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STATE OF ILLINOIS 
ILLINOIS COMMERCE COMMISSION 

 
 
NORTH SHORE GAS COMPANY    ) 
        ) 
Proposed General Increase In Rates For   ) 
Gas Service       ) 12-0511 
        ) 
        ) (Cons.) 
THE PEOPLE GAS LIGHT AND COKE COMPANY  ) 

) 12-0512  
Proposed General Rate Increase In Rates For   ) 
Gas Service.       ) 
 

INITIAL BRIEF OF THE CITIZENS UTILITY BOARD 
AND THE CITY OF CHICAGO 

 
NOW COME, the Citizens Utility Board (“CUB”), through its attorneys, and the City of 

Chicago by Stephen Patton, Corporation Counsel, (“CUB-City”), pursuant to section 200.800 of 

the Rules of Practice of the Illinois Commerce Commission (the “Commission” or “ICC”), 

(“Rules”), 83 Ill. Admin. Code § 200.800, and the schedule established by the Administrative 

Law Judges (“ALJs”) file their Initial Brief regarding the proposed general increase in natural 

gas rates of North Shore Gas Company (“North Shore” or “NS”) and the Peoples Gas Light and 

Coke Company (“Peoples” or “PGL”), (collectively “NS-PGL,” “utilities” or the “Companies”).  

This brief addresses the factual and legal issues raised by the evidence of record and by the 

application of the controlling provisions of the Public Utilities Act (the “Act” or “PUA”) (220 

ILCS 5/1-101 et seq.) and relevant Illinois case law to the circumstances of this case.  The 

sections of this brief are organized in accordance with the outline of issues circulated amongst 

the parties after the conclusion of the evidentiary hearings in this case.   
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I. INTRODUCTION/STATEMENT OF THE CASE 

In this proceeding, North Shore Gas Company (“NS” or “North Shore”) and the Peoples 

Gas Light and Coke Company (“PGL” or “Peoples”) (together “the Companies”) have presented 

a series of bold requests to the Commission.  Each proposal identified in this brief asks that the 

Commission either (a) depart from a consistent regulatory practice (often based in legal 

requirements) or (b) approve a proposal that lacks the requisite support in record evidence.  

Consistently, the Companies’ proposals that CUB-City identify and challenge in this brief would 

unjustifiably increase the Companies’ revenue requirements and ratepayers’ charges.   

In the first category, unwarranted departures from Commission practice, are two 

proposals that would (if accepted) have an enormous impact on the revenue requirement 

determined on this record –use of a year-end rate base with the Companies’ future test year and 

an inflated cost of equity.  The Companies have proposed a future test year as the basis for rates 

in this case.  They have also proposed use of a year-end rate base, with full knowledge the 

Commission’s consistent practice has been to use an average rate base in such cases.  The 

Companies also refused to take any steps to address the problems they claim warrant such drastic 

departures from Commission practice, which they admit could have been accomplished by 

aligning their proposed test year with the period for which they wish to recover costs.   

The Companies’ cost of equity recommendation reflects their persistent use of estimation 

methods and upward adjustments that the Commission has regularly rejected.  The effect of their 

superfluous estimates and baseless adjustments is to skew any averaging process the 

Commission might use and to inflate any model-based estimate of the market cost of equity.   

Another proposed deviation from Commission precedent is the Companies’ proposal to 

include pension assets not funded by investors in the rate base on which the utilities would earn.   
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A similar reversal of Commission practice is sought with respect to Non-Executive Incentive 

Compensation expense (related to cost control), which is not supported by record evidence and 

takes no account of productivity gains.  The same is true of the Companies’ proposal to ignore 

known future changes in the state income tax rates when determining proper normalization of 

ADIT expense.  The Companies reach back to the 1980’s to find allegedly supportive (but 

actually inapposite) precedent, while ignoring the Commission’s recent discussion and decision 

on the precise issue at hand.   

Other areas are less quantitative, but just as divergent from what the Commission has 

ordered in the past.  PGL boldly proposes to convert its previously approved Accelerated Main 

Replacement Program into a contingent obligation, essentially implementing it at its own 

discretion.  CUB-City find it unacceptable to condition what the Commission has called a matter 

of public interest on an un-quantified level of cost recovery satisfactory to PGL management.  

CUB-City do support the prudent recommendation of the Commission Staff for greater oversight 

of PGL’s effort, to assure public safety and reliability.   

On cost of service and rate design issues the Companies’ approach is the same.  The 

Companies have ignored the substance of the Commission’s directive to investigate costs and to 

mitigate subsidies imposed on low-use, residential ratepayers.  Instead, the Companies have used 

that order as cover for a bifurcation based on rate design preferences, rather than on closely 

examined cost differences.   

Finally, in perhaps their most aggressive proposal, the Companies ask the Commission to 

approve its proposed rates, and also to approve a novel conditional tariff that would go into 

effect if one the Companies’ riders is deemed unlawful.  But, not even PGL’s rates expert could 

explain the operation of that tariff’s most important feature – a trigger for delayed, spontaneous 
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effectiveness without further Commission investigation.   

The Companies’ proposed revenue requirement also is affected by the Companies’ 

approaches on a number of accounting issues that lack record support.  They propose a 

calculation of their test year Invested Capital Tax expense that is contrary to the Companies’ 

own unambiguous testimony on how ICTs will be determined and accrued in the test year.  The 

utilities oppose a Vacancy adjustment to employee expenses, without addressing its substantive 

merit.  The Companies simply ask the Commission to assume that all their budgeted employee 

positions will be filled on January 1 of the test year, and that they will remain 100% filled for all 

365 days of the test year.   

The Companies project an increase in their cost of compliance with Chicago Department 

of Transportation (“CDOT”) regulations that is based on speculation that CDOT will implement 

its regulations differently from CDOT's actual implementation during the period the regulations 

have been in effect.  The only empirical evidence of PGL’s actual cost of compliance is the cost 

incurred under the regulations since they have been in effect, the basis of CUB-City’s proposed 

adjustment.   

The utilities also ask the Commission to accept a last minute reversal of position 

respecting Net Operating Losses that would nullify the rate reducing effect of their reluctant 

recognition of test year bonus depreciation.  The convenient availability of this 2012 NOL 

contradicts previous assertions by the Companies that no such NOL would not be available.   

