to IRS 1074 



Docket Nos. 12-0511 and 12-0512 
CUB-City Ex 1.0 

 

Page 39 of 108 

review and adjustment. The Company has proposed no 1075 
mechanism to protect customers for the increased rates 1076 
while awaiting the IRS to complete its review of the 1077 
issue if the FIN 48 reserve is proved to be unnecessary. 1078 
(Staff Ex. 9.0-C at 11)  1079 

Staff states that the Federal Energy Regulatory 1080 
Commission (“FERC”) has provided guidance on this 1081 
issue in FERC Docket No. AI 07-2-000. Certain 1082 
classifications that are required or permitted under FIN 48 1083 
are not permitted under FERC reporting. The FERC 1084 
guidance does not permit FIN 48 amounts to be combined 1085 
with deferred tax accounts. The FERC guidance also 1086 
requires that interest and penalties applicable to 1087 
underpayment of income taxes be recorded as interest 1088 
expense and penalties respectively. While FERC does not 1089 
regulate water or wastewater utilities, an order from a 1090 
federal regulatory agency that considers the 1091 
appropriate accounting treatment of transactions to 1092 
provide guidance on the regulatory treatment of an 1093 
issue should be given consideration. (Staff IB at 18-19; 1094 
Staff Ex. 9.0C at 12-13)  1095 

To mitigate the Company’s risk in adopting uncertain tax 1096 
positions, the Staff witness recommends that the 1097 
Commission allow the Company to recover from ratepayers 1098 
any interest accrued on FIN 48 funds in its cost of service 1099 
as interest expense. He said the Company should still have 1100 
an incentive to make uncertain tax positions. If the tax 1101 
position prevails, the Company would retain the interest 1102 
expense that the IRS would not collect. If the uncertain tax 1103 
position fails, the Company would pay the interest expense 1104 
collected in its cost of service to the Internal Revenue 1105 
Service. (Staff Ex. 9.0C at 12-13)  1106 

On this point, Staff states, in its Initial Brief, “Since the 1107 
Company does risk the payment of interest on the uncertain 1108 
tax position if the IRS disallows the tax deduction, the 1109 
Commission could allow the Company to recover from 1110 
ratepayers any interest accrued on FIN 48 funds in its cost 1111 
of service as interest expense.” 1112 

... 1113 

4. Conclusion  1114 
IAWC has realized a tax savings which represents an 1115 
interest free source of funds from the Federal and State 1116 
government. The cumulative effect of the Company’s 1117 
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deferral of income taxes are credit balances of ADIT that 1118 
are deductions from rate base. (Staff Ex. 9.0C at 10)  1119 

The Company proposes to reduce ADIT by an amount 1120 
recorded as uncertain tax positions by the Company in 1121 
accordance with Financial Accounting Standards 1122 
Interpretation No. 48 (“FIN 48”). Since, in this case, ADIT 1123 
is a deduction from rate base, the Company’s reduction of 1124 
ADIT by the FIN 48 amount results in an increase in rate 1125 
base.  1126 

The AG and Staff recommendation would eliminate the 1127 
reduction of ADIT by the FIN 48 amount thereby 1128 
decreasing the Company’s proposed rate base.  1129 

The Commission agrees with AG and Staff that the FIN 1130 
48 amount represents a source of cost-free capital that 1131 
should be reflected as a rate base deduction. IAWC’s 1132 
proposal does not contain a mechanism to protect 1133 
customers while awaiting an IRS review. Therefore, if the 1134 
IRS does not disallow the tax deduction associated with the 1135 
FIN 48 reserve, customers would not receive the benefit of 1136 
the deferred tax credits, in the form of a rate base reduction, 1137 
until the first rate case after tax returns are no longer 1138 
subject to IRS review and adjustment.  1139 

As indicated above, the Staff witness made a 1140 
recommendation intended to mitigate the Company’s risk 1141 
in adopting uncertain tax positions. While a proposal or 1142 
mechanism for this purpose may well have merit, the one 1143 
presented by the Staff witness is not clear in terms of how it 1144 
would actually work. The Commission will not adopt it at 1145 
this time.  1146 

In conclusion, the adjustment to rate base proposed by 1147 
Staff and the AG is adopted. 1148 

(Emphasis supplied.) 1149 

 1150 

Q. Has FERC provided guidance on accounting and financial reporting for 1151 

uncertainty in income taxes? 1152 

A. Yes.  On May 25, 2007, in Docket No. AI07-2-000, FERC provided guidance on 1153 

accounting for uncertainty in income taxes.  That FERC regulatory accounting 1154 
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guidance on uncertain taxes is attached in CUB-City Exhibit 1.3. The FERC 1155 

guidance provides as follows: 1156 

Under existing Commission requirements, entities measure 1157 
and recognize current and deferred tax liabilities (and 1158 
assets) based on the positions taken or expected to be taken 1159 
in a filed tax return and recognize uncertainties regarding 1160 
those positions by recording a separate liability for the 1161 
potential future payment of taxes when the criteria for 1162 
recognition of a liability contained in FASB Statement No. 1163 
5, Accounting for Contingencies, are met, generally as part 1164 
of the accrual for current payment of income tax.  Where 1165 
uncertainties exist with respect to tax positions involving 1166 
temporary differences, the amounts recorded in the 1167 
accounts established for accumulated deferred income taxes 1168 
are based on the positions taken in the tax returns filed or 1169 
expected to be filed.  [Temporary difference as used here 1170 
means a difference between the tax basis of an asset or 1171 
liability as reflected or expected to be reflected in a tax 1172 
return and its reported amount in the financial statements.] 1173 
Recognition of a separate liability for any uncertainty 1174 
related to temporary differences is therefore not necessary 1175 
because the entity has already recorded a deferred tax 1176 
liability for the item or would be entitled to record a 1177 
deferred tax asset for the item if a separate liability for the 1178 
uncertainty was recognized.  1179 

This practice results in the accumulated deferred income 1180 
tax accounts reflecting an accurate measurement of the cash 1181 
available to the entity as a result of temporary differences.  1182 
This is an important measurement objective of the 1183 
Commission Uniform Systems of Account because 1184 
accumulated deferred income tax balances, which are 1185 
significant in amount for most Commission jurisdictional 1186 
entities, reduce the base on which cost-based, rate-1187 
regulated entities are permitted to earn a return.  FIN 48, 1188 
which does not permit a liability for uncertain tax 1189 
positions related to temporary differences to be 1190 
classified as a deferred tax liability, frustrates this 1191 
important measurement objective.   Therefore, entities 1192 
should continue to recognize deferred income taxes for 1193 
Commission accounting and reporting purposes based on 1194 
the difference between positions taken in tax returns filed 1195 
or expected to be filed and amounts reported in the 1196 
financial statements. Also, consistent with the direction 1197 
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provided in Docket No. AI93-5 regarding the 1198 
implementation of FASB Statement No. 109, public 1199 
utilities and licensees, natural gas companies and 1200 
centralized service companies should not remove from 1201 
accumulated deferred income taxes and reclassify as a 1202 
current liability the amount of deferred income taxes 1203 
payable within 12 months of the balance sheet date. 1204 
(Emphasis supplied.) 1205 

 1206 

Q. Can you provide an illustrative example of how a utility has followed the 1207 

FERC guidance? 1208 

A. Yes.  Included in CUB-City Exhibit 1.3 is a response by Indiana Michigan Power 1209 

Company ("IMPC") to data request SDI 4-7 in its current electric utility rate case 1210 

in Indiana, IURC Cause No. 44075.  Parts c and d of that request and the related 1211 

responses state as follows: 1212 

c. How has the Company treated FIN 48 amounts for 1213 
purposes of its rate case filing?  Please explain fully and 1214 
provide references to where such treatment is reflected in 1215 
the Company’s filing. 1216 

Response:  For purposes of the Company’s filing, the FIN-1217 
48 ADIT balances have not been taken into consideration.  1218 
The Company adheres to the guidance pursuant to FERC 1219 
Docket No. AI07-2-000 which summarizes the accounting 1220 
for uncertain tax positions.  The accounting for uncertain 1221 
tax positions represents accruals and recordation’s of 1222 
income taxes which will be ultimately resolved at a future 1223 
unspecified time.  Therefore, in the Company’s rate filing, 1224 
there are no amounts related to uncertain tax positions in 1225 
rate base or income tax expense. 1226 

 1227 

d. Has the Company attempted to not reflect any tax 1228 
savings related to repairs deductions or any other tax 1229 
deductions taken on an income tax return because of 1230 
uncertainty? 1231 

Response: No. 1232 
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In summary, that utility (which is part of American Electric Power 1233 

Company, one of the largest electric utilities in the country) has interpreted the 1234 

FERC guidance on uncertain income tax positions to require that tax savings 1235 

related to deductions taken on income tax returns should be reflected for 1236 

ratemaking purposes and the FIN 48/”uncertain” tax position-related ADIT 1237 

balances are not to be taken into consideration for ratemaking purposes.  1238 

Following the FERC guidance for uncertain tax positions as IMPC has done is a 1239 

good general practice, and should also be applied for North Shore and Peoples in 1240 

the current rate case. 1241 

 1242 

Q. Have the Companies recorded interest on their “uncertain” income tax 1243 

position for tax accounting for overheads? 1244 

A. CUB DR 5.1(c) and (e) have requested this information from the Companies:  1245 

(c) Identify all FIN 48 interest recorded in 2011 and 2012, 1246 
and budgeted for 2012 and 2013 for  each of the following: 1247 
(1) North Shore Gas Company, (2) The Peoples Gas Light 1248 
and Coke Company, (3) Integrys consolidated.  1249 

(e) Identify all FIN 48 interest recorded in 2011 and 2012, 1250 
and budgeted for 2012 and 2013 that is specifically related 1251 
to the tax accounting change for overheads, for  each of the 1252 
following: (1) North Shore Gas Company, (2) The Peoples 1253 
Gas Light and Coke Company, (3) Integrys consolidated. 1254 

A response was provided as my direct testimony was being 1255 

completed.  I will review that information after my direct 1256 

testimony is filed and may address details of uncertain tax 1257 

positions at a later stage of filings, such as in rebuttal. 1258 

 1259 
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Q. Has CUB requested information concerning the interest rate at which the 1260 

Companies accrue interest on their “uncertain” tax positions? 1261 

A. Yes.  CUB DR 5.1(d) has requested this information from the Companies:  1262 

(d) Identify the interest rate used to compute FIN 48 1263 
interest in 2011 and 2012, and budgeted for 2012 and 2013 1264 
for  each of the following: (1) North Shore Gas Company, 1265 
(2) The Peoples Gas Light and Coke Company, (3) Integrys 1266 
consolidated. 1267 

A response was provided as my direct testimony was being completed.  I will 1268 

review that information after my direct testimony is filed.  I may address details 1269 

concerning interest accruals on uncertain income tax positions at a later stage of 1270 

filings, such as in rebuttal.  1271 

 1272 

Q. Is such interest tax-deductible? 1273 

A. Yes, it is. 1274 

 1275 

Q. Should the Companies be allowed to earn a full rate base return, grossed up 1276 

for income taxes, on the rate base that has effectively been funded by the tax 1277 

savings? 1278 

A. No.  The tax savings realized by claiming deductions on the Company’s tax 1279 

returns represent a source of funds to the Company, similar to a grant (or no-1280 

interest bearing loan) from the federal and state government.   1281 

 1282 

Q. Please describe the adjustment for tax savings related to “uncertain” tax 1283 

positions for North Shore. 1284 
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A. As shown on CUB Ex. 1.2, Schedule B-3, this adjustment removes North Shore’s 1285 

proposed rate base add-back for an “uncertain” tax position related to tax 1286 

accounting for overheads.  Rate base for North Shore is reduced by $960,000.   1287 

 1288 

 Q. Please describe the adjustment for tax savings related to “uncertain” tax 1289 

positions for Peoples. 1290 

A. As shown on CUB-City Ex. 1.3, Schedule B-3, this adjustment removes Peoples’ 1291 

proposed rate base add-back for an “uncertain” tax position related to tax 1292 

accounting for overheads.  Rate base for Peoples is reduced by $4.256 million.   1293 

 1294 

B‐4,	Incentive	Compensation	Disallowed	in	Prior	Cases	1295 

Q. Please explain the adjustment to reduce rate base to remove Incentive 1296 

Compensation amounts that were disallowed in prior cases.  1297 

A. As shown on CUB Exhibit 1.2, Schedule B-4, for North Shore, this adjustment 1298 

reduces rate base by $172,000 to remove amounts of capitalized Incentive 1299 

Compensation that were disallowed in prior rate cases.  North Shore plant is 1300 

reduced by $208,000.  The adjustment, net of accumulated depreciation by 1301 

$28,000 and an estimated amount of related ADIT, reduces rate base by $172,000. 1302 

Similarly, on CUB-City Exhibit 1.3, Schedule B-4, for Peoples, this 1303 

adjustment reduces rate base by $882,000 to remove amounts of capitalized 1304 

Incentive Compensation that were disallowed in prior rate cases.  Peoples plant is 1305 
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reduced by $1.140 million.  Net of accumulated depreciation of $187,000 and 1306 

related ADIT, Peoples’ rate base is reduced by $882,000. 1307 

 1308 

Q. Please explain why incentive compensation that was disallowed in prior cases 1309 

now appears in plant and accumulated depreciation accounts on the 1310 

Companies’ books. 1311 

A. The Companies had capitalized a portion of incentive compensation in prior 1312 

years.  In prior cases, when portions of incentive compensation were disallowed, 1313 

the Companies apparently did not remove the capitalized portion of the 1314 

disallowed incentive compensation from their plant accounts.  Consequently, 1315 

there remain amounts of incentive compensation that was disallowed in prior 1316 

cases, in the Companies’ amounts of plant in service in the current rate case. 1317 

 1318 

Q. Are there related impacts on ADIT and depreciation expense? 1319 

A. Yes. There are some related fall-out impacts that affect the amount of ADIT and 1320 

depreciation expense.  Removing the related ADIT impact would increase rate 1321 

base and the depreciation expense impact would decrease operating expenses.  1322 

Because these additional fall-out impacts are not anticipated to have a material 1323 

impact on the Companies’ revenue requirement, I have not incorporated those 1324 

impacts at this time, other than to include some estimated amounts for related 1325 

ADIT on Schedule B-4.   1326 

 1327 
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V. NET OPERATING INCOME ADJUSTMENTS 1328 

C‐1,	Interest	Synchronization	1329 

Q. Please explain your interest synchronization adjustment. 1330 

A. The interest synchronization adjustment applies the weighted cost of debt to the 1331 

calculation of test year income tax expense.  After adjustments, CUB-City’s 1332 

proposed rate base differs from that of the Companies.  This results in an 1333 

adjustment to the amount of synchronized interest included in the income tax 1334 

calculation.  The calculation of the interest synchronization adjustment is shown 1335 

on Schedule C-1 of CUB Exhibit 1.2 for North Shore and CUB-City Exhibit 1.3 1336 

for Peoples.  This adjustment increases income tax expense by the amount shown 1337 

on Schedule C-1 and decreases each Company’s achieved operating income by a 1338 

similar amount. 1339 

 1340 

C‐2,	Vacancy	Adjustment	1341 

Q. What work force level has North Shore used for the 2013 future test year? 1342 

A. North Shore has used a projected work force of 170.68 full time equivalent (FTE) 1343 

positions for North Shore direct employees and 1,370 FTEs for Integrys Business 1344 

Support, LLC (“IBS”).  IBS is an affiliated service company. 1345 

 1346 

Q. How has North Shore’s budgeted work force for 2012 compared with its 1347 

actual staffing? 1348 
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A. As shown on CUB Exhibit 1.2, Schedule C-2, North Shore’s budgeted work force 1349 

has been overstated in each month to-date in 2012 for North Shore direct 1350 

employees as well as for IBS FTE’s. 1351 

 1352 

Q. Based on the budget-to-actual experience with FTEs for North Shore for 1353 

2012, is it reasonable to assume the full budgeted staffing level for North 1354 

Shore for the 2013 future test year will be in place for the entire year?  1355 

A. No.  North Shore’s actual direct staffing, as well as the IBS staffing allocated to 1356 

North Shore in 2012, have both been running substantially under the Companies’ 1357 

budgeted level of FTEs for 2012.  Considering that the Company’s 2013 1358 

projection includes additional positions, it seems very unlikely that the full 1359 

projected FTE compliment projected for 2013 will be in place at the beginning of 1360 

the 2013 future test year, much less in place during the entire projected 2013 test 1361 

year.   1362 

 1363 

Q. Is it common for companies the size of North Shore and Peoples to have work 1364 

force vacancies at any given point in time? 1365 

A. Yes.  However, it does not appear that a “vacancy” factor was included in the 1366 

Companies’ 2013 labor cost projections.  Rather, the Companies’ approach was 1367 

generally to assume for ratemaking purposes that each “open” position was filled 1368 

throughout the 2013 test year.  However, as would be the case with any large 1369 

company, one would expect additional vacancies to occur and some time lag 1370 

between vacancies occurring and the subsequent filling of vacant positions.  1371 
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 1372 

Q. Please explain why an adjustment to remove costs projected for open 1373 

positions in the 2013 future test year is necessary.  1374 

A. An adjustment relating to “open positions” that the Companies have included in 1375 

their requested future test year O&M expense, but which were not filled appears 1376 

to be necessary in the current 2013 test year case to adjust for the gradual impact 1377 

of filling the significant level of “open positions” in the Companies’ 2013 test 1378 

year filing.  In essence, an adjustment is needed to reflect that: 1379 

1) The Companies had not filled the budgeted open positions as of the date 1380 

for the most recent actual information, September 30, 2012; 1381 

2) The Companies are likely to not have filled the budgeted open positions as 1382 

of January 1, 2013, the beginning of the future test year; 1383 

3) The Companies might fill the remaining open positions by December 31, 1384 

2013, the end of the test year;9 and 1385 

4) A 2013 “average” test year is being used by CUB-City for purposes of 1386 

determining the Companies’ revenue requirement in this proceeding. 1387 

Using an average of the “open positions” that the Companies had not filled 1388 

at the beginning of the test year, but might fill by the end of the test year, would 1389 

also be consistent with the use of an “average” test year.  Additionally, it would 1390 

give the Companies the benefit of the doubt as to whether all of the “open 1391 

                                                 
9 Given the Companies’ history of having some number of budgeted FTEs remaining unfilled at 

any given point in time, this assumption of totally filling the vacant positions by December 31, 2013, the 
end of the future test year, may be overly optimistic. 
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positions” are really needed or will be filled by December 31, 2013, the end of the 1392 

future test year. 1393 

 1394 

Q. Is it certain that the Companies will fill the remaining “open” positions by 1395 

the end of the test year? 1396 

A. No.  Thus, while the Companies have made some progress in filling “open” 1397 

positions during 2012, the data shows that actual FTEs are substantially below the 1398 

Companies’ budgeted work force levels in each month of 2012 through 1399 

September.  There is no assurance that all of the “open” budgeted positions would 1400 

be filled by December 31, 2013.  To the contrary, it appears that many of the 1401 

“open” positions upon which the Companies have based their estimated 2013 test 1402 

year labor cost projections will not be filled at the start of the 2013 test year.   1403 

 1404 

Q. Do the Companies recognize that an adjustment to their 2013 test year filing 1405 

is necessary to address the issue of work force vacancies? 1406 

A. That is unclear.  The Companies’ supplemental filing does not appear to include 1407 

any adjustment for 2013 work force vacancies or to reduce 2013 budgeted labor 1408 

for the impact of average 2013 unfilled positions. 1409 

 1410 

Q. What level of vacancies have the Companies shown to date in 2012 in its 1411 

responses to discovery? 1412 

A. The Companies’ responses to AG 7.11, AG 7.29, and AG 6.10 are summarized on 1413 

CUB Exhibit 1.2, Schedule C-2 for North Shore and on CUB-City Exhibit 1.3, 1414 
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Schedule C-2 for Peoples.  As shown on those Schedules, in each month of 2012 1415 

to date, the Companies’ budgeted work force as well as the work force (FTEs) 1416 

allocated from the affiliated service company, IBS, are in excess of the actual 1417 

FTE levels. 1418 

 1419 

Q. What vacancy rates has North Shore experienced to date during 2012 based 1420 

on a comparison of its 2012 projections with actual work force information 1421 

for 2012?  1422 

A. For the first nine months of 2012, the North Shore had averaged 4.5 vacant 1423 

positions, equivalent to a vacancy rate of approximately 2.6691 percent.  1424 

Budgeted FTE positions allocated to North Shore averaged 1,370 budgeted FTEs 1425 

versus actual FTEs of 1,313 through September 30, 2012, for 57 vacant FTEs on 1426 

average, or a vacancy rate of 4.1450 percent.  Put differently, on average for the 1427 

nine months ending September 2013, CUB Exhibit 1.2, Schedule C-2, shows 4.56 1428 

vacant positions for North Shore, for a vacancy rate of 2.6691%.  For IBS FTEs 1429 

allocated to North Shore, Schedule C-2 shows 56.78 vacant positions on average, 1430 

for a vacancy rate of 4.1450 percent. 1431 

 1432 

Q. What vacancy rates has Peoples experienced to date during 2012 based on a 1433 

comparison of its 2012 projections with actual work force information for 1434 

2012?  1435 

A. Similarly, for Peoples, by September 2012, Peoples had 72.5 vacant positions, 1436 

equivalent to a vacancy rate of approximately 5.6%.  IBS budgeted FTE positions 1437 
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allocated to Peoples of FTEs of 1,365 and actual FTEs of 1,307 at September 30, 1438 

2012, for 58 vacant FTEs.   1439 

On average, for the nine months ending September 2013, CUB-City 1440 

Exhibit 1.3, Schedule C-2, shows 72.39 vacant positions for Peoples, for a 1441 

vacancy rate of 5.6429%.  For IBS FTEs allocated to Peoples, Schedule C-2 1442 

shows 56.78 vacant positions on average, for a vacancy rate of 4.1450%. 1443 

These vacancy rates are representative of recent actual experience and 1444 

reflect the most current information available including actual staffing levels that 1445 

the Companies has achieved at a point three months before the start of the 2013 1446 

test year.   1447 

 1448 

Q. What adjustment do you recommend for 2013 work force vacancies for 1449 

North Shore? 1450 

A. As shown on CUB Exhibit 1.2, Schedule C-2, I have used the 2.6691% and 1451 

4.145% vacancy factors derived from the Companies’ responses to AG 7.11 and 1452 

PGL AG 6.10 and the labor cost information from the responses to JMO 13.05, 1453 

JMO 13.06, and AG 6.05 Attachment 2 to calculate the vacancy adjustment.  This 1454 

adjustment reduces 2013 test year labor expense for North Shore by 1455 

approximately $388,311.   1456 

The total vacancy adjustment is shown in Column C and would reflect a 1457 

reduction to North Shore’s labor expense (direct payroll, employee benefits other 1458 

than pensions, and payroll taxes) of $776,624.   1459 
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As shown on CUB Exhibit 1.2, Schedule C-2, in column D, applying the 1460 

average vacancies to the 2013 future test year budgeted labor costs reflects the 1461 

gradual filling of the vacant positions during 2013, and produces an adjustment to 1462 

the Company’s labor expense of $388,311.  This is comprised of the following 1463 

components: 1464 

• a reduction to North Shore’ direct payroll of $128,262; 1465 

• a reduction to IBS affiliated company direct payroll charges of $201,221; 1466 

• a reduction to North Shore’s employee benefits (other than pensions) of 1467 

$25,423; 1468 

• a reduction to North Shore payroll tax expense of $8,659; 1469 

• a reduction to IBS affiliate employee benefits (other than pensions) of 1470 

$12,622; and 1471 

•  a reduction to IBS affiliate payroll tax expense of $12,125. 1472 

 1473 

Q. What employee benefits are included in the North Shore employee benefit 1474 

expense adjustment? 1475 

A. The following benefits are included in the adjustment:10 1476 

• Group Insurance – Active 1477 

• Savings and Investment Plan 1478 

• Other Welfare and Social Benefits 1479 

Each of these types of employee benefits appears to be related to the 1480 

number of budgeted positions, and should therefore be reduced accordingly for 1481 

                                                 
10 See, the Companies response to AG 6.10, Attach 03. 
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the vacant positions.  Put another way, the Company would not expect to incur 1482 

these types of employee benefit costs for positions that are not filled. 1483 

 1484 

Q. Did you include pension expense in your vacancy adjustment? 1485 

A. No. Pension expense is typically determined based on an actuarial report and is 1486 

influenced by a number of factors including assumptions for discount rates, trust 1487 

fund earnings, employee retirement dates and retiree mortality.   Thus, pension 1488 

expense tends not to have the direct linkage to differences between actual and 1489 

budgeted positions that many of the other types of employee benefits do.  Because 1490 

of that lack of linkage, I did not include pension expense in the vacancy 1491 

adjustment. 1492 

 1493 

Q. What adjustment do you recommend for 2013 work force vacancies for 1494 

Peoples? 1495 

A. As shown on CUB-City Exhibit 1.3, Schedule C-2, I have used the 5.6429% and 1496 

4.1450% vacancy factors derived from the Companies’ responses to AG 7.29 and 1497 

AG 6.10, and the labor cost information from the responses to JMO 13.05, JMO 1498 

13.06 and AG 6.10, attachment 3, to calculate the vacancy adjustment.  As shown 1499 

in column D, this adjustment reduces 2013 test year labor expense for the 1500 

Company by approximately $3.336 million to reflect the gradual filling of 1501 

vacancies during the 2013 test year.   1502 
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The total vacancy adjustment is shown in Column C and would reflect a 1503 

reduction to Peoples’ labor expense (direct payroll, employee benefits other than 1504 

pensions, and payroll taxes) of $6.671 million.   1505 

As shown on Schedule C-2, in column D, applying the average vacancies 1506 

to the 2013 future test year budgeted labor costs reflects the gradual filling of the 1507 

vacant positions in 2013, and produces and adjustment to the Company’s labor 1508 

expense of $3.336 million.    This is comprised of the following components: 1509 

• a reduction to Peoples’ direct payroll of $2.155 million; 1510 

• a reduction to IBS affiliated company direct payroll charges of $523,083; 1511 

• a reduction to Peoples’ employee benefits (other than pensions) of 1512 

$379,428; 1513 

• a reduction to Peoples’ payroll tax expense of $141,643; 1514 

• a reduction to IBS affiliate employee benefits (other than pensions) of 1515 

$68,932; and 1516 

•  a reduction to IBS affiliate payroll tax expense of $67,504. 1517 

  1518 

C‐3,	 Illinois	 State	 Income	 Tax	 Rate	 Reductions	 –	 Impact	 on	1519 
Deferred	State	Income	Tax	Expense	1520 

Q. Has Illinois temporarily increased its state corporate income tax rate? 1521 

A. Yes.  Illinois increased its state corporate business income tax rate from 7.3% to 1522 

9.5% effective January 1, 2011. The state corporate income tax rate also remains 1523 

at 9.5% in 2012.  The 9.5% current state corporate income tax rate in Illinois for 1524 
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2011 is comprised of two components, a 7.0% income tax (per 35 ILCS 5/201 1525 

§201(b) (10)) and a 2.5% personal property tax replacement income tax (per 1526 

§201(d )). Those provisions and the related provisions that provide for scheduled 1527 

decreases in the corporate income tax rate can be found in 35 ILCS 5/201 (from 1528 

Ch. 120, par. 2-201) as follows: 1529 

Sec. 201. Tax Imposed.  1530 

(a) In general. A tax measured by net income is hereby 1531 
imposed on every individual, corporation, trust and estate 1532 
for each taxable year ending after July 31, 1969 on the 1533 
privilege of earning or receiving income in or as a resident 1534 
of this State. Such tax shall be in addition to all other 1535 
occupation or privilege taxes imposed by this State or by 1536 
any municipal corporation or political subdivision thereof. 1537 

(b) Rates.  The tax imposed by subsection (a) of this 1538 
Section shall be determined as follows, except as adjusted 1539 
by subsection (d-1): 1540 

 *** 1541 
(10) In the case of a corporation, for taxable years 1542 
beginning on or after January 1, 2011, and ending prior to 1543 
January 1, 2015, an amount equal to 7% of the taxpayer's 1544 
net income for the taxable year.   1545 

(11) In the case of a corporation, for taxable years 1546 
beginning prior to January 1, 2015, and ending after 1547 
December 31, 2014, an amount equal to the sum of (i) 7% 1548 
of the taxpayer's net income for the period prior to January 1549 
1, 2015, as calculated under Section 202.5, and (ii) 5.25% 1550 
of the taxpayer's net income for the period after December 1551 
31, 2014, as calculated under Section 202.5.   1552 

(12) In the case of a corporation, for taxable years 1553 
beginning on or after January 1, 2015, and ending prior to 1554 
January 1, 2025, an amount equal to 5.25% of the 1555 
taxpayer's net income for the taxable year. 1556 

(13) In the case of a corporation, for taxable years 1557 
beginning prior to January 1, 2025, and ending after 1558 
December 31, 2024, an amount equal to the sum of (i) 1559 
5.25% of the taxpayer's net income for the period prior to 1560 
January 1, 2025, as calculated under Section 202.5, and (ii) 1561 
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4.8% of the taxpayer's net income for the period after 1562 
December 31, 2024, as calculated under Section 202.5. 1563 

(14) In the case of a corporation, for taxable years 1564 
beginning on or after January 1, 2025, an amount equal to 1565 
4.8% of the taxpayer's net income for the taxable year. 1566 

The rates under this subsection (b) are subject to the 1567 
provisions of Section 201.5.  1568 

*** 1569 

(d) Additional Personal Property Tax Replacement Income 1570 
Tax Rates. The personal property tax replacement income 1571 
tax imposed by this subsection and subsection (c) of this 1572 
Section in the case of a corporation, other than a 1573 
Subchapter S corporation and except as adjusted by 1574 
subsection (d-1), shall be an additional amount equal to 1575 
2.85% of such taxpayer's net income for the taxable year, 1576 
except that beginning on January 1, 1981, and thereafter, 1577 
the rate of 2.85% specified in this subsection shall be 1578 
reduced to 2.5%, and in the case of a partnership, trust or a 1579 
Subchapter S corporation shall be an additional amount 1580 
equal to 1.5% of such taxpayer's net income for the taxable 1581 
year. 1582 

In summary, the current Illinois corporate income tax rate is 9.50 percent, which 1583 

applies for the years 2011 through 2014, with reductions to 7.75 percent in 2015 1584 

and to 7.3 percent in 2025.   1585 

   1586 

Q. How have other Illinois utilities dealt with the new tax rates in past or 1587 

current cases?   1588 

A. The state’s largest utility has addressed the state corporate income tax rate 1589 

changes in its current formula rate plan filing in Docket No. 12-0321.  The 1590 

changes in the Illinois state corporate income tax rate are addressed in the prefiled 1591 

testimony of ComEd witness Fruehe (ComEd Ex. 3.0) in Docket No. 12-0321 at 1592 

lines 764-792 where he discusses these impacts including ComEd’s significant 1593 
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deferred tax expense adjustment arising from the scheduled reductions in the 1594 

Illinois state income tax rates that allow Deferred Income Tax Expense to be 1595 

recorded at lower than the current state income tax statutory rates.  As explained 1596 

by ComEd witness Fruehe at pages 36-38, lines 766-792: 1597 

The passage of Illinois Senate Bill 2505 on January 13, 1598 
2011 increased the previous corporate income tax rate 1599 
of 7.3% to 9.50% for the years 2011 through 2014, with 1600 
reductions to 7.75% in 2015 and 7.3% in 2025. This 1601 
change impacts the revenue requirement in several ways. 1602 

First, the statutory state income tax rate used to 1603 
calculate the overall total income tax rate on Schedule 1604 
FR C-4 has been revised to reflect the 9.5% statutory 1605 
state income tax rate. 1606 

Second, as a result of the change in the rate, previously 1607 
recorded accumulated deferred income tax balances, i.e. 1608 
balances as of December 31, 2010, were required to be 1609 
remeasured to reflect the deferred tax balances 1610 
calculated by applying the new tax rates noted above. 1611 
The remeasurement of ADIT resulted in a required increase 1612 
to jurisdictional ADIT as of January 1, 2011 of $13.1 1613 
million. Consistent with prior ICC guidance (ICC 1614 
Docket No. 83-0309, addressing the manner in which 1615 
deferred tax impacts resulting from tax rate changes 1616 
should be addressed), this shortfall in ADIT is offset by 1617 
a regulatory asset and is being amortized prospectively 1618 
over the remaining life of the underlying assets by 1619 
applying a weighted-average rate method for future 1620 
reversals. Amortization of the remeasurement balance was 1621 
a credit of $1.9 million in 2011.  1622 