As the following brief explains, the record evidence in this proceeding does not justify 

the Companies’ extraordinary requests.  CUB-City respectfully request that the Commission 

adopt the proposals and disallowances detailed below and quantified in Attachments 1 and 2, and 

adjust the Companies’ rates accordingly. 
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III. REVENUE REQUIREMENT 

CUB/City Brief Attachments 1 and 2 reflect CUB/City’s recommended revenue requirement 

for Peoples Gas and Light and North Shore Gas, respectively.  These recommended revenue 

requirements are based on starting with Staff's rebuttal filing Revenue Requirements of North 

Shore and Peoples Gas and Light, updated with Staff’s revised amounts shown in Staff's 

Surrebuttal and additional CUB/City's adjustments which are shown as incremental additional 

adjustments to Staff’s filed rebuttal revenue requirements.  Specifically, Staff's revised 

adjustments for Gross Plant Addition (from Staff' Ex. 24.0, Sch. 12.01) and Non-Union Wages 

(from Staff Ex. 25.0, Sch. 25.01) are incorporated.  Additionally, the following additional 

adjustments that are recommended by CUB/City as discussed in this brief, have been 

incorporated:  

• Non-Executive Incentive Plan is shown on Schedule 6 of each attachment.  

• Vacancy adjustment from CUB/City Ex. 1.2 Sch. C-2 for North Shore and Ex 1.3 Sch C-

2 for Peoples Gas.  

• Invested Capital Tax Expense is from CUB/City Ex. 1.2 Sch. C-5 for North Shore and Ex 

1.3 Sch. C-5 for Peoples Gas.  

• Illinois State Tax Rate Impact on Deferred State Income Tax Expense is from Sch. 7 of 

each attachment as shown on Company's response to NS BAP 22.05. The rate base 

impact from the Illinois Tax Rate is also reflected in each attachment on Schedule 6. 

• An adjustment on PGL's request for $13.9 million for CDOT regulation change is shown 

on Attachment 2 for Peoples Gas Light only. The amount is from CUB/City Ex. 2.0, Page 

49. 



10 

 

• The adjustment recommended by AG witness Brosch for updated return on investment 

for charges to North Shore and Peoples Gas Light from the affiliated service company, 

IBS, from Schedule C-9 of AG Exhibits 4.1 and 4.2 (filed with the AG’s rebuttal 

testimony) is also reflected. 

Each of these adjustments, as well as other important concepts such as the use of an average rate 

base for the future test year, is addressed in the CUB/City brief. 

As shown on CUB/City Brief Attachment 1, Schedule 1N, the recommended revenue 

requirement for North Shore is an increase of $2.668 million or 3.43 % over revenue at current 

rates.  

As shown on CUB/City Brief Attachment 2, Schedule 1P, the recommended revenue 

requirement for Peoples is a decrease of $1.727 million or 0.32% from revenue at current rates. 

VI. Rate Base 
B. Potentially Uncontested Issues 

2. Plant 
f. Incentive Compensation – capitalized amounts disallowed in 

prior cases 
 

Mr. Smith recommended an adjustment to remove amounts of capitalized incentive 

compensation that were disallowed in prior rate cases.  Smith, CUB-City Ex. 1.0, 45:1295-

46:1326.  The Companies removed those amounts on Rebuttal.  Hengtgen, NS-PGL Ex. 27.0 

5:104. 

4. Accumulated Deferred Income Taxes- 50/50 Sharing Related to Tax 
Accounting Method Changes 

Mr. Smith recommended an adjustment to Accumulated Deferred Income Taxes 

(“ADIT”) to reflect the uncertain income tax position (or “FIN 48” amount) for overhead 
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charges.  Smith, CUB-City Ex. 1.0, 22-45.  The Companies withdrew their proposal for ADIT 

sharing for these uncertainties.  Hengtgen, NS-PGL Ex. 27.0, 5:103. 

C. Potentially Contested Issues 
1. Year End Rate Base or Average Rate Base 

 
In a change from its own past positions and a departure from the Commission’s 

consistent practice, NS-PGL proposed a future test year that incorporates year-end rate base and 

accumulated depreciation costs.1  Smith, CUB-City Ex. 1.0, 14:313; Hengtgen, NS-PGL Ex. 

43.0, 7:136; Feb 6 tr. 412.  The Companies complain that the average rate base traditionally used 

with a future test year is not representative of “the period during which the rates being set in the 

instant proceeding will be in effect.”  Schott, PGL Ex. 1.0, 13:274.  In their surrebuttal 

testimony, the Companies advanced, for the first time, a “compromise” for Commission 

consideration.  Hengtgen, NS-PGL Ex. 43.0, 10:219; Feb 7 tr. 548.  Their new proposal boosts 

the average year rate base by using “75 percent of the change from the beginning of the year the 

end of the year, which would approximate a September 30th average.”  Feb 7 tr. 583-584.   

Each of the Companies’ proposals would discard the Commission’s established practice 

(in future test year cases) of measuring those capital costs based on an average rate base for the 

test period.  Smith, CUB-City Ex. 1.0, 13:289, 15:322.  The Companies ask that the Commission 

and ratepayers make up for the Companies’ refusal to match its test year to the period for which 

the Companies want rates to cover costs.  In effect, the Companies ask to be indemnified against 

any economic consequences of their presumptuous inaction.   

The Commission should reject the Companies’ proposals.  NS-PGL have not provided a 

reason to change the Commission’s reasonable, well-established practice.  Moreover, the 

                                                            
1  CUB-City’s references to a year-end or average rate base are intended to include other 

costs affected by the rate base determination.   
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proposed change would unlawfully fail to reflect the manifest weight of the record evidence.  

The Companies instead rely on speculation about post-test year costs that are not in this record, 

to inflate the costs defined by test year rules.  Business & Professional People in the Public 

Interest v. Illinois Commerce Comm. (“BPI I”), 136 Ill. 2d 192, 225-227 (1989); 83 Ill. Adm. 

Code Part 287.  The resulting rates would not be lawful, just and reasonable, or supported by the 

evidence of record.  220 ILCS 5/9-201(c); 220 ILCS 5/10-103.   

a. The Evidence Does Not Warrant a Change in the Commission’s 
Rules or Its Consistent Practice, and Disregarding Those Rules 
Would Be Unlawful   

The Companies’ proposal to use a year-end rate base with its future test year discards a 

clearly understood, long-standing Commission practice.  See Hengtgen, NS-PGL Ex. 43.0, 7:136 

(“I never argued against the proposition that traditionally in Illinois rate cases when a future test 

year is selected, an average rate base is used.”)  In the numerous future test year cases identified 

by CUB-City expert Ralph Smith, none have used a year-end rate base to anticipate alleged post-

test year cost changes.  Smith, CUB-City Ex. 1.0, 15:322.  The Companies have not identified a 

single instance where the Commission has combined a future test year with a year-end rate base.  

Smith, CUB-City Ex. 1.0, 5:80, 8:157.  The Companies’ approach represents a “radical departure 

from traditional ratemaking in Illinois.”  Smith, CUB-City Ex. 1.0, 15:324.  The Companies have 

provided no evidence that warrants such a change in Commission policy.   