Finally, in 2011, ComEd recognized a significant benefit 1623 
due to the difference between the current income tax 1624 
rate of 9.50% and the rate at which the related deferred 1625 
tax expense is recorded. The deferred tax rate is lower 1626 
because, as described above, the state income tax rate is 1627 
scheduled to decline in 2015 and again in 2025, which 1628 
means that some of the deferred taxes recorded in 2011 1629 
will reverse in later years when the state income tax rate 1630 
is scheduled to be lower. This difference in current and 1631 
deferred tax rates, combined with the fact that during 2011 1632 
ComEd had two notable and significant tax deductions 1633 
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(100% bonus depreciation and the expense related to the 1634 
adoption of the T&D repairs safe harbor methodology) 1635 
resulted in a 2011 tax benefit of $16,960,000 1636 
(jurisdictional), which is included in the tax adjustments 1637 
shown on Schedule FR C-4. 1638 

(Emphasis supplied.) 1639 

This adjustment described in the last sentence quoted above reduced ComEd’s 1640 

deferred state income tax expense for 2011 by approximately $16.960 million. 1641 

 1642 

Q. Does a similar impact on Deferred State Income Tax Expense affect other 1643 

Illinois utilities with long-lived assets that are subject to the lower Illinois 1644 

state income tax rates?  1645 

A. It should.  The ComEd measurement of the impact described above, pursuant to 1646 

regulatory and GAAP accounting recognizes that Deferred State Income Tax 1647 

Expense is reduced because of the lower Illinois state income tax rates that apply.   1648 

 1649 

Q. Have the future lower Illinois state income tax rates affected any other 1650 

Illinois utilities? 1651 

A.  Yes.  It is clear from Docket No. 12-0293 that the lower Illinois state income tax 1652 

rates also resulted in a reduction to Ameren Illinois’ Deferred State Income Tax 1653 

Expense.  The only dispute among the Docket No. 12-0293 parties concerning 1654 

this issue was whether the impact of the lower future rates should be reflected in 1655 

full in the 2011 reconciliation year, or whether the 2011 impact of reduced 1656 

Deferred State Income Tax Expense should be amortized over a five-year period.  1657 

A final decision in Docket No. 12-0293 has not yet been issued.  1658 

 1659 
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Q. What does the Proposed Decision from Docket No. 12-0293 state concerning 1660 

this issue? 1661 

A. The Proposed Decision, at pages 87-96, states: 1662 

5. Deferred State Income Tax Expense  1663 

In 2011, the Illinois Income Tax Act ("ITA"), 35 ILCS 1664 
5/101 et seq., was amended to provide for an increase in the 1665 
SIT rate. The change in Illinois’ corporate business 1666 
income tax rate, codified at Section 201 of the ITA, 1667 
caused AIC’s SIT rate to increase from 7.3% to 9.5% in 1668 
years 2011 through 2014, with a reduction to 7.75% in 1669 
2015 followed by a further reduction to 7.3% in 2025. 1670 
AG/AARP, CUB, and Staff maintain that AIC has 1671 
failed to account for reductions in the tax rate. 1672 
... 1673 

 b. CUB Position  1674 

In light of the statutory scheduled reductions in the SIT rate 1675 
and consistent with the proposal by ComEd in Docket No. 1676 
12-0321, CUB recommends that AIC’s operating expenses 1677 
be reduced by $4.137 million. CUB witness Smith explains 1678 
how AIC initially failed to recognize the effect of the 1679 
change in SIT rates by negating any impact of making an 1680 
adjustment on its Part 285 Schedule C-5.2. Instead, Mr. 1681 
Smith calculates this adjustment similar to ComEd’s 1682 
treatment of the issue, since both use the same FERC 1683 
USOA and similar state regulatory and ratemaking 1684 
principles. Mr. Smith notes that because of the similar 1685 
situations between the two utilities with respect to this 1686 
issue, the deferred 2011 SIT expense should be similarly 1687 
reflected in the utilities’ formula rate filings under Section 1688 
16-108.5 of the Act. Mr. Smith’s adjustment also accounted 1689 
for the effect of the change in SIT on federal income taxes, 1690 
and came to an amount similar to AIC witness Stafford’s 1691 
calculation in his rebuttal testimony ($3.983 million versus 1692 
$4.137 million). In his own rebuttal testimony, Mr. Smith 1693 
agreed with Mr. Stafford’s calculation of the $4.137 million 1694 
net deferred SIT savings.  1695 

CUB observes, however, that Mr. Stafford testifies that he 1696 
separated two components of the change resulting from the 1697 
SIT law because he believed that Section 16-108.5(c)(4)(F) 1698 
“says that specifically that you have to consider each 1699 
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charge or credit separately.” (Tr. at 231) Despite this 1700 
interpretation, CUB continues, Mr. Stafford admits that 1701 
neither of the two changes that he “separates” would have 1702 
occurred absent the General Assembly’s singular action to 1703 
change the SIT rate. Indeed, CUB states further, AIC 1704 
admits that “[s]ince Ameren is required to maintain its 1705 
books and records in accordance with [GAAP] and in 1706 
accordance with any and all other tax guidance and 1707 
accounting authority applicable to utilities, as does ComEd, 1708 
AIC does not expect that there would be any material 1709 
difference in implementation of the SIT rate change.” 1710 
(AG/AARP Ex. 1.7 at 2)  1711 

As for Mr. Stafford’s proposed deferral and amortization of 1712 
the SIT tax rate change impact on deferred income taxes 1713 
only, CUB insists that it is improper and must be rejected. 1714 
As an initial matter, CUB notes that Section 16-1715 
108.5(c)(4)(F) of the Act provides for amortization “of the 1716 
full amount of each charge or credit that exceeds 1717 
$3,700,000 … in the applicable calendar year and that 1718 
relates to a workforce reduction program’s severance costs, 1719 
changes in accounting rules, changes in law, compliance 1720 
with any Commission initiated audit, or a single storm or 1721 
other similar expense.” Changes in law include “those 1722 
relating to taxes…occurring after the effective date of this 1723 
amendatory Act of the 97th General Assembly.” CUB 1724 
states that the overall net impact of the SIT rate change, 1725 
according to AIC’s own calculations, is $2,323,283. AIC 1726 
argues that netting the two amounts is not contemplated by 1727 
the statute since it requires amortization “of the full amount 1728 
of each charge or credit,” claiming that the current tax 1729 
increase and the deferred tax reduction are separate 1730 
“charges or credits.” (AIC Initial Brief at 48) CUB 1731 
contends that this interpretation of the Act ignores the rest 1732 
of that provision of the law, which requires that any change 1733 
in law must occur “after the effective date of this 1734 
amendatory Act of the 97th General Assembly” to trigger 1735 
the amortization provision. (Section 6-1736 
018.5(c)(4)(F)(emphasis added) CUB reports that the 1737 
effective date of the amendatory act which created the 1738 
amortization provision was October 26, 2011. (See Public 1739 
Act 97-0616) The effective date of the change in the SIT 1740 
law was January 13, 2011. (See Section 201(b)(10) of the 1741 
ITA; Public Act 96-1496) Therefore, CUB concludes, the 1742 
change in the SIT law that could trigger the amortization 1743 
provision did not, in fact, occur after the effective date of 1744 
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the provision itself. Although the state corporate income 1745 
tax rate itself changes in future years, those changes do not 1746 
require any further changes in the law governing those 1747 
rates. That is, the law that became effective January 13, 1748 
2011 includes those future changes in SIT rates.  1749 

CUB also maintains that Mr. Stafford's proposal to treat 1750 
only the deferred income tax impact as an item that requires 1751 
amortization produced results of having only an $827,000 1752 
reduction to deferred income taxes be reflected for 1753 
operating expense and $3.310 million being credited to 1754 
Rate Base in AIC’s rebuttal filing. Because the tax change 1755 
occurred in the year prior to AIC’s opt-in to the formula 1756 
rate, Mr. Stafford explains that AIC did not intend to 1757 
continue the deferral and amortization of the credit in 1758 
subsequent formula rate proceedings. Mr. Smith counters 1759 
that the net impact of the SIT change does not exceed the 1760 
statutory threshold of $3.7 million, since both the current 1761 
SIT increase of $1.814 million must be considered along 1762 
with the $4.137 net decrease to deferred state and federal 1763 
income tax expense. As an accountant, Mr. Smith testified 1764 
that the term “net” as used in his testimony meant “that the 1765 
impact of the state tax law change on 2011 did not exceed 1766 
the $3.7 million threshold for amortization that’s provided 1767 
for in the Act.” (Tr. at 456) In opposition to Mr. Stafford’s 1768 
assertion, Mr. Smith explains, “this is a change in state tax 1769 
law, and when you combine the increase in current SIT 1770 
expense and a decrease in deferred income tax expense, one 1771 
went up and the other went down, that net impact doesn’t 1772 
exceed the 3.7 million threshold that applies to Ameren.” 1773 
(Id. at 457) According to Mr. Smith, this is the correct 1774 
treatment of the SIT change because “both of the items are 1775 
the result of the change in the state tax law, so I think in 1776 
this instance, you … have to combine them to evaluate 1777 
whether they’re above or below the 3.7 million.” (Id.)  1778 

Moreover, Mr. Smith testifies that the impacts on deferred 1779 
SIT expense related to the known changes in the SIT rate 1780 
are annually recurring, and are not an isolated impact 1781 
confined to calendar year 2011 but rather create additional 1782 
annual reductions in 2012 through, at least, 2024. Given 1783 
AIC’s recalculation of its 2011 jurisdictional SIT expense 1784 
for the difference between Illinois’ 7.3% and 9.5% SIT 1785 
rates, Mr. Smith also testifies that pursuant to the matching 1786 
principle there should be consistency in the period used to 1787 
calculate current and deferred income tax expenses. 1788 
Instead, AIC seeks to use calendar year 2011 to calculate 1789 
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current SIT expense but only reflects one-fifth of the 1790 
known and measureable impact of the SIT rate change. 1791 
Instead of reflecting the effect as a one-fifth amortization, 1792 
Mr. Smith concludes that the annual impact should be 1793 
reflected in AIC’s rate structure.  1794 

c. Staff Position  1795 

Staff supports the same adjustment concerning deferred 1796 
SIT expense that AG/AARP and CUB recommend. Like 1797 
the intervenors, Staff also accepts the savings amounts 1798 
calculated in AIC Ex. 11.3. Thus, Staff concludes that 1799 
the only contested issue on this topic is how to 1800 
appropriately present these savings in the approved 1801 
revenue requirement.  1802 

Staff recommends that the tax savings be reflected as a 1803 
net reduction to income tax expense in the operating 1804 
statement of $4.137 million rather than the amortized 1805 
treatment reflected by AIC in AIC Ex. 11.2, Workpaper 5. 1806 
Staff rejects the idea that since the calculation of deferred 1807 
tax expense ($4.137 million) is greater than the $3.7 1808 
million threshold, Section 16-108.5(c)(4)(F) of the Act 1809 
requires the amount to be recognized as a deferral subject 1810 
to amortization. Staff points out that this section of the Act 1811 
provides for unusual significant costs (credits) that occur in 1812 
a calendar year to be spread over a longer period for 1813 
recovery, such as storm expense. The tax credit resulting 1814 
from the change in SIT is not, Staff points out, a credit 1815 
that occurs in a single calendar year but is rather an 1816 
impact that will be realized in future periods as the 1817 
taxes that were deferred at the higher rate will be paid 1818 
out at a lower rate when the state tax rate decreases. 1819 
Even if Section 16-108.5(c)(4)(F) is found to apply to this 1820 
issue, Staff agrees with AG/AARP witness Brosch's view 1821 
that AIC's analysis does not consider the entire impact of 1822 
the SIT rate change. (See AG/AARP Ex. 3.0 at 33) 1823 

... 1824 

e. Commission Conclusion  1825 

The Commission has reviewed the parties' arguments 1826 
and understands that the only material dispute is how 1827 
to reflect the tax savings amount for ratemaking 1828 
purposes. The parties' positions focus in large part on the 1829 
application of Section 16-108.5(c)(4)(F) of the Act. The 1830 
Commission has considered this issue and concludes that 1831 
Staff, CUB, and AG/AARP have properly applied the law 1832 
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for the reasons they offer. The Commission notes, however, 1833 
that Staff and AG/AARP have calculated the revenue 1834 
impact of the adjustment differently. Upon reviewing the 1835 
calculations by each party, Mr. Brosch appears to have 1836 
neglected to apply the gross revenue conversion factor. 1837 
Staff's calculation, on the other hand, properly incorporates 1838 
the gross revenue conversion factor. For this reason, Staff's 1839 
calculations are adopted. 1840 

(Emphasis supplied.) 1841 

 1842 

Q. The Companies’ responses to NS AG 4.05 and PGL AG 9.07 state that the 1843 

Average Rate Assumption Method (ARAM) has been used pursuant to the 1844 

Commission’s Final Decision in Docket No. 83-0309.  Does that decision 1845 

apply to changes in a state income tax rate as it impacts Deferred State 1846 

Income Tax Expense?  1847 

A. No.  The ARAM applied to changes in the federal income tax rates that resulted 1848 

from the Reagan corporate income tax rate cuts.  The decision in Docket No. 83-1849 

8309 does not address future changes in the Illinois state income tax rate, which 1850 

are applicable to years 2011 through 2025.  Additionally, the Companies have not 1851 

demonstrated that there are normalization requirements that affect the application 1852 

of the Illinois corporate income tax rate changes.  Indeed, both of the state’s 1853 

largest electric utilities, ComEd and Ameren Illinois, have calculated reductions 1854 

to their Deferred State Income Tax Expense that have resulted from the exact 1855 

same Illinois state corporate income tax rates.  Moreover, ComEd’s witness, Mr. 1856 

Fruehe, in Docket No. 12-0321, has explained that, as a result of the change in 1857 

state income tax rate, ComEd’s ADIT balances were remeasured (pursuant to the 1858 
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prior ICC guidance at Docket No. 83-0309) and increased.11  Both ComEd and 1859 

Ameren Illinois follow the Uniform System of Accounts for Electric Utilities 1860 

prescribed by the Federal Energy Regulatory Commission and adopted by this 1861 

Commission.  The requirements for recording Deferred State Income Tax 1862 

Expense are similar for gas distribution utilities such as Peoples and North Shore.  1863 

Consequently, there should be a similar impact, i.e., a reduction to Deferred State 1864 

Income Tax Expense, resulting from the Illinois corporate income tax rate 1865 

changes for Peoples and North Shore in the 2013 test year, just as there were for 1866 

ComEd and Ameren Illinois in 2011.  In 2011, as in 2013, the current Illinois 1867 

corporate income tax rate of 9.5% applies for computing Current State Income 1868 

Tax Expense; however, for Deferred State Income Tax Expense a weighted 1869 

average state income tax rate should be applied that incorporates the state income 1870 

tax rate reductions of 7.75% in 2015 and 7.3% in 2025.  1871 

 1872 

Q. Please explain the adjustment for North Shore Deferred State Income Tax 1873 

Expense. 1874 

A. As shown on CUB Exhibit 1.2, Schedule C-3, North Shore used a state income 1875 

tax rate of 9.5% to compute Deferred State Income Tax Expense for gas plant 1876 

related timing differences.  This fails to reflect the known reductions in the 1877 

Illinois state income tax rate to 7.75% for 2015-2024 and to 7.30% for 2025 and 1878 

beyond.  A weighted average state income tax rate that is applicable to the gas 1879 

                                                 
11 See, e.g., Docket No. 12-0321, ComEd Ex. 3.0, at pages 36-38, lines 766-792. 
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plant related timing differences is 7.65%, as shown on Schedule C-3, line 12, 1880 

column E.   1881 

North Shore reduced the 9.5% state corporate income tax rate by 35% to 1882 

reflect the federal income tax benefit.  State income taxes are deductible for 1883 

federal income tax purposes, so the state tax rate, net of the federal benefit used 1884 

by North Shore was 6.175% as shown on Schedule C-3, line 4.   1885 

In contrast with North Shore’s calculation, which failed to reflect the 1886 

known state income tax rate reductions during the period covered by the gas plant 1887 

related timing differences, I have applied a weighted average Illinois state income 1888 

tax rate of 7.65%.  Net of the federal benefit, the rate is 4.973%, as shown on 1889 