 First, the Companies admit that the average rate base is the more accurate measure of 

their actual test year costs.  Their expert witness expressly confirmed this conclusion of the 

various Staff and intervenor experts.  Feb 7 tr. 577.  In fact, the Companies’ expert, John 

Hengtgen, expressly distinguishes the year-end rate base he proposes for ratemaking from an 

average rate base, which is representative of the capital costs the Companies actually incur 
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during their selected test year.  Feb 7 tr. 594.  He also confirmed that the Commission's practice 

of using an average rate base recognizes the gradual change in capital costs a utility actually 

incurs over the course of a test period.  Feb 7 tr. 596.   

 Second, an average rate base is the only measure of test year investment that 

appropriately matches the elements of the revenue requirement including rate base, revenues and 

operating expenses.  Smith, CUB-City Ex. 1.0, 16:345.  Mr. Smith explained: 

Information for 2013 net operating income is largely based upon 
the Company’s budgeted/forecast results over that 12-month 
period.  Thus, the net operating income reflects an average test 
year concept. Similarly, the future test year rate base should also 
reflect the 2013 future test year average (rather than just a one-day 
point as of the end of the future test year). The use of average 
future test year rate base properly matches the 12 month period 
used for determining net operating income with the 12-month 
period used for rate base.  

 
AG witness Brosch confirms this test year matching principle:   
 

An average rate base, when used with a forecasted or future test 
year, properly matches the level of investment throughout the year 
with the related levels of sales, revenues, operating expenses, 
depreciation expenses, taxes and cost of capital that have been 
measured on an average,  rather than year-end, basis of accounting. 

 
Brosch, AG Ex. 4.0, 6:119.  Moreover, the Commission is required to follow its own rules, 

which incorporate this test year matching requirement.  BPI I, 136 Ill. 2d 192, 219; also 83 Ill. 

Adm. Code Part 287.  Lawful rates must be based on the test year data, not the Companies’ 

speculation about future rate base costs.   

Third, the Companies’ main complaint is one about rates, not test year costs.  The 

Companies improperly confuse the cost-focused matching principle of test year ratemaking with 

their desire to have rates match costs from beyond the test year.  The matching principle 
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recognized in the Commission’s rules and Illinois law is not the match the Companies seek.  The 

test year matching principle mandates cost and revenue data from a common test period.  Smith, 

CUB-City Ex. 2.0, 10:188.   

The test-year rule prevents a utility from mismatching revenues 
and expenses. The utility cannot use a low revenue figure from one 
year and a high expense figure from another year to bolster its 
evidence in support of a rate increase.  In turn, the Commission 
decides what test year would be most appropriate and bases its rate 
decisions on the test-year data.    

 
BPI I, 136 Ill. 2d 192, 219; also 83 Ill. Adm. Code Part 287.   
 

The Companies’ expert, however, presumes to define the principle differently.  Mr. 

Hengtgen contends that “[t]he matching principle . . . is somewhat intertwined with the rate 

effectiveness timing issue.”  Hengtgen, NS-PGL Ex. 43.0, 5:99.  Despite the clear requirement 

for data from a common period, the Companies have made a novel (and improper) proposal to 

match test year rates with costs from outside the test year.  In any case, the record does not 

contain the costs the Companies want to use instead of test year data.  Their request is for the 

Commission to base its determination on costs that are not in the record.  

Mr. Hengtgen attempted to maintain this self-serving confusion of rates and costs in his 

oral testimony.  See Feb 7 tr. 586-588.  Staff witness Daniel Kahle rejected the Companies’ 

distortion of the matching principle, correctly pointing out that “[t]he match refers to the test 

year,” not to extra-test year periods.  Feb 7 tr. 155.  The Companies readily abandoned that 

distorted “principle” when a different approach promised to increase their revenue requirement.  

“[B]oth PGL and NSG have calculated and used an average cost of debt throughout the test year, 

rather than annualizing the lower long term debt costs expected to exist at year-end.”  Brosch, 

AG Ex. 4.0, 6:125.  AG witness Michael Brosch also noted the fundamental unfairness to 
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ratepayers of using a higher cost of long term debt (based on average test year costs), while 

simultaneously claiming a year-end rate base investment, because it is higher than an average 

rate base.   

Finally, there is no need or justification for Commission consideration of un-quantified 

speculation about costs from a period beyond the future test year the Companies selected.  The 

Commission’s rules allow utilities to file rate cases using a test period that ends as much as 24 

months beyond the date of filing, latitude that tests the limits of non-speculative forecasting.  In 

addition, utilities can file another rate case at any time its rates diverge significantly from its 

costs.   

 The Commission previously has considered the circumstances and arguments the 

Companies present in this case.  Its determination is wholly applicable to this case.   

The Company selected a forecasted, future test year that already 
reflects the Company's increasing investment on a forward-looking 
basis relative to when the Company filed its case. As Staff noted, 
the Commission gives utilities sufficient flexibility to make their 
rate cases forward looking. In light of the forward looking test year 
selected by the Company, the facts in this case do not support 
using a year-end rate base with a future test year. The average rate 
base proposed by Staff more accurately reflects the cost of service 
for the test year because it better matches the level of rate base 
during the test year with the revenues and expenses during the test 
year. The Commission finds that the average rate base proposed by 
Staff is more appropriate than the year-end rate base proposed by 
the Company, given the future test year selected by the Company.   
 

Kahle, Staff Ex. 12.0, 6:119-7:135, quoting Order, Docket No. 04-0779 of September 20, 

2005 at 8. 
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b. The Companies’ Alleged Cost Recovery Problems Are the Result of 
Their Own Decisions and Inaction 

Under the Commission’s test year rules, PGL had a number of options for defining the 

cost basis of its proposed rates.  Considering its options, PGL made a series of choices.  The 

available options included a test year that coincided with the resulting period rates will be in 

effect.  83 Ill. Admin. Code 287.20, 287.30, 287.40.  The Companies continued their practice of 

using a future test year instead of a historical test year.  Feb 6 tr. 407.  NS-PGL also chose to use 

a calendar year instead of a different 12-month period.  Ultimately, the Companies chose to do 

what was convenient – use a calendar year test year.  They declined the option to provide costs 

for the period rates will be in effect (June 2013 - May 2014).   

At the time the decision to propose the 2013 calendar year as its future test year was 

made, the Companies knew that a rate case would be filed before a statutory deadline of August 

2013.  Feb 6 tr. 434.  The Companies also were aware of the “real world consequences” of when 

rates go into effect -- consequences discussed by their senior management witness, Mr. Schott.  

Shott, NS-PGL Ex. 37.0, 3:42, 6:120; Feb 6 tr. 434.  In fact, the Companies acknowledge that a 

better aligned test year would obviate the problem PGL perceives as resulting from its selected 

test year.  Feb 7 tr. 600-601.   Nonetheless, the Companies did not develop any estimate of the 

cost of preparing a special forecast for a non-calendar year test year that would better match the 

period about which they complain.  Feb 6 tr. 440.  They simply decided that it was too difficult, 

though they do not suggest that they were incapable of performing the task.  Feb 6 tr. 444-446.  

They also chose not to develop an estimate of the financial consequences of using a misaligned 

test year (Feb 6 tr. 440) or a cost-benefit assessment comparing (a) use of a year-end rate base 

versus (b) use of an aligned test year and cost data.  Feb 6 tr. 441; City Cross Ex. 2.   
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The Companies made no attempt to address, before filing this case, problems they clearly 

anticipated.  It appears instead that they were content simply to ask for year-end rate base, even 

though the Companies also were aware that was more than the rules allow.  Feb 6 tr. 441-442 

(“We knew that would be an issue, yes.”).   

The extraordinary accommodation the Companies request would allow them to avoid (a)  

any effort to match its test year with the period rates will be in effect, as well as (b) any 

economic consequences of their decision to ignore the available options that could lawfully 

support the requested relief.  

c. The Record Does Not Support a Year-End Rate Base  

As a result of the Companies’ decisions, the Commission is left with cost data from only 

one valid 12-month period to support rate changes in this case – calendar year 2013.  Having 

refused to provide cost and revenue data for any other period, the Companies ask the 

Commission and ratepayers to compensate for their lack of effort and imprudent decision 

making.  This record contains no post-test year costs that the Commission can lawfully use as a 

basis for cost-based delivery service rates.  See 220 ILCS 5/16-108(c); 83 Ill. Adm. Code Part 

287.  The Commission must reject the Companies’ request for rates to recover out of test year 

costs.  

The Companies allege that use of an average rate base would “dramatically reduce” their 

investment in utility infrastructure.  Schott, Ns-PGL Ex. 37.0, 1:14.   However, the evidence 

shows that any such reduction in needed investment would be the result of the Companies’ 

management decisions, not of an inability to meet their statutory obligations.  In the past, the 

Companies have gone years without filing a rate increase despite operating with “rates based on 

test year data that was years away from the times that the rates remained effective.”  Feb 7 tr. 
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599.  The new factor at work in this case is an expressed “reduced willingness” to invest, if the 

Commission accepts the intervenor recommendation that the Companies’ revenue requirement 

be based on an average rate base.  See Brosch, AG Ex. 4.0, 12:256; AG Ex. 4.3.  Unsupported 

claims of harm and implicit threats to the adequacy and reliability of regulated service do not 

enable a knowing departure from the Commission's rules and established practice.   

[T]he Companies could have selected a future test year with an 
ending date as far out as July 31, 2014. Instead the Companies 
chose a future test year ending December 31, 2013.  Any perceived 
disadvantage from this choice that they alone made should not now 
be cause for the Commission to adopt an improperly measured rate 
base that is inconsistent with Commission practice.   
 

Kahle, Staff Ex. 12.0, 5:87.   
 

d. The Commission Should Approve CUB-City’s Adjustments to Rate 
Base and Related Revenue Requirement Elements   

 CUB-City expert Smith recommends the following adjustments to the Companies’ rate 

bases to reflect the Commission’s standard practice of using an average rate base with a future 

test year.  Adjusting North Shore’s proposed rate base to the 2013 average projected levels 

reduces the Company’s proposed rate base by $5.893 million.  Adjusting Peoples’ proposed rate 

base to the 2013 average projected levels reduces the Company’s proposed rate base by $87.471 

million.  Smith, CUB-City Ex. 1.0, 17:375-383.  The Commission should adopt adjustments to 

conform the proposed rate bases and revenue requirements to the Commission’s test year rules 

and practice.  

  2. Plant 
b. Accelerated Main Replacement Program Projects 

 
Most of Peoples Gas' cast iron and ductile mains were installed from the 1860s through 

the 1960s.  Over a long period of time, cast iron and ductile iron pipes deteriorate as the pipe 
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walls are diminished through corrosion.  Hayes, NS-PGL Ex. 14.0 at 7:157.  The process of 

deterioration and corrosion described by the PGL’s witness Phillip Hayes worsens over time, if 

left unremedied.  Feb 5 tr. 192.  The resulting soft and thin pipe walls could leak gas or rupture 

entirely.  Feb 5 tr. 193.  Since gas is flammable, leaks or ruptures could result in fire or 

explosions that would be dangerous to the public.  Id.  Though PGL maintains that safety is not 

an issue (Feb 6 tr. 375), the safety concerns are evident from the Companies’ own description of 

the current condition of its infrastructure.  Despite the main replacement index (MRI) PGL uses 

to identify the pipes most in need of replacement, (Hayes, PGL Ex. 14.0, 6-7:125-154), PGL 

acknowledges that the MRI priorities cannot catch all pipes that may present a public danger 

before they actually cause harm.  Feb 5 tr. 196.   

PGL is not in a position to assure the City, its customers, or the public at large that its 

corroded or deteriorated mains pipes do not present a public danger.  Leaks or a rupture followed 

by fire or an explosion would undeniably be a danger to the residents of Chicago.  Feb 5 tr. 193-

194.  Even Mr. Hayes could understand the City’s concerns about public safety.  Feb 5 tr. 194.  

And PGL recognizes the public safety benefits of accelerating the replacement of deteriorating 

and corroding mains.  Hayes, PGL Ex. 14.0, 4:75, 7:156.   

PGL made the decision to replace its predominantly cast iron and ductile iron main 

system in 1981.  At that time, PGL’s cast iron and ductile iron mains constituted 86% (3,450 of 

4,031 miles) of the mains in the system.  PGL’s studies showed that main replacement was 

advisable.  After replacing about 45 miles of mains per year, by the end of 2009, cast iron and 

ductile iron comprised 46% (1,870 of 4,086 miles) of the system mains.  Hayes, PGL Ex. 14.0, 

3-4:63-71, 5:-97.  Looking only at the mains to be replaced, after almost thirty years PGL had 
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replaced less than half the mains identified in 1981 as vulnerable to corrosion (1,870 of 3,450 

miles).  

In 2009, PGL proposed and the Commission accepted the Accelerated Main Replacement 

Program (“AMRP”), which was intended to achieve an accelerated replacement of the vulnerable 

mains in PGL’s system.  After reviewing information from 2009 similar to that summarized 

above, the Commission concluded that “accelerated system improvement has become a matter of 

the public interest more so than just a Company proposal.”  ICC Docket No. 09-0167, Final 

order of January 21, 2010 at 194.  Since 2009, PGL’s main replacement activity has been 

uneven, with only about 20 miles of mains replaced in 2009 and 2010.  Activity in 2011 

increased, with 155 miles of mains replaced.  Id., 5:97-104; but see Hayes, NS-PGL Ex. 49.0, 

7:161.  However, the mileage of vulnerable pipes actually removed from service is lower.  