Schedule C-3, line 15, column E.   1890 

This results in a reduction to Deferred State Income Tax Expense of 1891 

$139,131, as shown on Schedule C-3, lines 10 and 20. 1892 

 1893 

Q. Please explain the adjustment for Deferred State Income Tax Expense for 1894 

Peoples. 1895 

A. As shown on CUB-City Exhibit 1.3, Schedule C-3, Peoples Gas used a state 1896 

income tax rate of 9.5% to compute Deferred State Income Tax Expense for gas 1897 

plant related timing differences.  This fails to reflect the known reductions to 1898 

Illinois state income tax rates, which are reduced to 7.75% for 2015-2024 and to 1899 

7.30% for 2025 and beyond.   1900 

Peoples reduced the 9.5% state corporate income tax rate by 35% to 1901 

reflect the federal income tax benefit.  State income taxes are deductible for 1902 
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federal income tax purposes, so the state tax rate, net of the federal benefit used 1903 

by Peoples was 6.175% as shown on CUB-City Exhibit 1.3, Schedule C-3, line 4.   1904 

A weighted average state income tax rate that is applicable to the gas plant 1905 

related timing differences is 7.81%, as shown on Schedule C-3, line 12, column E.  1906 

In contrast with Peoples’ calculation, which failed to reflect the known state 1907 

income tax rate reductions during the period covered by the gas plant related 1908 

timing differences and applied an Illinois state income tax rate of 9.5%, I have 1909 

applied a weighted average Illinois state income tax rate of 7.81% to determine 1910 

the Deferred State Income Tax Expense.  Net of the federal tax benefit, the state 1911 

income tax rate is 5.076%, as shown on Schedule C-3, line 15, column E. 1912 

This results in a reduction to Deferred State Income Tax Expense of 1913 

$2.107 million, net of the federal income tax benefit, as shown on Schedule C-3, 1914 

lines 10 and 20. 1915 

 1916 

C‐4,	 Incentive	 Compensation	 and	 Stock‐Based	 Compensation	1917 
Expense	1918 

Q. What components of Incentive Compensation have the Companies proposed 1919 

to include in operating expenses?   1920 

A. The Companies are including several components of Incentive Compensation in 1921 

their requested operating expense12:  1922 

                                                 
12 See, NS JMO 15.02 and PGL JMO 15.01. 
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 1923 

  1924 

Q. Which components are granted under the Omnibus Incentive Plan? 1925 

A. As stated in PGL’s response to JMO 15.06(a):  1926 

a) (1) The Omnibus Incentive Plan controls the Executive 1927 
Annual Incentive Plan; 1928 

(2) Stock Options are granted under the Omnibus Incentive 1929 
Compensation Plan; 1930 

(3) Performance Shares are granted under the Omnibus 1931 
Incentive Compensation Plan; 1932 

(4) Restricted Stock Units are granted under the Omnibus 1933 
Incentive Compensation Plan. 1934 

 1935 

Q. What is the stated purpose of the Omnibus Incentive Compensation Plan? 1936 

A. The 2010 Omnibus Incentive Compensation Plan states as follows concerning its 1937 

purpose:   1938 

 (a) Purpose. The purpose of the Integrys Energy 1939 
Group, Inc. 2010 Omnibus Incentive Compensation Plan is 1940 
to promote the interests of the Company and its 1941 
shareholders by (a) attracting and retaining executives and 1942 
other key employees and directors of outstanding training, 1943 
experience and ability; (b) motivating them, by means of 1944 
performance-related incentives, to achieve performance 1945 
goals; and (c) enabling them to participate in the growth 1946 
and financial success of the Company. It is intended that 1947 
this purpose be effected via performance-based incentives 1948 
and through awards or grants of stock options and various 1949 
other rights with respect to shares of the Company’s 1950 
common stock, as provided herein, to such eligible 1951 
employees and directors (as defined in subsection (b) 1952 
below). 1953 

Executive 
Compensation 

Plan

Non-Executive 
Compensation 

Plan
Stock 

Options
Performance 

Shares
Restricted 

Stock Total 
North Shore 55,885$          1,545,464$     12,841$   34,016$        142,103$  1,790,309$    
Peoples Gas 486,829$        9,721,092$     104,394$ 277,582$      858,410$  11,448,307$  
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 1954 

Q. Are you proposing adjustments to the Companies’ requested expense for 1955 

incentive compensation? 1956 

A. Yes.  My recommended adjustments are described below. 1957 

 1958 

Annual	Incentive	Compensation	1959 

Q. Please explain your adjustment for Annual Incentive Compensation Expense. 1960 

A.  As shown on CUB Exhibit 1.2, Schedule C-4, for North Shore, I have removed 1961 

$53,622 of the expense for the Annual Executive Plan and 50% or $772,732 of 1962 

the expense for the Annual Non-Executive Plan.   1963 

Similarly, for Peoples, on CUB-City Exhibit 1.3, Schedule C-4, I have 1964 

removed $467,112 of the expense for the Annual Executive Plan and 50% or 1965 

$4.861 million of the expense for the Annual Non-Executive Plan.  1966 

 1967 

Q. Is this adjustment consistent with the treatment of Annual Incentive Plan 1968 

Compensation Expense in the Companies’ last rate case? 1969 

A. Yes, I believe it is. 1970 

 1971 

Q. What does the Final Decision in the Companies’ last rate case, Docket Nos. 1972 

11-0280/11-0281 state with respect to Annual Incentive Compensation? 1973 

A. The Final Decision in Docket Nos. 11-0280/11-0281 at pages 49-57, state the 1974 

following regarding incentive compensation: 1975 
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a) Executive Plan 1976 
... 1977 

(2) Staff  1978 
Staff reasons that the Commission should accept its 1979 
adjustment to limit incentive compensation costs to be 1980 
recovered in base rates to those for which ratepayer benefit 1981 
has been shown. Staff’s adjustment was broken down into 1982 
four subparts: (1) disallowance of Executive Incentive plan 1983 
costs related to shareholder-oriented goals, Company 1984 
affiliate-performance goals, and goals tied to financial 1985 
performance; (2) disallowance of Non-Executive Incentive 1986 
plan costs related to shareholder-oriented goals, Company 1987 
affiliate-performance goals, and goals tied to financial 1988 
performance; (3) disallowance of Stock plan costs related 1989 
to shareholder-oriented goals; and (4) removal of 1990 
capitalized incentive compensation costs previously 1991 
disallowed by the Commission. The Companies disagree 1992 
with Staff’s positions under the first three subparts above. 1993 
Staff explains that while reserving their rights under cases 1994 
pending in the appellate courts, the Companies do not take 1995 
issue with the amounts of capitalized incentive 1996 
compensation costs previously disallowed by the 1997 
Commission.  1998 

Staff states that in the Utilities’ overall argument regarding 1999 
Staff’s disallowance of incentive compensation costs, the 2000 
Utilities describe what the Incentive Plans provide for the 2001 
Utilities: (1) fulfill their need for a portion of compensation 2002 
to be incentive based; (2) support their philosophy to 2003 
establish market-based total compensation programs; and 2004 
(3) allow them to be competitive in the labor market. NS-2005 
PGL Ex. 25.0 at 4. Staff argues that none of these reasons 2006 
address the ratepayer benefit required by the Commission 2007 
in prior cases for such costs to be recovered from 2008 
ratepayers. Staff Ex. 3.0 Corrected at 21-23.  2009 

Staff recommends disallowance of 96% and 97% 2010 
respectively of the Peoples Gas and North Shore Executive 2011 
Incentive compensation Plan costs because: (a) 70% of the 2012 
payout is based upon the achievement of the annual 2013 
Integrys Group Consolidated Diluted Earnings Per Share – 2014 
Adjusted; (b) 27% of the remaining Executive Plan expense 2015 
is an estimate of the performance goals that are based on 2016 
the achievements of PGL and NS affiliates; and (c) 50% of 2017 
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the balance which is tied to Integrys Energy Group’s net 2018 
income. Staff Ex. 3.0 Corrected at 9-11.  2019 

The Companies counter that since the earnings per share 2020 
has both a cost side and a revenue side, its costs should not 2021 
be disallowed from recovery. The Companies then offer an 2022 
example of cost savings (top executives foregoing the 2009 2023 
general wage increase) (NS-PGL Ex. 25.0 at 5) but, 2024 
according to Staff, that “savings” had “de minimis” impact 2025 
on overall costs of each utility or the actual payout under 2026 
the incentive plan. Staff Ex. 12.0 Corrected at 6-7.  2027 

The Companies next explain that comprehensive programs 2028 
provided at the corporate level reap benefits to all the 2029 
affiliates and thus the costs of the incentive plan that may 2030 
result from the programs should be borne by all the 2031 
affiliates regardless of the benefit to each affiliate on a 2032 
stand-alone basis. NS-PGL Ex. 25.0 at 6-7. Staff argues, 2033 
however, that the Companies have not indicated the level to 2034 
which each affiliate benefitted from the various programs 2035 
discussed.  2036 

Finally, the Companies argue that Integrys has consistently 2037 
met its EPS targets and it is reasonable to expect that 2038 
pattern to continue. Id. at 8. Staff’s concern is not so much 2039 
whether the target will be met but rather that it must be met 2040 
in order for the payout to not be decreased, thus tying 2041 
payout again to a financial target. Staff Ex. 12.0 Corrected 2042 
at 8.  2043 

(3) AG  2044 
As GCI witness Effron explains, the Commission has 2045 
permitted the recovery of incentive compensation costs in 2046 
rates “…only when it is demonstrated that such 2047 
compensation operates so as to provide identifiable benefits 2048 
to the utility’s customers.” GCI Ex. 2.0 at 14. The AG 2049 
notes that this policy reflects the Commission’s reasoned 2050 
approach to the incentive compensation issue, which was 2051 
upheld by the Illinois Appellate Court in Commonwealth 2052 
Edison Co. v. Illinois Commerce Comm’n., 398 Ill.App.3d 2053 
510, 924 N.E.2d 1065 (2d Dist 2009), reh. den. April 6, 2054 
2010 (“Edison”).  2055 

The AG states that in its original filing, the Companies’ 2056 
witness Hoover testified that the Utilities’ non-executive 2057 
incentive plan has been redesigned based on the 2058 
Commission’s findings on incentive compensation in their 2059 
last rate case. PGL Ex. 9.0 at 2. Hoover’s direct testimony 2060 
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claimed that the new plan now “…will focus employees on 2061 
key goals and objectives that benefit our customers, as its 2062 
design measure criteria will concentrate on cost 2063 
containment and operational goals that are aligned with the 2064 
interests of customers rather than financial measures that 2065 
might be more aligned with the interests of shareholders.” 2066 
Id. at 4. According to Hoover’s testimony, all the 2067 
measurement criteria for PGL’s non-executive 2068 
compensation plan are operational. Id. at 5. Additionally, 2069 
Hoover noted, employees of IBS participate in the Peoples 2070 
Gas incentive plan based on the proportion that IBS costs 2071 
are allocated to Peoples Gas. Id. at 7. On rebuttal, NS-PGL 2072 
witness Cleary adopted Hoover’s direct testimony and 2073 
responded to issues raised by Staff and GCI, as she did on 2074 
surrebuttal. NS-PGL Ex. 25.0 and NS-PGL Ex. 43.0.  2075 

The AG notes that in his direct testimony, GCI witness 2076 
Effron responded to the Utilities’ proposal and pointed out 2077 
that incentive compensation costs included in test year 2078 
operations and maintenance expense also included the costs 2079 
of an Executive Incentive Plan and an Omnibus Incentive 2080 
Plan. GCI Ex. 2.0 at 16. Responses to GCI discovery 2081 
revealed that the Executive Incentive Plan was weighted 2082 
70% on EPS criteria and only 30% on operational measures 2083 
like safety and customer satisfaction. Consequently, Effron 2084 
proposed adjustments to remove those costs not associated 2085 
with operational goals from the Companies’ revenue 2086 
requirements. Specifically, these adjustments resulted in a 2087 
recommended $605,000 reduction to North Shore’s test 2088 
year operations and maintenance expense and a $3,612,000 2089 
reduction to PGL’s operations and maintenance expense. 2090 
Id.  2091 

The AG points out that Utilities witness Cleary was 2092 
especially critical of the notion, advanced by Effron and 2093 
Staff witness Ebrey alike, that the 70% of the Executive 2094 
Incentive Plan’s costs weighted on EPS criteria should be 2095 
disallowed from rates. NS- PGL Ex. 25.0 at 4-5. Cleary 2096 
argued that because the EPS metric is derived from net 2097 
income, and because net income is dependent on both 2098 
revenues and costs, such a metric “…provides a significant 2099 
incentive for Peoples Gas’ and North Shore’s executives to 2100 
reduce operating costs, because everything else being 2101 
equal, lowering costs will result in higher EPS.” NS-PGL 2102 
Ex. 25.0 at 5.  2103 
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The AG states that Effron’s rebuttal testimony rightly 2104 
rejected this view. GCI Ex. 7.0 at 10-11. Although the 2105 
Companies’ arguments in this regard appear to create a 2106 
connection between higher net income and lower costs for 2107 
customers, that connection is much too tenuous to justify 2108 
ratepayer responsibility for such expenses. In theory, there 2109 
are numerous ways to increase net income and EPS. Some 2110 
of them benefit ratepayers directly and are related to 2111 
operations and service delivery, and others do not. Cleary’s 2112 
claim that the EPS metric that is part of the Executive 2113 
Incentive Plan provides benefits to ratepayers by 2114 
incentivizing cost reductions is not a sufficient nexus to 2115 
justify this cost recovery because it wrongly assumes that 2116 
any increase in net income (and hence, EPS) will always be 2117 
operations or service-related. As the Appellate Court held, 2118 
“…to be recoverable, in addition to being reasonable and 2119 
prudent, a cost must also pertain to operations or service 2120 
delivery.” Edison, 398 Ill.App.3d at 516. The AG 2121 
concludes that the Companies have not justified recovery of 2122 
these costs that would meet the standards followed by the 2123 
Commission in past orders or those endorsed in the Edison 2124 
decision.  2125 

(4) CUB-City  2126 
CUB-City recommend disallowance of 70% of Executive 2127 
Incentive Plan costs, as well as 100% of Omnibus Incentive 2128 
Compensation Plan costs, which do not meet the 2129 
Commission’s standard for recovery. CUB-City base this 2130 
recommendation, in part, on the Commission standard 2131 
which requires that incentive compensation costs are 2132 
recoverable in rates only if the plan confers upon ratepayers 2133 
specific dollar savings or if the utility demonstrates other 2134 
tangible benefits to ratepayers. Docket Nos. 09-0166/09-2135 
0167 (cons.), Order at 58. Effron testified that the 2136 
Executive Incentive Plan weighs 70% on EPS, with only 2137 
30% weighing on operational measures such as safety and 2138 
customer satisfaction. GCI Ex. 2.0 at 16. Operational goals 2139 
associated with EPS targets have been expressly disallowed 2140 
by the Commission. Docket No. 06-0070 (cons), Order at 2141 
72. Mr. Effron explained that incentive compensation plans 2142 
based on financial outcomes could, in theory, produce 2143 
increased compensation for executives responsible for 2144 
successfully convincing the Commission to raise rates. GCI 2145 
Ex. 2.0 at 15. CUB-City argue that raising rates will result 2146 
in higher earnings and return on equity, which are metrics 2147 
included in these plans. Id. Recovery of these costs would 2148 
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amount to requiring ratepayers to reward utility 2149 
management for successfully raising rates. GCI Ex. 7.0 at 2150 
11. CUB-City stated that the Companies could identify no 2151 
customer-oriented goals for the Omnibus Incentive 2152 
Compensation Plan. GCI Ex. 2.0 at 16:352-55. This plan 2153 
has not changed since the Companies’ last rate case in 2154 
2009, when the costs of this plan were disallowed because 2155 
they benefitted shareholders and not customers. Docket 2156 
Nos. 09-0166/09-0167 (cons.), Order at 58; Staff Ex. 3.0 at 2157 
15.  2158 