Stopping the flow of gas through the pipes (de-gassing) lags installation of new pipe, because 

PGL’s customers must be migrated to the new pipes serving them before the old pipes can be de-

gassed.  Due to this construction sequencing, only 19 miles of cast and ductile iron main were 

retired in 2011.  Id., 5:109.   

PGL states that it plans to install approximately 360 miles of new mains and retire about 

250 miles of vulnerable pipes in 2012 and 2013.  That pace of replacement would exceed PGL’s 

2011 total of 155 miles, the most the utility has accomplished in a single year.  Id., 4-5:91-95.  

As welcome as such progress may be, PGL’s commitment to that plan is only conditional -- even 

though an annual cost of more than $200 million is part of its proposed test year revenue 

requirement.  PGL has not determined funding for AMRP activity beyond 2013.  Id., 9:202.   

In circumstances that call for action, PGL has made only a very tentative commitment to 

completing its replacement of these mains on the schedule approved by the Commission in 



21 

 

PGL’s 2009 rate case.  First, PGL no longer considers itself bound by its commitment to 

complete the main replacement program on an accelerated schedule.  Feb 6 tr. 416-418.  PGL’s 

explicit position is that it is no longer committed to complete the AMRP by 2030 because its 

Rider ICR was declared unlawful by the Illinois Appellate Court.  Id.  The utility has actual plans 

to continue AMRP only through 2013, its test year.  The fate of AMRP after that is uncertain.  

Hayes, PGL Ex. 14.0, 4:88.   

Second, PGL has already -- at this very early stage of its AMRP -- curtailed scheduled 

main replacements because of an apparently stronger commitment to its budgets.  PGL also plans 

to continue giving a higher priority to adhering to its budget than it will to completing the main 

replacements on the 20-year schedule.  Feb 6 tr. 442-443.   

Third, according to PGL’s Chief Financial Officer, James Schott, whether AMRP 

projects continue depends on PGL’s receipt of what it calls “timely and adequate” or 

“appropriate and timely” rate relief.  Feb 6 tr. 443; Hayes, NS-PGL Ex. 34.0, 8:174.  Mr. Schott 

was unable to provide a more precise measure of that precondition to accelerated main 

replacement.  The effect, as Mr. Schott acknowledged, is that the program may continue largely 

at PGL’s discretion.   

Q. . . . Did you have a particular level of return in mind? 
A. No. 
Q. So it would be up to you to determine whether it’s appropriate and 

timely recovery? 
A. Yes.  We would have to look at all the factors involved.   

 
Feb 6 tr. 445 (emphasis added). 

The Commission Staff has responded to these facts by “recommend[ing] that the 

Commission use its authority under Section 8-102 of the Public Utilities Act (220 ILCS 5/8-102) 

to conduct an investigation of Peoples’ AMRP.”  Buxton, Staff Ex. 20.0, 3:44.  Using the 
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expertise of an engineering consultant, the investigation (as proposed by Staff) would (a) assess 

the adequacy of PGL’s past AMRP performance and future AMRP plans, (b) develop a 

monitoring process for Commission oversight, (c) evaluate the adequacy of PGL’s management 

and construction capabilities, including coordination with other affected entities, and (d) look at 

PGL’s practices for tracking cost savings from AMRP.  The results of the investigation 

(including recommendation for improving aspects of AMRP) would be reported to the 

Commission through a public document and testimony in future rate proceedings.  Buxton, Staff 

Ex. 20.0, 4-8:62-151, 9:168.   

Staff expressed concerns about PGL’s ability to complete the AMRP in a timely and 

economical manner.  Id., 9:160, 10:186.  “My recommendations are designed to allow Peoples’ 

vital AMRP to continue in the face of evidence that the program is continuously behind schedule 

and falling further behind all the time and over budget.”  Id., 10:189.  Staff’s Mr. Buxton also 

stated “I believe that Peoples’ AMRP may be poorly organized and managed.”  Id., 14:302.   

Regardless of its decision on the Staff’s proposal, the Commission must reaffirm in the 

clearest possible terms that timely completion of the AMRP remains a Commission priority.  The 

Commission also must consider carefully whether meeting the evident need for expeditious 

replacement of vulnerable pipes can be contingent on earnings criteria PGL deems wholly within 

its discretion.  Feb 6 tr. 443-445.  Do public safety and reliable service permit timely completion 

of the AMRP to be subject to a precondition -- PGL’s perception of the adequacy of its profit 

level?  CUB-City find such conditions attached to what the Commission has called a matter of 

public interest an unacceptable qualification on PGL’s statutory obligation to maintain and 

operate its plant in a safe manner and to provide reliable service to its customers.  220 ILCS 5/8-

101, 8-102, 8-505.   
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Finally, the Commission must decide whether to accept the Staff recommendation for an 

investigation and the possible result of an increased level of Commission oversight of PGL’s 

AMRP.  CUB-City’s concerns embrace both PGL’s public safety responsibilities and PGL’s 

obligation to provide adequate and reliable gas utility service to City residents.  See 220 ILCS 

5/9-102.  If a higher level of Commission oversight were likely to impede AMRP completion, 

CUB-City could not support the Staff recommendation.  However, PGL’s evidence of an alleged 

adverse effect of a Commission investigation has not been persuasive.   

According to PGL, it already has engaged an engineering consultant that will bring many 

of the benefits expected from a Commission-retained expert.  Hayes, NS-PGL Ex. 49.0, 21:471.  

However, the work of the utility’s expert may have a focus that is less public oriented (and more 

aimed at utility objectives) than the assessment portion of Staff’s recommended process.  Staff 

has prudently segmented its recommended process to require an investigation first.  That phase 

of the process may demonstrate that further Commission involvement is not needed.  However, 

given the many miles of vulnerable pipes remaining in service, and the importance of replacing 

them before safety or service suffer, if the Commission finds merit in Staff’s unfavorable review 

of PGL’s AMRP efforts to date, getting a “second opinion” seems prudent.   

  3. Cash Working Capital 

a. Pass-Through Taxes 

The Commission should adopt the position of AG witness Mr. Brosch and Staff witness 

Mr. Kahle, and, consistent with its ruling in the Companies’ last rate case, give pass-through 

taxes zero revenue lag time in the cash working capital calculation.  ICC Docket 11-0280 cons. 

Final Order of January 10, 2012 at 52.  This is also consistent with Commission Orders in 

Commonwealth Edison Company (“ComEd”) Docket Nos. 10-0467 and 11-0721, 12-0321, and 
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Ameren Illinois Company (“AIC”) Docket Nos. 12-0001 and 12-0293.  Kahle, Staff Ex. 12.0, 

22:445-47, 23:455-57, ICC Docket No. 12-0001, Final Order of September 19, 2012 at 14, ICC 

Docket No. 12-0293, Final Order of December 5, 2012 at 38-39.   

As the Commission noted in Docket No. 11-0280 cons., if money is collected from 

ratepayers and held prior to the payment of taxes, then it should not be included in the cash 

working capital requirement.  ICC Docket 11-0280 cons. Final Order of January 10, 2012 at 52.  

The Companies admitted that pass-through taxes, with the exception of the ICC Gas Revenue 

Tax, are due and payable upon or after collection.  Brosch, AG Ex. 4.0, 57:1261-67.  Mr. Brosch 

reclassified the ICC Gas Revenue Tax so that it was no longer treated as a pass-through tax for 

purposes of his adjustment.  Id. at 62:1286-88.   

Although Commission decisions are not res judicata (City of Chicago v. Illinois 

Commerce Commission, 133 Ill. App. 3d 435, 440 (1st Dist. 1985), 220 ILCS 5/10-103, 10-

201(e)(iv)(A)), they are afforded deference.  However, Commission decisions are afforded less 

deference and require greater justification where they drastically depart from past Commission 

practice.  Business and Professional People for the Public Interest v. Illinois Commerce 

Comm’n, 136 Ill. 2d 192, 228 (1989) (“BPI I”).  In six of the Commission’s most recent public 

utility rate cases, the Commission has correctly assigned zero lag days to pass-through taxes.  No 

facts in this record warrant a departure from this determination; thus, the Commission should 

remain consistent with those decisions here and assign zero revenue lag to pass-through taxes. 

b. Pension/OPEB 
 

Consistent with the Commission-approved methodology used in the Companies’ last rate 

case, Docket No. 11-0280 cons., the Commission should include an expense lead for pension and 

Other Post-Employment Benefits (“OPEB”), as proposed by Mr. Brosch and Mr. Kahle.  Mr. 
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Brosch proposes using the expense lead of “Other O&M” while Mr. Kahle proposes using the 

expense lead of “inter-company billings” lead day timing rather than the Companies’ arbitrary 

assumption of zero payment lag days for pension and OPEB expenses.  Brosch, AG Ex. 4.0 at 

65:1460-63, Kahle, Staff Ex. 12.0, 19:369-70.  Mr. Kahle’s proposal, to use the expense lead 

days for inter-company billings, is consistent with the Companies’ own methodology in their last 

rate case, which was adopted by the Commission.  Kahle, Staff Ex. 12.0, 21:418-20.  CUB has 

adopted Mr. Kahle’s calculation as reflected in Attachments 1 and 2. 

  4. Retirement Benefits, Net 
The Companies’ pension assets should be removed from rate base, consistent with recent 

Commission practice.  This same issue has been addressed in the Companies’ last three rate 

cases.  In each case, the Commission did not allow the proposed inclusion of a pension asset in 

rate base and shareholder earnings on such ratepayer-supplied funds.  The pension asset in this 

case (as in the previous cases) was not funded with investor-supplied funds.  Smith, CUB-City 

Ex. 1.0, 18:398-99.  The Companies have not shown any difference in the facts in the instant 

record and have not advanced any new reason for a change in this Commission policy.  Id. at 

21:511-12; 19:414-19.   

 In the Companies’ most recent rate case, Docket No. 11-0280 cons., the Commission 

adopted Staff’s position to remove the Companies’ pension asset and associated ADIT from rate 

base because the pension asset was created with funds provided by ratepayers.  ICC Docket 11-

0280 cons., Final Order of January 10, 2012 at 32-33 (“Staff and GCI’s adjustments are 

supported by the evidence and remain consistent with the Commission’s conclusions about the 

pension asset in the 2007 and 2009 PGL rate cases.”).  Staff reasoned that shareholders should 

not earn a return on a ratepayer-funded pension asset through its inclusion in rate base.  Id.  Staff 
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noted in that case that such a conclusion would be consistent with the Commission’s conclusions 

about the pension asset in the 2007 and 2009 PGL rate cases, where the Commission denied the 

inclusion of the pension asset in rate base.  Id.   

 Commission decisions are not res judicata, and the Commission must decide this case on 

the evidence in the record.  City of Chicago v. Illinois Commerce Commission, 133 Ill. App. 3d 

435, 440 (1st Dist. 1985), 220 ILCS 5/10-103, 10-201(e)(iv)(A).  However, the Commission 

should give its own decisions the same deference they are given by courts on appeal.  In 

addition, Commission decisions are afforded less deference and require greater justification 

where they drastically depart from past Commission practice.  BPI I at 228 (1989).  To decide 

this issue in a manner different than it was decided in the Companies’ previous three rate cases, 

where the facts are substantially the same, would be a drastic departure and would reasonably 

require factual and policy bases for change that have not been provided in this record.  Smith, 

CUB-City Ex. 2.0, 49:1072-76.   

The Companies revised their amounts related to the pension asset that they are requesting 

to be included in rate base.  As described in NS-PGL Ex. 31.0, page 7, for Peoples Gas: 

For the 2013 test year, the initial filing reflected an accrued 
pension liability of $207,826,000 with a related regulatory asset of 
$280,441,000; reflecting a net pension asset of $72,615,000.  The 
updated forecasted balances for the 2013 test year are an accrued 
pension liability of $287,875,000 with a related regulatory asset of 
$352,537,000; reflecting a net pension asset of $64,662,000, a net 
decrease of $7,953,000.  

 
Similarly, as described at NS-PGL Ex. 31.0, page 7, for North Shore: 

For the 2013 test year, the initial filing reflected an accrued 
pension liability of $15,945,000 with a related regulatory asset of 
$17,821,000; reflecting a net pension asset of $1,876,000.  The 
updated forecasted balances for 2013 are an accrued pension 
liability of $24,999,000 with a related regulatory asset of 
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$24,134,000; reflecting a net pension liability of $865,000, a net 
decrease of $2,741,000. 

 
 In this case, CUB-City, Staff and AG have all made similar recommendations that no 

pension asset be included in rate base.  Consistent with the Commission’s rulings in previous 

Peoples Gas rate cases including Docket No. 11-0280 (cons.), the pension asset should be 

removed from rate base for various reasons, including the fact that it has not been funded by 

investors.  220 ILCS 5/9-211.  The adjustment to remove the pension asset should be updated to 

incorporate the Companies’ revised amount of $64.662 million.  Similarly, consistent with the 

Commission’s rulings in previous North Shore rate cases including Docket No. 11-0280 (cons.), 

where the facts were essentially the same or extremely similar, the net pension asset should be 

removed from rate base.  The adjustment to remove the net pension asset should be updated to 

incorporate the North Shore’s revised amounts which net to an $865,000 pension liability.   