(5) Commission Analysis and Conclusion  2159 
The Commission finds that the Utilities should not be 2160 
allowed to recover all of their expenses related to the 2161 
Executive Incentive Compensation Plan inasmuch as they 2162 
fail to address the ratepayer benefit required by the 2163 
Commission in prior cases for such costs to be recovered 2164 
from ratepayers. The Commission agrees with both Staff 2165 
and GCI in their adjustments finding that 70% of the 2166 
Executive Incentive Plan’s costs weighted on EPS criteria 2167 
should be disallowed from rates. Additionally, Staff’s 2168 
proposed disallowing(1) 27% of the remaining Executive 2169 
Plan expense that is an estimate of the performance goals 2170 
that are based on the achievements of PGL and NS 2171 
affiliates;=, [sic] and (2) 50% of the balance which is tied 2172 
to Integrys Energy Group’s net income are likewise 2173 
accepted. Consistent with our conclusion in Docket Nos. 2174 
09-0166/0167 (cons.), the Commission finds that the 2175 
Utilities failed to sufficiently demonstrate that these 2176 
affiliate and parent company performance goals benefit 2177 
Illinois ratepayers such that ratepayers should bear related 2178 
program costs. Non-Executive Plan  2179 

... 2180 

(7) Staff  2181 
Staff recommends that 50% of the Non-Executive Plan be 2182 
disallowed from recovery because it is based on the 2183 
financial goal of meeting targeted O & M budget levels and 2184 
these goals have not been shown to benefit ratepayers. Staff 2185 
Ex. 12.0 Corrected, pp. 10-11. The Companies argue that 2186 
controlling costs by meeting certain budgeted target levels 2187 
for O&M costs would benefit ratepayers and has been 2188 
accepted in prior rate case Orders. NS-PGL Ex. 25.0, pp. 2189 
10-12. During cross-examination on this issue, Staff 2190 
witness Ebrey stated that while some showing of ratepayer 2191 
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benefit may have been made in those cases, no such 2192 
evidence has been provided to support this claim by the 2193 
Companies in the instant case. August 30, 2011 Tr. at 235-2194 
239. Ms. Ebrey further noted that the Commission has 2195 
recently rejected a budget for use as “an appropriate 2196 
standard to judge utility performance.” Staff Ex. 3.0 2197 
Corrected, pp. 13-14.  2198 

(8) Commission Analysis and Conclusion  2199 
The Commission agrees with Staff and finds that the 2200 
Utilities failed to establish in evidence sufficient showing 2201 
of ratepayer benefit to support the Utilities’ argument. 2202 
Staff’s adjustment is accepted and 50% of the Non-2203 
Executive Plan will be disallowed from recovery because it 2204 
is based on the financial goal of meeting targeted O&M 2205 
budget levels.  2206 

 2207 

Q. Please discuss the 2012 Executive Incentive Plan. 2208 

A. The purpose of the 2012 Executive Incentive Plan13 (“EIP”) is explained on page 2209 

2 of the 2012 EIP as:  2210 

(1) Focus key executives on assisting Integrys Energy 2211 
Group, Inc. (“TEG”) and its Subsidiaries (collectively 2212 
referred to as the “Company”) in achieving objectives key 2213 
to their success; 2214 

(2) Recognize the performance of key employees in 2215 
achieving the Company’s financial and operating 2216 
objectives; and 2217 

(3) Provide compensation opportunities that closely reflect 2218 
the pay levels at companies in the custom peer group of 2219 
utility companies as approved by the Compensation 2220 
Committee of the Integrys Energy Group, Inc. Board of 2221 
Directors (the “Committee”). 2222 

Participants in the plan will be identified and approved by the Compensation 2223 

Committee of the Integrys Energy Group, Inc. Board of Directors. 2224 

                                                 
13 See, response to PGL JMO 1.10 Attach 02. 
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Plan payouts are determined based on performance goals and results, 2225 

which can be specific to an individual or apply to a group.  No payouts are made 2226 

with respect to a specific performance goal if the performance does not exceed the 2227 

threshold level of performance.  Target awards are received only if the target 2228 

performance goal level is attained.  Superior awards are received when the 2229 

superior performance goal level is attained.  Any payout based on a financial 2230 

measure will be eliminated if the annual Integrys Energy Group, Inc. 2231 

Consolidated “Calculated Diluted EPS – Adjusted, Before Annual Incentives” 2232 

(“Overall Threshold Requirement”) does not meet the Committee established 2233 

threshold requirement.  Payouts based on a non-financial measure will be reduced 2234 

by 50 percent if the overall threshold requirement is not met. 2235 

 2236 

Q. What are the financial measures of the 2012 EIP? 2237 

A. The financial measures of the EIP are described on pages 6-7 of the Executive 2238 

Incentive Plan: 2239 

Calculated Diluted EPS-Adjusted, Before Annual 2240 
Incentives – targets 2241 
The financial measure to be utilized in establishing 2242 
performance threshold, target and superior levels is annual 2243 
TEG Consolidated Diluted Earnings Per Share-Adjusted 2244 
(Diluted EPS-Adjusted), Before Annual Incentives, subject 2245 
to adjustments as set forth below. The 2012 Diluted EPS-2246 
Adjusted, Before Annual Incentives target is to be derived 2247 
from the budgeted Diluted EPS-Adjusted accepted by the 2248 
Integrys Energy Group, Inc. Board of Directors on 2249 
December 15, 2011. The Diluted EPS-Adjusted, Before 2250 
Annual Incentives target is based upon budgeted net 2251 
income available for common shareholders, adjusted on an 2252 
after-tax basis for: 2253 
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(1) The budgeted annual incentive plan 2254 
compensation expense related to all of the 2255 
Company’s annual incentive compensation plans 2256 
(except for Integrys Energy Services, Inc. plans that 2257 
are commission related); and 2258 

(2) The effects of (a.) charges for reorganizing and 2259 
restructuring, (b.) discontinued operations, (c.) 2260 
charges from asset write-downs, (d.) gains or losses 2261 
on the disposition of a business or business segment 2262 
or arising from the sale of assets outside the 2263 
ordinary course of business, (e.) changes in tax or 2264 
accounting rules, regulations or laws, (f.) 2265 
extraordinary, unusual, transition, one-time and/or 2266 
nonrecurring items of gain or loss, (g.) mergers, 2267 
acquisitions or dispositions, (h.) lower of cost or 2268 
market adjustments related to inventory, and (i.) 2269 
unrealized mark to market adjustments related to 2270 
commodity hedging activity, provided that, for each 2271 
of the items (2.)(a.) through (2.)(i.), the Company 2272 
shall have identified that it anticipates it will reflect 2273 
such adjustments for investors in its audited 2274 
financial statements (including footnotes), its 2275 
earnings release or in the management discussion 2276 
and analysis section of the Company’s Form 10-K 2277 
for fiscal year 2012. 2278 

The foregoing describes the process that the Committee, in 2279 
setting threshold, target and superior performance levels, 2280 
will follow in establishing Calculated Diluted EPS–2281 
Adjusted, Before Annual Incentives. The actual 2282 
performance targets, including the Payout Governor and 2283 
any other performance goals defining threshold, target and 2284 
superior levels of performance, will be established and 2285 
fixed by the Committee within the first ninety (90) days of 2286 
the Plan Year with respect to any Plan payout that is 2287 
intended to constitute performance-based compensation for 2288 
purposes of Section 162(m) of the Internal Revenue Code. 2289 

Calculated Diluted EPS-Adjusted, Before Annual 2290 
Incentives 2291 
TEG Calculated Diluted EPS-Adjusted, Before Annual 2292 
Incentives used to determine if desired performance has 2293 
been achieved will be calculated based off of Generally 2294 
Accepted Accounting Principles (“GAAP”) net income 2295 
available for common shareholders reported in the 2296 
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Company’s Form 10-K for fiscal year 2012, adjusted on an 2297 
after-tax basis to exclude: 2298 

(1) The annual incentive plan compensation 2299 
expense related to all of the Company’s annual 2300 
incentive plans (except for Integrys Energy 2301 
Services, Inc. plans that are commission-related); 2302 
and 2303 

(2) The effects of (a.) charges for reorganizing and 2304 
restructuring, (b.) discontinued operations, (c.) 2305 
charges from asset write-downs, (d.) gains or losses 2306 
on the disposition of a business or business segment 2307 
or arising from the sale of assets outside the 2308 
ordinary course of business, (e.) changes in tax or 2309 
accounting rules, regulations or laws, (f.) 2310 
extraordinary, unusual, transition, one-time and/or 2311 
nonrecurring items of gain or loss, (g.) mergers, 2312 
acquisitions or dispositions, (h.) lower of cost or 2313 
market adjustments related to inventory, and (i.) 2314 
unrealized mark to market adjustments related to 2315 
commodity hedging activity, provided that, for each 2316 
of the items (2.)(a.) through (2.)(i.), the Company 2317 
shall have disclosed such adjustments in its audited 2318 
financial statements (including footnotes), its 2319 
earnings release or in the management discussion 2320 
and analysis section of the Company’s Form 10-K 2321 
for fiscal year 2012; and 2322 

(3) Budget to actual variances for costs related to 2323 
various long-term equity-based incentive 2324 
compensation arrangements (in order to avoid 2325 
incentive arrangements that would reward 2326 
employees under the annual incentive plan for a 2327 
declining stock price, etc.). 2328 

 2329 

Q. What are the non-financial measures of the 2012 Executive Incentive Plan? 2330 

A. The non-financial measures are described on pages 7-9 of the EIP: 2331 

Customer Satisfaction Measure 2332 
The continued success of the Company will ultimately be 2333 
determined by our customers, requiring customer 2334 
satisfaction to be the focal point of our efforts. Customer 2335 
satisfaction will be measured for residential customers of 2336 
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MER, MGU, NSG, PGL, UPPCO and WPS and compared 2337 
against the satisfaction survey results of other regional 2338 
benchmark energy suppliers. Surveys will be conducted by 2339 
J.D. Power and Associates. The surveys measure overall 2340 
customer satisfaction in categories such as power quality 2341 
and reliability, communications, corporate citizenship, 2342 
price, billing and payment, customer service and field 2343 
service. Survey category results are combined into an 2344 
overall score for each utility. The incentive measure 2345 
compares each of our electric and gas utilities’ score 2346 
against the Midwest regional average utility score. 2347 

Employee Safety 2348 
Employee safety will be measured with a rate calculated by 2349 
multiplying the number of recordable cases over a given 2350 
period of time by 200,000. That total is subsequently 2351 
divided by the number of total hours worked by the 2352 
identified business unit to obtain the final rate. An injury or 2353 
illness is considered recordable if it meets standard criteria 2354 
set by Occupational Safety and Health Administration 2355 
(OSHA) regulations. For purposes of determining results 2356 
for 2012, the rate is measured over a calendar year basis. 2357 

The recordable incident rates are further analyzed against 2358 
viable industry benchmarks, and final targets are reviewed 2359 
and approved by business unit management to promote 2360 
consistency and improvement. The recordable incident rate 2361 
will be measured at the following levels: 2362 

(1) Regulated utility subsidiaries – measure will 2363 
rely on the individual metrics of MER, MGU, NSG, 2364 
PGL, UPPCO and WPS. 2365 

(2) A Consolidated Regulated Utility subsidiaries 2366 
and non-regulated subsidiaries measure applicable 2367 
only to identified executives will be dependent upon 2368 
the combined results of all regulated subsidiaries 2369 
and non-regulated subsidiaries. 2370 

(3) A combined Gas regulated subsidiaries measure 2371 
applicable only to identified executives will be 2372 
dependent on the combined results of MER, MGU, 2373 
NSG and PGL. 2374 

(4) A combined Electric regulated subsidiaries 2375 
measure applicable only to identified executives 2376 
will be dependent on the combined results of 2377 
UPPCO and WPS only. 2378 
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(5) A combined Gas regulated subsidiaries measure 2379 
applicable only to identified executives will be 2380 
dependent on the combined results of MER and 2381 
MGU. 2382 

(6) A combined Gas regulated subsidiaries measure 2383 
applicable only to identified executives will be 2384 
dependent on the combined results of PGL and 2385 
NSG. 2386 

Environmental Impact 2387 
In accordance with our corporate environmental vision to 2388 
create energy solutions for a sustainable tomorrow, this 2389 
measure will be based on a reduction of annual emissions 2390 
of carbon dioxide (CO2) and other greenhouse gases 2391 
resulting from: 2392 

(1) Implementing energy efficiency and 2393 
conservation activities that will reduce greenhouse 2394 
gas emissions from the energy we use. 2395 

(2) Making improvements in our processes to 2396 
generate and transmit electricity and natural gas 2397 
with reduced greenhouse gas emissions. 2398 

Integrys Energy Services – Customer Delight 2399 
The Customer Delight measure is defined as “the result of 2400 
service that surpasses simple satisfaction by surprising the 2401 
customer through offering products and service at a level 2402 
either not thought possible or in a form or manner the 2403 
consumer did not realize they wanted or needed,” based on 2404 
the average of quarterly (four) TEGE customer surveys to 2405 
be done in 2012. The incentive target baseline will be is 2406 
[sic] set by taking the average of the four 2011 survey 2407 
results and applying an improvement amount equal to half 2408 
of one Confidence Interval (CI) at 95% probability. 2409 
Superior will be set at 2012 target measure plus one CI, and 2410 
threshold will be set by subtracting one CI from the 2012 2411 
target measure. 2412 

Subsidiary Specific Annual Leadership Incentive Plan Results 2413 

This measure is defined as the final Percentage of Plan 2414 
Achievement for the Annual Leadership Plan of the 2415 
subsidiary lead by the named Executive. The final 2416 
Percentage of Plan Achievement used to calculate the 2417 
Executive’s results will be the same achievement used for 2418 
all the specific Plan’s participants. For 2012, the specific 2419 
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subsidiary plans included are the 2012 Integrys 2420 
Transportation Fuels Incentive Plan and the Integrys 2421 
Energy Services 2012 Leadership Incentive Plan. 2422 

 2423 

Q. Please discuss the 2012 Annual Non-Executive Incentive Plan. 2424 

A. The purpose of the 2012 IBS & Regulated Annual Non-Executive Incentive 2425 

Plan14 (“NEIP”) is explained on page 2 of the 2012 NEIP as: 2426 

The Plan provides eligible employees with an opportunity 2427 
to receive cash short term incentive compensation based 2428 
upon the achievement of short-term goals that support 2429 
Integrys Energy Group, Inc. (the “Company”), and those 2430 
direct and indirect subsidiaries of the Company that have 2431 
been designated by the Company for participation in this 2432 
Plan. The purpose of the Plan is to focus eligible employees 2433 
on reducing the costs of operations, improving reliability to 2434 
customers, and supporting an emphasis on safety in all we 2435 
do. Payouts for Plan participants will be determined based 2436 
on the Plan provisions and the results of performance 2437 
measurements from Participating Subsidiaries 2438 

Plan payouts are determined based on performance goals and results, 2439 

which can be specific to an individual or apply to a group.  No payouts are made 2440 

with respect to a specific performance goal if the performance does not exceed the 2441 

threshold level of performance.  Target awards are received only if the target 2442 

performance goal level is attained.  Superior awards are received when the 2443 

superior performance goal level is attained. 2444 

 2445 

Q. What are the performance measures of the 2012 NEIP? 2446 

A. The performance measures of the NEIP, in relation to North Shore and Peoples, 2447 

are described on pages 5-9 of the Non-Executive Incentive Plan: 2448 

                                                 
14 See, Peoples Gas response to JMO 1.10, Attach 01. 
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OPERATIONAL MEASURES 2449 

Integrys Energy Group-Utility and IBS FERC-based non-2450 
fuel Operation and Maintenance expense – Adjusted 2451 
Before Annual Incentives 2452 
The annual forecasted Combined Utility and IBS FERC-2453 
based non-fuel Operation and Maintenance (O&M) 2454 
expense – Adjusted Before Annual Incentives is 2455 
determined based upon the combined Utility and IBS 2456 
FERC-based non-fuel O&M included in the budget 2457 
accepted by the Integrys Board of Directors on December 2458 
15, 2011 adjusted for: 2459 

(1) Budgeted annual incentive plan compensation 2460 
expense, expected to be accrued at target-level 2461 
performance related to the executive and non-2462 
executive annual incentive compensation plans for 2463 
employees of IBS and the Regulated Utilities, 2464 

(2) Amounts recorded for (a) costs recovered 2465 
directly through regulatory trackers such as bad 2466 
debt, demand side management, energy efficiency 2467 
programs, and manufactured gas plant clean up, (b) 2468 
electric transmission (wheeling) costs, and (c) bad 2469 
debt expense not recovered through trackers. 2470 

(3) The performance levels required to achieve 2471 
threshold, target, and maximum payout levels for 2472 
performance on Combined Utility and IBS FERC-2473 
based nonfuel Operations and Maintenance (O&M) 2474 
expense-Adjusted Before Annual Incentives are 2475 
attached in Appendix A hereto. 2476 

The Calculated Combined Utility and IBS FERC-based 2477 
non-fuel Operation and Maintenance expense – Adjusted 2478 
Before Annual Incentives used to determine if desired 2479 
performance has been achieved will be calculated based 2480 
upon the combined Utility and IBS FERC-based non-fuel 2481 
O&M included in the final 2012 audited financial results 2482 
for Integrys Energy Group, Inc. adjusted for: 2483 

(1) Incentive plan compensation expense included 2484 
in the actual results related to the executive and 2485 
non-executive annual incentive compensation plan 2486 
for employees of IBS and the Regulated Utilities, 2487 

(2) Where applicable to O&M, the pre-tax impact of 2488 
adjustments reflected in Integrys Energy Group’s 2489 
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2012 EPS-Adjusted as reported in the Company’s 2490 
earnings release for fiscal year 2012, and 2491 

(3) Amounts recorded for (a) costs recovered 2492 
directly through regulatory trackers such as bad 2493 
debt, demand side management, energy efficiency 2494 
programs, and manufactured gas plant clean up, (b) 2495 
electric transmission (wheeling) costs, and (c) bad 2496 
debt expense not recovered through trackers, and 2497 

(4) Budget to actual variances for costs related to 2498 
various long term equity-based incentive 2499 
compensation arrangements for plan participants 2500 
who are employees of IBS and the Regulated 2501 
Utilities (in order to avoid incentive arrangements 2502 
that would reward employees under the annual 2503 
incentive plan for a declining stock price, etc.). 2504 

Customer Satisfaction Measure 2505 
The continued success of the Company will ultimately be 2506 
determined by our customers, requiring customer 2507 
satisfaction to be the focal point of our efforts. Customer 2508 
satisfaction will be measured for residential customers of 2509 
MERC, MGU, NSG, PGL, UPPCO and WPS and 2510 
compared against the satisfaction survey results of other 2511 
regional benchmark energy suppliers.  Surveys will be 2512 
conducted by J.D. Power and Associates. The surveys 2513 
measure overall customer satisfaction in categories such as 2514 
power quality and reliability, communications, corporate 2515 
citizenship, price, billing and payment, customer service 2516 
and field service. Survey category results are combined into 2517 
an overall score for each utility. The incentive measure 2518 
compares each of our electric and gas utilities’ score 2519 
against the Midwest regional average utility score. IBS 2520 
employees’ incentive measure will be a weighted 2521 
combination of all of our utilities’ scores – the score 2522 
weighting based on the ratio of IBS costs allocated to each 2523 
utility. 2524 

Employee Safety 2525 
Employee safety will be measured with a rate calculated by 2526 
multiplying the number of recordable cases over a given 2527 
period of time by 200,000. That total is subsequently 2528 
divided by the number of total hours worked by the 2529 
identified business unit to obtain the final rate. An injury or 2530 
illness is considered recordable if it meets standard criteria 2531 
set by Occupational Safety and Health Administration 2532 
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(OSHA) regulations. For purposes of determining results 2533 
for 2012, the rate is measured over a calendar year basis. 2534 

The recordable incident rates are further analyzed against 2535 
viable industry benchmarks, and final targets are reviewed 2536 
and approved by business unit management to promote 2537 
consistency and improvement. Regulated utility 2538 
subsidiaries – measure will rely on the individual metrics of 2539 
MER, MGU, NSG, PGL, UPPCO and WPS. IBS 2540 
employees will use each utility’s score as a portion of their 2541 
score, weighted to reflect the ratio of IBS costs allocated to 2542 
the utility. 2543 

VARIABLE OPERATIONS RELIABILITY MEASURES 2544 
(see below) IBS employees will use each utility’s score as a 2545 
portion of their score, weighted to reflect the ratio of IBS 2546 
costs allocated to the utility. 2547 

... 2548 

PGL - Reduction in Class 2 System Leaks 2549 
A Class 2 leak is a gas leak that is recognized as being non-2550 
hazardous at the time of detection, but justifies more 2551 
frequent monitoring and scheduled repair based on 2552 
probable future hazard.  The fewer the number of Class 2 2553 
gas leaks, the less exposure to a future risk. There would 2554 
also be some cost savings through the reduction in 2555 
frequency of future required leak rechecks. The metric for 2556 
this measure will be based on the percentage of Class 2 gas 2557 
leaks pending repair as a ratio to the total number of Class 2558 
2 and Class 3 pending repair. A Class 3 leak is one that is 2559 
nonhazardous at the time of detection and can be 2560 
reasonably expected to remain non-hazardous. 2561 

NSG – Reduction in Total Leaks 2562 
Leaks not requiring immediate action are recognized as 2563 
being non-hazardous at the time of detection. However 2564 
these non hazardous leaks require frequent monitoring and 2565 
scheduled repair based on probable future hazard. Reducing 2566 
the total number of non-hazardous leaks pending reduces 2567 
the risk of leak migration between rechecks and improves 2568 
overall system safety. There is also cost savings when 2569 
expediently repairing leaks through the reduction in the 2570 
number of rechecks required to be performed. The metric 2571 
for this measure would be the total number of leaks 2572 
pending. The results would be measured as an average of 2573 
the total leaks pending repair on the last day of each month. 2574 
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NSG, PGL - Reduction in 2nd and 3rd Party Damages 2575 
Damage prevention is an operational measure with a 2576 
significant safety component and will be critical for 2577 
development of a strong distribution integrity management 2578 
program. Elimination of third party damages is a major 2579 
initiative across the natural gas industry. Reducing damages 2580 
by others to company gas facilities improves safety for our 2581 
own employees as well as for the general public and avoids 2582 
outages to our customers. The metric for this measure will 2583 
be based on the total number of excavation damages caused 2584 
by second parties (company contractors) and third parties 2585 
(other excavators) to company-owned facilities per 1,000 2586 
locates performed by the company. 2587 

NSG, PGL – Reduction in Damages caused by Company 2588 
Crews 2589 
Installing and maintaining natural gas facilities requires 2590 
company crews to work in close proximity to other utilities. 2591 
Performing this work safely is essential to ensure employee 2592 
and customer safety. This can be achieved by proper jobsite 2593 
preparedness and safe excavation practices. Cost savings 2594 
can also be achieved through reduced claim expenses. The 2595 
metric for this measure will be the number of damages 2596 
caused by company crews to other utilities, below and 2597 
above ground, as well as to company facilities. 2598 

 2599 

Q. What is your understanding of the Commission’s general practice with 2600 

regard to the inclusion of incentive compensation expense in the revenue 2601 

requirements of regulated utility companies? 2602 

A. It is my understanding that the Commission has generally allowed the recovery of 2603 

incentive compensation only when it is demonstrated that such compensation 2604 

operates so as to provide identifiable benefits to the utility’s customers. (See, for 2605 

example, Docket Nos. 07-0241, 07-0242, 09-0166, and 09-0167, North Shore Gas 2606 

Company and Peoples Gas Light and Coke Company.) 2607 

 2608 
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Q. Has the Commission previously disallowed costs of incentive compensation 2609 

because the goals are based on financial measures that primarily benefit 2610 

shareholders and not ratepayers? 2611 

A. Yes, in fact in the Companies’ rate case, Docket Nos. 09-0166/09-0167 2612 

(Consol.)., the Commission concluded in its final order, dated January 21, 2010, 2613 

at page 58, that incentive compensation costs are recoverable in rates only if the 2614 

utility demonstrates tangible benefits to ratepayers: 2615 

... Incentive compensation related to financial goals, 2616 
affiliate goals or shareholder goals should not be 2617 
recoverable from ratepayers. The Commission has long 2618 
held that costs related to incentive compensation are 2619 
recoverable in rates only if the utility demonstrates tangible 2620 
benefits to ratepayers. See, e.g., Docket 03-0403 at 15 2621 
(“[T]o recover incentive compensation, the plan must 2622 
confer upon ratepayers specific dollar savings or other 2623 
tangible benefits. Furthermore, the degree of benefit that 2624 
accrues directly to ratepayers, rather than to other 2625 
stakeholders, is a significant factor in determining whether 2626 
incentive compensation should be recovered in rates.”); 2627 
Docket 01-0696 at 10 (requiring evidence of “specific 2628 
dollar savings or any other tangible benefit for the 2629 
ratepayers”); Docket 01-0432 at 42-43 (“the Commission 2630 
has generally disallowed such expenses except where the 2631 
utility has demonstrated that its incentive compensation 2632 
plan has reduced expenses and created greater efficiencies 2633 
in operations. … [I]f a utility is seeking to recover such 2634 
projected expenses from ratepayers, the utility should 2635 
demonstrate that its plan can reasonably be expected to 2636 
provide net benefits to ratepayers.”). The utility bears the 2637 
burden to establish that such tangible benefits accrue to 2638 
ratepayers, in order to prove that the recovery of incentive 2639 
compensation costs is just and reasonable. See 220 ILCS 9-2640 
201(c).  2641 

(Emphasis supplied.) 2642 

Specifically, the Commission denied cost recovery of the Short-Term Incentive 2643 

Compensation, Affiliate Charges, and Restricted Stock & Performance Shares 2644 
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plans because the Companies failed to demonstrate direct ratepayer benefit. 2645 

Similar findings were made in the Companies’ 2007 rate case, Docket Nos. 07-2646 

0241/07-0242, concerning incentive compensation costs in its Final Order dated 2647 

February 5, 2008, at pages 60-67: 2648 

(2) AG  2649 
The AG points out that the Commission typically disallows 2650 
incentive compensation from utility revenue requirements 2651 
except in those instances where the utility has demonstrated 2652 
that its incentive compensation plan reduced expenses and 2653 
created greater efficiencies in operations. In this instance, 2654 
the AG contends, neither Peoples Gas nor North Shore 2655 
have presented testimony persuasive enough to satisfy this 2656 
criterion. GCI Ex. 5.0 at 10. The AG points out that both 2657 
Staff witness Bonita Pearce and GCI witness Effron have 2658 
recommended removal of incentive compensation costs 2659 
from the 2006 test year of each Company. Staff Ex. 1.40 at 2660 
4; GCI Ex. 2.0 at 25-26; GCI Ex. 4.0 at 11. The AG 2661 
observes the Utilities witness to have testified that these 2662 
programs serve “to attract and retain a sufficient, qualified 2663 
and motivated work force.” Staff Ex. 1.40 at 3. According 2664 
to the AG, however, nothing in Mr. Hoover‘s rebuttal and 2665 
surrebuttal testimony shows how the programs either 2666 
reduce expenses or create the efficiencies that the 2667 
Commission requires to support rate recovery. The AG 2668 
states that the Commission made clear these standards for 2669 
recovery of incentive compensation in the recent Nicor rate 2670 
case, Docket 04-0779, and reaffirmed them in the 2006 2671 
Ameren Order. The AG considers the Utilities’ descriptions 2672 
of their incentive compensation programs and their vague 2673 
assertions that such programs benefit ratepayers, as being 2674 
inadequate to demonstrate that the incentive compensation 2675 
plans have reduced expenses and created greater 2676 
efficiencies in operations. In the AG‘s view, the Utilities 2677 
have not satisfied the well established standards for the 2678 
recovery of incentive compensation in the cost of service 2679 
set out in the orders here cited.  2680 

In other words, the AG argues, the Utilities have failed to 2681 
demonstrate that their incentive compensation plan confers 2682 
upon ratepayers specific dollar savings or other tangible 2683 
benefits. Thus, the AG contends that the incentive 2684 
compensation expense should be eliminated from the cost 2685 
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of service. More precisely, Mr. Effron’s recommendation 2686 
that the incentive compensation expense be eliminated 2687 
from the cost of service should be adopted, resulting in a 2688 
reduction to Peoples Gas’ test year operations and 2689 
maintenance expense of $5,376,000, including the 2690 
elimination of related payroll taxes. The reduction to North 2691 
Shore‘s test year operations and maintenance expense is 2692 
$576,000. GCI Ex. 5.0 at 11.  2693 

(3) Staff  2694 
Staff contends that none of the Utilities’ incentive 2695 
compensation costs should be reflected in rates. Staff Ex. 2696 
2.0 at 6–18 and Staff Ex. 14.0 at 3–20. Accordingly, Staff 2697 
witness Pearce proposed adjustments to remove 100% of 2698 
the costs of incentive compensation plans from operating 2699 
expenses and rate base of North Shore and Peoples Gas. 2700 
Staff Ex. 2.0, Schedules 2.2N and 2.2P, respectively. 2701 
Staff‘s primary reason for its adjustment is that the 2702 
incentive compensation plans are discretionary in nature 2703 
and there has been no showing of demonstrated ratepayer 2704 
benefit. Staff Ex. 14.0 at 4.  2705 

Staff notes, however, that if the Commission were 2706 
determined to allow some portion of these expenses in 2707 
rates, the least objectionable cost would be to allow costs 2708 
related to that portion of the TIA Plan that is based on non-2709 
financial, i.e., operational measures that directly benefit 2710 
ratepayers. In rebuttal testimony, Staff calculated an 2711 
alternative for 10% cost recovery of the TIA Plan based on 2712 
the number of calls to the call center component described 2713 
by Utilities witness Hoover in his rebuttal testimony. Use 2714 
of this methodology, Staff explains, would provide 2715 
recovery in rates of $146,544 for Peoples Gas and $14,212 2716 
for North Shore Gas in 2006 test year operating expenses 2717 
based on the TIA Plan expenses accrued for the test year. 2718 
Id. at 19-20.  2719 

Further, and in response to the surrebuttal testimony of 2720 
Utilities witnesses Hoover and Volante, Staff‘s calculated 2721 
alternative to complete disallowance of all incentive 2722 
compensation costs would be adjusted to $282,486 for 2723 
Peoples Gas and $26,368 for North Shore (18.8% of actual 2724 
payouts of $1,502,584 and $140,253 for Peoples Gas and 2725 
North Shore, respectively), based on the final payout 2726 
percentages and amounts awarded under the TIA Plan. 2727 
North Shore/Peoples Gas Ex. JCH/FLV-2.0, lines 137-146. 2728 
Staff‘s revised alternative is based on reduction of calls to 2729 
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the call center (the same methodology described in Staff‘s 2730 
rebuttal testimony). 2731 

Staff does not believe that the Commission has ever 2732 
approved recovery of incentive compensation costs on the 2733 
basis of a utility‘s need to ‘attract and retain a sufficient, 2734 
qualified, and motivated work force’, as it observes the 2735 
Utilities to here assert. According to Staff, the only 2736 
legitimate criterion for recovery of any portion of incentive 2737 
compensation expense, based on prior Commission 2738 
practices, is the demonstration of direct ratepayer benefits. 2739 
As such, Staff sets out its arguments on each of the five 2740 
Plans at issue.  2741 

In rebuttal testimony, Utilities witness Hoover asserted that 2742 
the TIA Plan contained “non-financial” goals that directly 2743 
benefit ratepayers such that 45% of the accrued costs of 2744 
that plan should be recovered from ratepayers. In 2745 
surrebuttal testimony, Mr. Hoover changed his 2746 
methodology to assert that the percentage should be based 2747 
on the amounts actually paid out under the TIA Plan 2748 
instead of amounts accrued, as reflected in the test year. He 2749 
then recalculated the “non-financial” percentage of 2750 
incentive compensation expense and asserted that 67.2%, 2751 
not of 45% of the TIA Plan should be reflected in rates, 2752 
based on actual amounts paid out for 2006. NS-PGL Ex. 2753 
JCH/FLV-2.0 at 7. The percentage of 67.2% includes the 2754 
operational measures of (1) controlling O & M expenses 2755 
(48.4%), and (2) calls to call centers (18.8%). Staff rejects 2756 
this final alternative proposal to complete recovery of 2757 
incentive compensation costs. Regarding the 25% factor for 2758 
controlling O & M expenses, Staff notes that the 2759 
Commission previously found this type of criterion to 2760 
benefit shareholders rather than ratepayers, as noted by 2761 
Staff witness Pearce. Staff Ex. 2.0, lines 323 – 335. With 2762 
respect to the percentage of the payout that is based on calls 2763 
to the call center, Staff explains that it revised its 2764 
alternative to reflect the actual payouts and percentages.  2765 