5. Net Operating Losses 
a. 2012 Bonus Depreciation and Net Operating Losses 

 
For 2012, the Companies were allowed to take advantage of 50% bonus tax depreciation 

for certain new depreciable assets with a recovery period of 20 years or less.  See Smith, CUB-

City Ex. 2.0, 45:996-1001.  Therefore, rather than depreciating the asset equally over its life, a 

company (or utility) could depreciate 50% of the asset in its first year.  For example, if a 

qualifying asset was worth $250,000 and was expected to last 20 years, per normal accounting 

rules, $12,500 should be charged per year to the company’s expenses.  Using bonus depreciation, 

the utility could deduct 50% of the purchase price of the asset, $125,000, rather than only 

$12,500, in 2012.  If the company’s net profit for 2012 was $100,000, then after the $125,000 

deduction, the company would have a Net Operating Loss (“NOL”) of $25,000.  
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This 50% bonus depreciation was available in 2012 (Feb 8 tr. 736:12-15), and in the 

Companies’ last rate case, 11-0280 cons., the Companies proposed an adjustment to recognize 

the existence of a resulting NOL.  Staff Cross Exs. 12 and 13.  When asked in discovery about 

the 2012 NOL in this case, the Companies responded that their parent company, TEG, would be 

able to use the NOLs to obtain a tax benefit, and, thus, there was no rate base addition for 2012 

NOLs reflected by the Companies.  Staff Cross Exhibits 12 and 13, NS and PGL Schedule G-5.  

However, in the eleventh-hour, the Companies asserted -- for the first time – that they would use 

the 2012 NOL attributable to the bonus depreciation benefit.  The Companies’ inconsistent 

statements on a 2012 NOL and on how the Companies’ tax deductions, such as for depreciation, 

can be used on the consolidated income tax return (see Staff Cross Exhibits 12 and 13), should 

not result in any adjustment to the December 31, 2012 (beginning of the 2013 test year) opening 

balance of ADIT.   

It is possible that 2013 bonus tax depreciation on plant additions for 2013, which is 

deductible for federal income tax purposes in 2013, could have resulted in an NOL for the 

Companies for 2013.  However, 2013 bonus tax depreciation did not make any changes to the  

2012 bonus tax depreciation or the corresponding deductions claimed on the federal income tax 

return for tax year 2012.  Feb 8 tr. 736:4:11.   

An NOL, if caused by differences between book and federal income tax depreciation is 

required by federal tax regulations to be normalized, and increases rate base.  The rate base 

increase occurs because NOL decreases ADIT, and ADIT decreases rate base.  See Feb 8 tr. 

82:7-21.  The Companies stated that PGL-NS would incur an NOL for 2012 on a stand-alone 

basis but Integrys Energy Group Inc. (“TEG”) would be able to use the PGL and NS NOLs for 

2012 to reduce current or prior tax obligations of the consolidated group.  Staff Cross Exhibits 12 
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and 13, (“Similarly, for 2013, Peoples Gas would incur a NOL on a stand-alone basis, but TEG 

consolidated was assumed to absorb it.  This assumption was disclosed on Schedule G-5.”).  That 

response was provided in October, 2012; therefore, at that time, the Companies were aware that 

the 2012 tax benefit would result in an NOL for that year.  Staff Cross Ex. 12, Staff Cross Ex. 

13.  Thus, in all their case filings before surrebuttal, the Companies did not reflect any ADIT 

impact of 2012 NOLs in their rate base and stated that the Companies’ 2012 deductions, 

including 2012 bonus tax depreciation, would be usable in the TEG consolidated return, so there 

was no ADIT impact on the utilities for 2012 NOLs.   

The Companies changed this position dramatically on surrebuttal.  While they made the 

appropriate adjustment to reflect the availability 2013 bonus depreciation, they also stepped 

backward and claimed the existence of stand-alone NOL amounts not just for 2013 but also for 

2012.  NS-PGL Ex. 46.0, 36:868-76.  The Companies’ update to reflect 2013 bonus depreciation, 

and the corresponding 2013 NOL, should have had no impact on a potential 2012 NOL.  Indeed, 

as the Companies acknowledged in Staff Cross Exhibits 12 and 13, the 2012 NOLs were known 

for months prior to the filing of surrebuttal testimony, and the Companies indicated that TEG 

would be using the NOLs.  The December 31, 2012 balance for ADIT, which is the beginning 

ADIT balance for the 2013 test year, should reflect the utilities’ full use of 2012 federal bonus 

tax depreciation and no rate base add-back for 2012 NOLs because the Companies’ analysis, as 

stated in their direct and rebuttal filings and in response to specific discovery on this matter, 

indicated that their 2012 bonus tax depreciation could be fully utilized by Integrys on the 2012 

consolidated return in which NS and PGL participate. 

To justify such a dramatic change in presentation, the Companies claim the NOL for 

2012 and 2013 earlier, because the American Taxpayer Relief Act (“ATRA”) was not signed 
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until January 3, 2013.  Though it is true that the 2013 bonus depreciation was not assured until 

the President signed the ATRA in 2013, the 2012 bonus depreciation has been known since the 

inception of this rate case, and therefore could have and should have been claimed before the 

Company’s surrebuttal filing, after which intervenors to this proceeding had limited opportunity 

to test the information.  The Commission should not reward the Companies’ self-serving, 

eleventh hour reversal on this issue because the information necessary to claim the NOL was 

available to the Company much earlier.  Consequently, there should be no adjustment to 2012 

ADIT for any 2012 NOLs.   

b. 2013 Bonus Depreciation and Net Operating Losses 
 

On January 3, 2013, President Obama signed the ATRA, which extends the provision for 

50% bonus federal tax depreciation through 2013.  Smith, CUB-City Ex. 2.0, 45:996-99.  To be 

eligible for bonus depreciation, qualified property must be depreciable under the Modified 

Accelerated Cost Recovery System (“MACRS”) and have a recovery period of 20 years or less.  

Id. at 45:999-1001.  These requirements encompass a wide variety of assets.  Id. at 45:1002.  To 

qualify for the 50% bonus tax depreciation, the property must be new and placed in service 

before January 1, 2014 (January 1, 2015 for certain longer production period property and certain 

transportation property).  Id. at 45:1002-46:1005.   

Mr. Smith believes that most, if not all, of NS and PGL’s 2013 plant additions will 

qualify for 2013 bonus federal tax depreciation.  Id. at 46:1015-17.  Because of the timing of 

when the bonus federal tax depreciation was extended (the new law as signed on January 3, 

2013, as noted above), the ADIT amounts in the Companies’ direct and rebuttal filings did not 

reflect any impacts in the 2013 test year resulting from 2013 bonus tax depreciation. The result 
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of being able to claim 2013 bonus federal tax depreciation has the impact of increasing the 

Companies’ federal ADIT balances, subject to NOL-related limitations. 