Regarding the costs of the STIC Plan, Staff does not 2766 
consider any of these accruals to be recoverable since they 2767 
are based on measurements that primarily benefit 2768 
shareholders, not ratepayers. For example, Staff observes 2769 
that the awards to senior management (Chairman, 2770 
President, and CEO) are entirely based on Earnings Per 2771 
Share (“EPS”) and normalized operating income of Peoples 2772 
Energy Corporation (“PEC”). Up to 50% of the awards to 2773 
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the remaining participants (the Plan only applies to 2774 
officers) are based on EPS. The payment trigger for all 2775 
STIC is the net income of PEC. In addition, Staff would 2776 
note, STIC awards accrued during 2006 were not actually 2777 
paid.  2778 

Under the Individual Performance Bonus Plan, Staff 2779 
maintains that the bonus amounts are discretionary and not 2780 
tied to any formula. NS-PGL Ex. JCH-1.0, lines 95–103. 2781 
Staff observes Mr. Hoover to rationalize that since the 2782 
awards were based on an employee‘s individual 2783 
performance (instead of the financial performance of the 2784 
Utilities) and because the pool from which these awards 2785 
were paid was a fixed dollar amount, these awards were not 2786 
tied to the financial performance of the Utilities. Staff 2787 
notes, however, that these awards are discretionary, which 2788 
means they are able to be discontinued at any time after the 2789 
test year. Additionally, Staff notes that the Utilities have 2790 
not demonstrated that such awards are based on specific 2791 
dollar savings or other tangible benefits to ratepayers, as 2792 
required by the Commission in numerous prior 2793 
proceedings. Finally, Staff observes from a response to a 2794 
Staff Data Request, that the IPB Plan was only in place for 2795 
2006, i.e., the test year, and not any other year in the 2796 
previous five fiscal years. This raises Staff‘s concern that 2797 
these plans are discretionary and may be changed or 2798 
discontinued any time after the test year.  2799 

Staff points out that the Utilities failed to demonstrate any 2800 
ratepayer benefits or cost savings that resulted from the 2801 
other Plans, i.e., officers‘ bonuses and incentive 2802 
compensation expenses charged to Peoples Gas by an 2803 
affiliate, as well as the restricted stock and performance 2804 
shares programs. According to Staff, the Utilities simply 2805 
rely on the bare assertion that these plans are not based on 2806 
“financial measures”. NS-PGL Ex. JCH-1.0 at 6-8. As 2807 
such, Staff maintains that these plans do not meet the 2808 
criteria of cost savings and/or direct ratepayer benefit that 2809 
the Commission has required in numerous prior rate cases. 2810 
These plans, Staff contends, are based primarily on 2811 
providing ‘a competitive compensation package’ and ‘to 2812 
attract and retain a qualified work force’. NS-PGL Ex. 2813 
JCH-1.0 at 7-8. 2814 

Staff maintains its position that none of the costs of 2815 
incentive compensation plans should be reflected in utility 2816 
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rates for the reasons set forth in Staff witness Pearce‘s 2817 
direct testimony and rebuttal testimony, to wit:  2818 

1) the Plans are largely dependent upon financial 2819 
goals of the Utilities that benefit shareholders but 2820 
not ratepayers;  2821 

2) in the future, the goals in the Plans may not be 2822 
met and thus the Utilities would incur no cost (i.e., 2823 
the payment of future awards is discretionary, but 2824 
costs would be recovered in rates regardless); and  2825 

3) prior Commission orders support the 2826 
disallowance of incentive compensation in these 2827 
circumstances (as described in items 1 and 2 above, 2828 
absent a demonstration of direct ratepayer benefits 2829 
or savings.  2830 

Staff notes that several of the plans at issue contain a 2831 
variety of performance measurement objectives. Staff is 2832 
concerned that, for the future, management may assign 2833 
different weights to these factors as they see fit. In other 2834 
words, Staff believes that there is no guarantee that changes 2835 
to the plans might occur going forward, and these might not 2836 
provide any direct ratepayer benefit or savings. Staff Ex. 2837 
14.0 at 10. Accordingly, Staff urges the Commission to 2838 
deny recovery of all incentive compensation costs in the 2839 
instant proceeding.  2840 

(4) City-CUB  2841 
It is established policy, the City-CUB assert, that the 2842 
Commission will allow the expense only if the utility has 2843 
demonstrated that its incentive compensation plan has 2844 
provided a tangible, quantified benefit to ratepayers, i.e., 2845 
reduced expenses and created greater efficiencies in 2846 
operations. These requirements, they contend, were plainly 2847 
stated in the order for the Nicor Gas rate case, Docket No. 2848 
04-0779. Further, the Commission reiterated its standards 2849 
for the recovery of incentive compensation in the Ameren 2850 
Order at 72. 2851 

 Here, the City-CUB contend, the Utilities have failed to 2852 
demonstrate their incentive compensation plan confers 2853 
upon ratepayers specific dollar savings or other tangible 2854 
benefits. Thus, they argue, the Utilities’ pro forma 2855 
operation and maintenance expenses should be adjusted to 2856 
eliminate the incentive compensation expenses incurred in 2857 
the test year. City-CUB explain that the reduction to North 2858 
Shore test year operation and maintenance to eliminate 2859 
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incentive compensation is $576,000, and the reduction to 2860 
Peoples Gas test year operation and maintenance to 2861 
eliminate incentive compensation is $5,376,000, including 2862 
the elimination of related payroll taxes. GCI Ex. 5.0 at 11. 2863 

... 2864 

(6) Commission Analysis and Conclusion.  2865 
Before us on this issue are two conflicting views. While the 2866 
Utilities assert that all parts of their incentive programs 2867 
meet the standard for recovery, Staff, CUB and the AG 2868 
would generally argue that none of these plans satisfy the 2869 
test. As such, the Commission is put to the task of 2870 
examining the record and applying its reasoned judgment 2871 
informed by all of the relevant circumstances.  2872 

The record shows that there are as many instances where 2873 
the Commission has approved incentive compensation as 2874 
there are cases where such an expense has been denied. The 2875 
main and guiding criterion is that the expense be prudent, 2876 
reasonable and operate in a way to benefit the utility‘s 2877 
customers. It is in this light that we consider the particulars 2878 
of the programs, the amounts paid out, to whom and why, 2879 
and what this all means to the Utilities’ customers.  2880 

We agree with Staff that three of the five plans (STIC, 2881 
Affiliate Charges, Restricted Stock & Performance Shares) 2882 
fail to demonstrate the cost saving or other direct ratepayer 2883 
benefit that we require. The remaining two plans, however, 2884 
bring different concepts into focus.  2885 

Being a large utility means that management depends on 2886 
the dutiful work performance of its employees. To motivate 2887 
and maintain high standards, a utility may reasonably offer 2888 
incentive compensation as the best way to match both 2889 
employer and employee interests and to ensure quality 2890 
work performance. And, when matters of customer service, 2891 
customer satisfaction, the reduction of operating expenses, 2892 
and the like is at hand, it is incumbent upon the 2893 
Commission to take a close and considered view. It is on 2894 
this basis that we turn our attention to the Utilities’ non-2895 
executive TIA and IPB Plans.  2896 

The TIA Plan  2897 

This Plan applies to non-officer employees. As to its 2898 
particulars, the Utilities’ surrebuttal testimony effectively 2899 
disputes Staff‘s claim that controlling O & M expenses 2900 
should not count. It further shows that in the 2006 test year 2901 
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the aggregate actual O & M expenses were about $11 2902 
million below budget. Under the Plan, 25% of the measures 2903 
were based on controlling these very expenses and we 2904 
consider this as beneficial to ratepayers.  2905 

We further see that another 10% of the measures are tied to 2906 
the number of phone calls made to the call centers. Even 2907 
Staff recognizes the value of motivating this work. As such, 2908 
Ms. Pearce admits that measures tied to customer 2909 
satisfaction directly benefit ratepayers. Staff Ex. 2.0 at 19.  2910 

Further there is a measure of 10% associated with gas 2911 
expenses and Gas Charges that we also believe should be 2912 
counted. Finally, other unchallenged evidence of record 2913 
confirms that 67.2% of the total payments were based on 2914 
measures for controlling O & M expenses (48.4%) and call 2915 
centers (18.8%). It is on this basis, that the Utilities derive 2916 
their alternative proposal. 2917 

IPB Plan  2918 

The IPB plan is also a non-executive program that is aimed 2919 
at encouraging outstanding individual work. It is 2920 
uncontested that the awards are not based on financial 2921 
performances. The record shows that the IPB awards went 2922 
to 426 different employees, and were paid out in an average 2923 
amount of $2,884.53. Taken together, the goal of the plan, 2924 
the large pool of potential awardees and the wide-reaching 2925 
motivational impact, make it more likely than not, that 2926 
ratepayers will benefit from the race to excellence.  2927 

We do not share Staff‘s concerns as to possible changes or 2928 
discontinuances of these Plans. The Commission finds that 2929 
Peoples Gas and North Shore have demonstrated a steadfast 2930 
commitment to incentive compensation in that they 2931 
recognize the value, if not the necessity, of providing 2932 
incentive compensation going forward. We would expect 2933 
that if changes were to occur, these would equally go to the 2934 
benefit of ratepayers.  2935 

In the final analysis, the Commission concludes that 2936 
Peoples Gas and North Shore should be allowed to recover 2937 
$1,009,240 for Peoples Gas, and $94,024 for North Shore 2938 
for costs associated with the operational measures of the 2939 
“TIA” plan.  2940 

Further, we allow the amounts of $625,791 for Peoples 2941 
Gas, and $53,107 for North Shore, under the “IPB” plan, 2942 
which is tied to individual performance and not to any 2943 
financial measures. These costs are reasonable and prudent, 2944 
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and we perceive them to benefit the Utilities’ customers. 2945 
Together with all of the exceptions arguments, the 2946 
Commission further rejects the GCI’s alternative proposal 2947 
on exceptions to have the Utilities’ recovering under the 2948 
IPB Plan be limited to the amounts accrued. 2949 

 2950 

Q. Has the Commission made any other rulings in any other proceedings 2951 

regarding the rate recovery of incentive compensation costs if ratepayer 2952 

benefit was established? 2953 

A. In the Northern Illinois Gas Company (“Nicor”) rate case, Docket No. 04-0779, in 2954 

its Final Order dated September 20, 2005 at page 44, the Commission discussed 2955 

several prior orders in its conclusion that incentive compensation costs are 2956 

recoverable in rates only if the utility demonstrates tangible benefits to ratepayers: 2957 

Costs related to incentive compensation are recoverable in 2958 
rates only if the utility demonstrates tangible benefits to 2959 
ratepayers. (See, e.g., 03-0403 at 15 (“[T]o recover 2960 
incentive compensation, the plan must confer upon 2961 
ratepayers specific dollar savings or other tangible benefits. 2962 
Furthermore, the degree of benefit that accrues directly to 2963 
ratepayers, rather than to other stakeholders, is a significant 2964 
factor in determining whether incentive compensation 2965 
should be recovered in rates.”); 01-0696 at 10 (requiring 2966 
evidence of “specific dollar savings or any other tangible 2967 
benefit for the ratepayers”); 01-0432 (Mar. 28, 2002) at 42-2968 
43 (“the Commission has generally disallowed such 2969 
expenses except where the utility has demonstrated that its 2970 
incentive compensation plan has reduced expenses and 2971 
created greater efficiencies in operations. … [I]f a utility is 2972 
seeking to recover such projected expenses from 2973 
ratepayers, the utility should demonstrate that its plan can 2974 
reasonably be expected to provide net benefits to 2975 
ratepayers.”) The utility bears the burden to establish that 2976 
such tangible benefits accrue to ratepayers, in order to 2977 
prove that the recovery of incentive compensation costs is 2978 
just and reasonable. (See 220 ILCS 9-201(c).)  2979 
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In Illinois-American Water Company’s (“IAWC”) general rate case, Docket No. 2980 

07-0507, in its order dated July 30, 2008, at pages 25-27, the Commission 2981 

Conclusion begins with a summary of the Commission’s policy on incentive 2982 

compensation: 2983 

The Commission has consistently disallowed recovery of 2984 
payouts that are tied to overall company financial goals. 2985 
As is apparent from previous rate orders, the Commission 2986 
has generally disallowed such expenses except where the 2987 
utility has demonstrated that its incentive compensation 2988 
plan has reduced expenses and created greater efficiencies 2989 
in operations which provide net benefits to ratepayers. In 2990 
this case, no such showing has been made by IAWC.  2991 

... 2992 

In no way does the Commission mean to suggest that 2993 
IAWC should not be using an incentive compensation plan. 2994 
...[I]f use of the AIP helps IAWC meet its financial goals as 2995 
well as minimum statutory and regulatory requirements, the 2996 
Commission has no objection to its continued use. The 2997 
Commission, however, does object to the notion that 2998 
ratepayers should have to help encourage IAWC's 2999 
employees to meet goals benefitting shareholders and meet 3000 
minimum service obligations. 3001 

... 3002 

In Docket No. 02-0690, the Commission allowed IAWC to 3003 
recover 40% of its incentive compensation plan costs, since 3004 
it determined that this portion associated with operational 3005 
and individual goals did not depend on the attainment of 3006 
overall financial goals. As noted above, however, 100% of 3007 
IAWC's AIP is now dependent on IAWC's corporate parent 3008 
reaching its financial earnings goals. ... The repetition of 3009 
the same arguments for including in base rates incentive 3010 
compensation payments triggered by corporate parent 3011 
earnings, however, grows old. In the interest of efficiency, 3012 
the Commission discourages IAWC from making such 3013 
redundant arguments in future rate cases. In any event, in 3014 
this proceeding, the Commission finds that for ratemaking 3015 
purposes 100% of the costs of IAWC's AIP will be 3016 
disallowed from the operating expenses of all divisions of 3017 
IAWC. Similarly, the Commission is not convinced that 3018 
recovery of 60% of AIP expenses arguably related to 3019 
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operational and individual goals is warranted since the 3020 
payment of such AIP still depends upon attainment of 3021 
financial goals. 3022 

(Emphasis supplied.) 3023 

The Commission denied rate recovery of 100% of IAWC's annual incentive plan 3024 

costs including performance goals since they were dependent on IAWC's 3025 

corporate parent reaching its financial earnings goals. 3026 

 3027 

Q. Do the decisions you have discussed represent a consistent Commission 3028 

position regarding denial of incentive compensation expense for costs 3029 

associated with achievement of financial goals? 3030 

A. Yes. Additionally, in Docket No. 07-0566, in its order dated September 10, 2008, 3031 

at page 61 concerning ComEd, the Commission disallowed 100% of ComEd’s 3032 

Annual Incentive Plan (“AIP”) net income goals.  3033 

Regarding ComEd’s AIP’s Net Income Metric, the 3034 
Commission agrees with Staff’s proposed adjustment 3035 
disallowing 100% of AIP costs related to the financial 3036 
net income goal which primarily benefits shareholders. 3037 
ComEd’s net income goals are financially based and 3038 
primarily result in shareholder benefits. The 3039 
Commission has repeatedly held that the cost of 3040 
financial goals should not be paid by ratepayers.  3041 

(Emphasis supplied.) 3042 

 3043 

Q. What amounts of incentive compensation have the Companies included in 3044 

test year operation and maintenance expenses? 3045 

A. As shown on CUB Exhibit 1.2, Schedule C-4, column A, North Shore included 3046 

$1.790 million of incentive compensation in 2013 test year operation and 3047 
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maintenance expenses.15 These incentive compensation expenses include both 3048 

incentive compensation incurred directly by the Companies and incentive 3049 

compensation billed by Integrys Business Support, LLC (“IBS”). 3050 

Similarly, as shown on CUB-City Exhibit 1.3, Schedule C-4, column A, 3051 

PGL included $11.448 million of incentive compensation in 2013 test year 3052 

operation and maintenance expenses.16 3053 

 3054 

Q. Is all of this incentive compensation expense properly recoverable from 3055 

ratepayers? 3056 

A. No. To the extent that incentive compensation is related to goals that have not 3057 

been shown to benefit ratepayers, the incentive compensation related to those 3058 

goals should not be recoverable from ratepayers. The achievement of goals such 3059 

as quality of service, reliability, public safety, reducing absenteeism, and cost 3060 

containment are at least arguably in the interest of ratepayers. However incentive 3061 

compensation based on financial goals such as maximizing profitability and 3062 

growth, increasing earnings per share, or increasing return on equity is beneficial 3063 

only to shareholders, and not properly recoverable from ratepayers. For example, 3064 

if all else is equal, higher rates will result in higher revenues, which in turn will 3065 

result in higher earnings and return on equity. Thus, including incentive 3066 

compensation related to such goals in the revenue requirement would, in effect, 3067 

require customers to reward utility management on a contingency basis for getting 3068 

                                                 
15 Also see the response to Staff Data Request NS JMO 1.08. 
16 Also see the response to Staff Data Request PGL JMO 1.08. 
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them to pay higher rates. If the incentive compensation program is successful in 3069 

increasing earnings, the shareholders should be happy to reward management 3070 

accordingly and absorb the cost of the program. As shareholders are the 3071 

beneficiaries of the attainment of financial goals such as increases to earnings and 3072 

return on equity, it should be those shareholders, not customers, who bear the cost 3073 

of the incentive compensation related to the achievement of such financial goals. 3074 

The Companies’ Witness Cleary describes how incentive compensation awarded 3075 

pursuant to the Peoples Gas/North Shore incentive plans benefits customers.  3076 

Based on Ms. Cleary’s description, certain employees of IBS participate in the 3077 

Integrys 2012 Non-Executive Incentive Plan, which uses the same measures and 3078 

targets designed for Peoples Gas and North Shore. However, the incentive 3079 

compensation included in PGL and NS test year operation and maintenance 3080 

expense also includes the cost of Executive Incentive Plan and Omnibus Incentive 3081 

Compensation Plan (stock options, etc.). Based on the response to PGL JMO 3082 

1.10, the Executive Incentive Plan has a 70% weighting on an earnings per share 3083 

(EPS) measure and 30% weighting on operational measures such as safety, 3084 

customer satisfaction and environmental. The responses did not identify any 3085 

customer oriented goals for the Omnibus Incentive Compensation Plan or provide 3086 

any indication that the costs of that plan should be recoverable in the PGL or NS 3087 

revenue requirements. 3088 

 3089 
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Omnibus	Incentive	Plan	–	Stock	Options,	Performance	Shares,	and	3090 
Restricted	Stock	3091 

Q. What do you recommend for the incentive compensation under the Omnibus 3092 

Incentive Compensation Plan? 3093 

A. For similar reasons, the cost of the Omnibus Incentive Compensation Plans 3094 

should be entirely eliminated from the Companies’ revenue requirements.  Given 3095 

PGL’s Accelerated Main Replacement Program, anticipated future increases in 3096 

plant provide the same economic incentives for Peoples as those identified in the 3097 

ComEd order.  The 70% of the costs of the Executive Incentive Plan not 3098 

associated with operational goals should also be eliminated from the Companies’ 3099 

revenue requirements. These adjustments result in a $6.523 million reduction to 3100 

PGL test year operation and maintenance expense (CUB-City Exhibit 1.3, 3101 

Schedule C-4) and a $1.019 million reduction to NS test year operation and 3102 

maintenance expense (CUB Exhibit 1.2, Schedule C-4). 3103 

 3104 

Q. What does the Final Decision in the Companies’ last rate case, Docket No. 3105 

11-0280/11-0281 (Cons.) state with respect to Incentive Compensation under 3106 

the Omnibus Incentive Compensation Plan? 3107 

A. The Final Order at pages 57-59 3108 

b) Omnibus Incentive Compensation Plan 3109 

... 3110 

(2) Staff  3111 

Staff asserts that plan costs under the Omnibus 3112 
Incentive Compensation Plan should be disallowed 3113 
from recovery since they are based on financial 3114 
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measures that primarily benefit shareholders and not 3115 
ratepayers. The Companies acknowledged in discovery 3116 
that there have been no changes to these plans since the last 3117 
rate case. Staff Ex. 3.0 Corrected at 15. Information 3118 
provided in the 2009 case explained that the three stock 3119 
plans are awarded based on the following financial 3120 
outcomes: (1) the Integrys Restricted Stock Unit Award 3121 
plan is valued solely using the stock price of Integrys 3122 
Energy Group, Inc.; (2) the Integrys Performance Stock 3123 
Right Agreement plan is valued using a model 3124 
comparing Integrys Energy Group, Inc.’s stock price, 3125 
shareholder returns, total stock return volatility and 3126 
dividend yield with a peer group; and (3) the Integrys 3127 
NonQualified Stock Option Agreement plan is valued 3128 
using a model comparing Integrys Energy Group, Inc.’s 3129 
stock return volatility and dividend yield. Docket Nos. 3130 
09-0166/0167 (cons.); Staff Ex. 1.0 at 15 – 16.  3131 

Staff notes that these plans have already been considered 3132 
and deemed not recoverable in base rates in the 2009 3133 
rate case. The Companies have provided no reason for 3134 
the Commission to make a determination now that is 3135 
inconsistent with the treatment of these costs in the 3136 
prior rate cases.  3137 
Staff avers that the Companies’ only argument regarding 3138 
this subpart is that the plans are necessary to attract and 3139 
retain a qualified and motivated workforce. No explanation 3140 
was provided to explain how the metrics under these plans 3141 
result in benefits to the ratepayers. 3142 

... 3143 

(5) Commission Analysis and Conclusion  3144 

The Commission agrees with Staff and GCI and finds 3145 
that these plans have, in fact, already been considered 3146 
and deemed not recoverable in base rates in the 2009 3147 
rate case. Further, the Utilities admitted to making no 3148 
changes to these plans since the last rate case. Still further, 3149 
the Utilities failed to explain how the metrics under 3150 
these plans result in benefits to the ratepayers. We find 3151 
no reason to stray from our prior treatment of these 3152 
costs. 3153 
(Emphasis supplied.) 3154 

 3155 
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Stock	Options	3156 

Q. Please explain your adjustment for Stock Options Expense. 3157 

A.  As shown on CUB Exhibit 1.2, Schedule C-4, for North Shore, I have removed 3158 

Stock Options Expense.  This reduces the Company’s requested expenses by 3159 

$12,841. 3160 

Similarly, for Peoples, on CUB-City Exhibit 1.3, Schedule C-4, I have 3161 

removed Stock Options Expense. This reduces the Company’s requested expenses 3162 

by $104,394. 3163 

 3164 

Q. Why should Stock Options Expense be removed? 3165 

A.  As stated in PGL’s response to JMO 15.06, Stock Options are granted through the 3166 

Omnibus Incentive Compensation Plan. A description of the Stock Option Plan is 3167 

provided in the response to JMO 15.06(b):  3168 

(2) Stock options vest 25% per year over four years and 3169 
have a 10 year option life. The strike option price is based 3170 
on the closing fair market price of Company stock at the 3171 
date of the grant. 3172 

The cost of the 2010 Omnibus Incentive Compensation Plan is incurred to 3173 

improve the North Shore, Peoples Gas, and Integrys financial performance for the 3174 

benefit of shareholders. The objectives of maximizing shareholder value on the 3175 

one hand, and minimizing costs to ratepayers on the other, are generally opposed 3176 

to each other.  The Stock Options incentive expense requested by North Shore and 3177 

Peoples Gas Light should be removed from test year operating expenses.   3178 

 3179 
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Performance	Shares	3180 

Q. Please explain your adjustment for Performance Shares Expense. 3181 

A.  As shown on CUB Exhibit 1.2, Schedule C-4, for North Shore, I have removed 3182 

Performance Shares Expense.  This reduces the Company’s requested expenses 3183 

by $34,016. 3184 

Similarly, for Peoples, on CUB-City Exhibit 1.3, Schedule C-4, I have 3185 

removed Performance Shares Expense. This reduces the Company’s requested 3186 

expenses by $277,582. 3187 

 3188 

Q. Why should Performance Shares Expense be removed? 3189 

A.  As stated in PGL’s response to JMO 15.06, Performance Shares are granted 3190 

through the Omnibus Incentive Compensation Plan.  As stated in PGL’s response 3191 

to JMO 15.06, Performance Shares are granted through the Omnibus Incentive 3192 

Compensation Plan. A description of the Performance Shares Plan is provided in 3193 

the response to JMO 15.06(b):  3194 

(3) Performance share grants set targeted incentives at the 3195 
start of the three year performance period based on ultimate 3196 
Total Shareholder Return (“TSR”). Comparison of the 3197 
Company’s stockholder return to the stockholder return of a 3198 
peer group of utilities determines the incentive payout. 3199 
Under current policy, if Integrys TSR compared to the 3200 
utility peer group is at the 50th percentile, program 3201 
participants will receive 100% of the target award. TSR 3202 
performance at the 25th percentile, participants will receive 3203 
50% of target award and relative performance at 90th 3204 
percentile or higher, participants will receive the maximum 3205 
at 200% of the target award. 3206 



Docket Nos. 12-0511 and 12-0512 
CUB-City Ex 1.0 

 

Page 103 of 108 

As stated above, the cost of the 2010 Omnibus Incentive Compensation 3207 

Plan is incurred to improve the North Shore, Peoples Gas, and Integrys financial 3208 

performance for the benefit of shareholders. The objectives of maximizing 3209 

shareholder value on the one hand, and minimizing costs to ratepayers on the 3210 

other, are generally opposed to each other.  The Performance Shares Expense 3211 

requested by North Shore and Peoples Gas Light should be removed from test 3212 

year operating expenses. 3213 

 3214 

Restricted	Stock	3215 

Q. Please explain your adjustment for Restricted Stock Expense. 3216 

A.  As shown on CUB Exhibit 1.2, Schedule C-4, for North Shore, I have removed 3217 

Restricted Stock Expense.  This reduces the Company’s requested expenses by 3218 

$142,103. 3219 

Similarly, for Peoples, on CUB-City Exhibit 1.3, Schedule C-4, I have 3220 

removed Restricted Stock Expense. This reduces the Company’s requested 3221 

expenses by $858,410. 3222 

 3223 

Q. Why should Restricted Stock Expense be removed? 3224 

A. As stated in PGL’s response to JMO 15.06, Performance Shares are granted 3225 

through the Omnibus Incentive Compensation Plan.  As stated in PGL’s response 3226 

to JMO 15.06, Restricted Stock is granted through the Omnibus Incentive 3227 
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Compensation Plan. A description of the Restricted Stock Plan is provided in the 3228 

response to JMO 15.06(b):  3229 

(4) Restricted stock units vest at 25% per grant anniversary 3230 
with payout in the form of stock. Dividends are treated 3231 
as reinvested in additional restricted stock units that are 3232 
paid in stock when vesting occurs. 3233 
(Emphasis supplied.) 3234 

As stated above, the cost of the 2010 Omnibus Incentive Compensation 3235 

Plan is incurred to improve the North Shore, Peoples Gas, and Integrys financial 3236 

performance for the benefit of shareholders. The objectives of maximizing 3237 

shareholder value on the one hand, and minimizing costs to ratepayers on the 3238 

other, are generally opposed to each other.  The Restricted Stock Expense 3239 

requested by North Shore and Peoples Gas Light should be removed from test 3240 

year operating expenses. 3241 

 3242 

Total	 Adjustment	 for	 Incentive	 Compensation	 and	 Stock	 Based	3243 
Compensation	3244 

Q. Please summarize your adjustment for North Shore for Incentive 3245 

Compensation and Stock Based Compensation Expense. 3246 

A.  As shown on CUB Exhibit 1.2, Schedule C-4, my adjustment for Incentive 3247 

Compensation and Stock Based Compensation Expense reduces North Shore’s 3248 

2013 test year operating expenses by $1.015 million.   3249 

 3250 

Q. Please summarize your adjustment for Peoples for Incentive Compensation 3251 

and Stock Based Compensation Expense. 3252 
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A.  As shown on CUB-City Exhibit 1.3, Schedule C-4, my adjustment for Incentive 3253 

Compensation and Stock Based Compensation Expense reduces Peoples’ 2013 3254 

test year operating expenses by $6.568 million.   3255 

 3256 

C‐5,	Invested	Capital	Tax	Expense		3257 

Q. What amount did North Shore request for Invested Capital Tax Expense? 3258 

A. As summarized on CUB Exhibit 1.2, Schedule C-5, column A, North Shore 3259 

requested $1.822 million for Invested Capital Tax Expense.  The Company’s 3260 

request was based on a pro forma calculation that applied the tax rate of 0.8 3261 

percent to an average of estimated capital investment as of January 1, 2013 and 3262 

December 31, 2013.  In other words, the Company’s request for Invested Capital 3263 

Tax Expense for the 2013 test year is essentially based upon a calculation of the 3264 

estimated Invested Capital Tax for the following year, i.e., for 2014. 3265 

 3266 

Q. What amount did Peoples request for Invested Capital Tax Expense? 3267 

A. As summarized on CUB-City Exhibit 1.3, Schedule C-5, column A, Peoples 3268 

requested $12.2 million for Invested Capital Tax Expense.  The Company’s 3269 

request was based on a pro forma calculation that applied the tax rate of 0.8 3270 

percent to an average of estimated capital investment as of January 1, 2013 and 3271 

December 31, 2013.  In other words, the Company’s request for Invested Capital 3272 

Tax Expense for the 2013 test year is essentially based upon a calculation of the 3273 

estimated Invested Capital Tax for the following year, i.e., for 2014. 3274 
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 3275 

Q. Did the Companies provide copies of their Invested Capital Tax returns? 3276 

A.  Yes.  The Invested Capital Tax returns provided by the Companies are included in 3277 

CUB-City Exhibit 1.4.   3278 

 3279 

Q. What do the Invested Capital Tax returns show? 3280 

A. The Invested Capital Tax return shows that the Invested Capital Tax for calendar 3281 

2012 is based on an average of Invested Capital for 2011.  The 2012 tax is based 3282 

on applying the tax rate of 0.8% to an average of Invested Capital at January 1, 3283 

2011 and December 31, 2011.   3284 

 3285 

Q. For the 2013 test year, how should the Invested Capital Tax Expense be 3286 

computed? 3287 

A. The 2013 test year amount of Invested Capital Tax Expense should be computed 3288 

as the amount of Invested Capital Tax that would be recorded as an expense in 3289 

2013.  The 2013 amount of Invested Capital Tax expense is based on the Invested 3290 

Capital Tax return that will be filed in February 2013, which will be based upon 3291 

applying the tax rate of 0.8% to an average of Invested Capital at January 1, 2012 3292 

and December 31, 2012.  The amount of Invested Capital at January 1, 2012 is 3293 

known, and the amount of Invested Capital at December 31, 2012 should become 3294 

known during the course of these proceedings, and can be estimated at this time. 3295 

 3296 
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Q. What amount of Invested Capital Tax Expense adjustment do you 3297 

recommend for North Shore? 3298 

A. As shown on CUB Exhibit 1.2, Schedule C-5, I recommend a 2013 amount of 3299 

Invested Capital Tax Expense for North Shore of $1.525 million. This 3300 

recommendation corresponds with the best estimate of the Invested Capital Tax 3301 

Expense that the Company will record in 2013.  It reduces the Company’s request 3302 

(which is essentially based upon an estimate of 2014 Invested Capital Tax 3303 

Expense), by $296,800. 3304 

 3305 

Q. What amount of Invested Capital Tax Expense adjustment do you 3306 

recommend for Peoples? 3307 

A. As shown on CUB-City Exhibit 1.3, Schedule C-5, I recommend a 2013 amount 3308 

of Invested Capital Tax Expense for Peoples of $10.359 million. This 3309 

recommendation corresponds with the best estimate of the Invested Capital Tax 3310 

Expense that the Company will record in 2013.  It reduces the Company’s request 3311 

(which is essentially based upon an estimate of 2014 Invested Capital Tax 3312 

Expense), by $1.841 million. 3313 

 3314 

VI. OTHER CONCERNS 3315 

Q. Do you have other concerns about issues raised in the Company’s 3316 

supplemental testimony? 3317 



Docket Nos. 12-0511 and 12-0512 
CUB-City Ex 1.0 

 

Page 108 of 108 

A. Yes.  As noted earlier in this testimony, the Companies’ supplemental filing 3318 

substantially increased their requested revenue increases and raised a number of 3319 

new issues, and presented requests for additional costs that were not addressed in 3320 

their original filings.  Because of the inadequate time for the review of the 3321 

Companies’ responses to discovery on various issues that were addressed in the 3322 

Companies’ supplemental testimony, I reserve the right to address such issues in a 3323 

subsequent filing, such as in rebuttal.  I also note that the Companies have 3324 

increased their request for rate case expense in their supplemental filing. The 3325 

Companies’ requested rate case expense amounts are under review.  I may have 3326 

additional adjustments after reviewing such discovery and the testimony of other 3327 

parties on these and other issues. 3328 

 3329 

Q. Does that conclude your direct testimony? 3330 

A. Yes, it does.   3331 