As shown in CUB/City Ex. 2.1, PGL’s response to AG 20.01, PGL showed the impacts 

of 2013 bonus tax depreciation, which indicates the following two ADIT impacts: 

1)  ADIT credit balance increase of $47.619 million from 2013 bonus tax 
depreciation 

2)  ADIT rate base addition of $28.797 million for 2013 NOL attributable to 2013 
bonus tax depreciation. 

Similarly, for North Shore, CUB-City Ex. 2.1 page 25 of 41 shows these impacts from 2013 

bonus tax depreciation: 

1)  ADIT credit balance increase of $3.250 million from 2013 bonus tax depreciation 
2)  ADIT rate base addition of $3.097 million for 2013 NOL attributable to 2013 

bonus tax depreciation. 
These quantifications are labeled by NS-PGL as “preliminary estimates” but were at least 

conceptually consistent with the earlier responses of the Companies indicating that 2012 

deductions would be fully usable and the significant portions of the 2013 deductions noted above 

would be usable and would result in increasing the December 31, 2013 (end of future test year) 

balances for ADIT by the net of the amounts listed from CUB-City 2.1 noted above.   

The impact of 2013 bonus federal tax depreciation on 2013 test year ADIT balances 

should be fully reflected, subject to applicable NOL related limitations.  The amounts presented 

by the Companies in CUB-City 2.1 (response to AG 20.01) appear to represent the most 

reasonable quantified impacts on ADIT from 2013 bonus tax depreciation in this record.  Smith, 

CUB-City Ex. 2.0, 46:1012-19.   

Consequently, CUB/City recommend that the December 31, 2012 (beginning of the 2013 

test year) balance for ADIT reflect the full 2012 deductions for bonus federal tax depreciation in 

2012.  Additionally, the December 31, 2013 (end of the 2013 future test year) ADIT balance 
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should reflect the net increases in ADIT from 2013 bonus federal tax depreciation subject to the 

NOL-related offsets shown in CUB/City Ex. 2.1 discussed above.   

6. Accumulated Deferred Income Taxes 

a. Appropriate Methodology to Reflect Change in State Income 
Tax Rate 

 At issue here is the weighted average Illinois state income tax rate that should be used to 

record 2013 Deferred Income Tax Expense.  CUB-City Ex. 2.0, 42:912-43:914.  This issue 

primarily affects Deferred State Income Tax Expense.  In conjunction with the use of an average 

2013 future test year for rate base in this case, the adjustment to reduce Deferred Income Tax 

Expense should also be coordinated with an adjustment to increase State ADIT by one-half the 

amount of expense reduction to reflect the related impact on State ADIT on average 2013 rate 

base.  The typical journal entry to recognize the decrease in Deferred Income Tax Expense 

would involve reducing (crediting) Deferred Income Tax Expense and reducing (debiting) ADIT 

by the same amount to reflect the impact of the Illinois corporate income tax rates specified in 

the statute.  Smith, CUB/City Ex. 2.0, 31:670-73.  Said another way, the same amounts should be 

used for the impacts on Deferred Income Tax Expense and the related end-of-period ADIT.  Id. 

at 31:673-75.  If a year-end rate base were to be used (and it should not), the adjustment to 

reduced Deferred Income Tax Expense would result in an equal amount of increase to ADIT.  Id. 

at 31:676-78.  In the context of the 2013 future test year, where an average test year rate base is 

being used, it would be appropriate to reflect an increase to rate base for the average test year for 

one-half of the reduction to Deferred Income Tax Expense.  Id. at 31:679-82.  Accounting for 

Deferred Income Tax Expense and ADIT typically entails a two-sided journal entry where one is 

debited and the other credited, or vice versa.  Id. at 31:682-84.  Reflecting the adjustment to 

ADIT in the average 2013 future test year rate base would appropriately recognize the related 
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impact on ADIT that results from recording lower Deferred Income Tax Expense on average 

during the 2013 test year.  Id. at 31-32:684-87.  

The adjustment to reduce Deferred State Income Tax Expense must properly recognize 

the impact of the state income tax rates that are currently provided in the applicable Illinois 

income tax statute.  The Commission should apply standard utility normalization accounting for 

known changes in the Illinois State Income Tax Rate (“SIT”), just as it did in recent ComEd and 

Ameren formula rate cases.  Smith, CUB-City Ex. 2.0, 25:540-542, Smith, CUB-City Ex. 1.0, 

57-64:1589-1841.  Illinois temporarily increased its state corporate income tax rate, from 7.3% to 

9.5%, effective January 1, 2011 and effective through 2014.  CUB-City Ex. 1.0, 55:1522-24, id. 

at 57:1583-85.  The 9.5% tax rate is composed of two components, a 7.0% income tax and a 

2.5% personal property tax replacement income tax.  Id. at 55:1524-56:1527, citing 35 ILCS 

5/201(b)(10), 35 ILCS 5/201(d).  In the years 2015-2024, the Illinois corporate income tax rate 

will be 7.75%, and beyond 2025 the rate will be 7.3%.  CUB-City Ex. 1.0, 57:1584-1585.  

Because the Illinois state corporate income tax rates specified in the statute decline in 2015 and 

2025, a weighted average state income tax rate must be used to compute Deferred State Income 

Tax Expense, so that the lower tax rates used to determine deferred expense in later years are 

properly recognized in calculating the deferred liability used in this case.    

The Company’s approach, in contrast, ignores the known future decline in state tax rates.  

The effect of the Companies’ approach is to overstate the Companies’ Deferred State Income 

Tax Expense, increasing their revenue requirements.  The future changes in state income tax 

rates that are specified in the current Illinois statute are required to be recognized under generally 

accepted accounting principles, for proper regulatory accounting and to be consistent with a 

proper application of the Commission’s income tax normalization guidance from the 
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Commission Order in Docket No. 83-0309. CUB-City Ex. 2.0, 29-30:634-40.  Ignoring the 

known future tax rate changes, the Companies used a static state income tax rate of 9.5% to 

compute deferred state income tax expense for gas plant related timing differences.  Id. at 

65:1875-77, 66:1896-97.  This fails to reflect the known reductions in the Illinois state income 

tax rate. 

The NS/PGL position on this issue is not only inconsistent with the Commission’s 

treatment in the ComEd and Ameren cases cited above, in which the reduction to Deferred State 

Income Tax Expense was recognized, it also appears to be based on a biased mis-interpretation 

of the Commission’s Order in Docket No. 83-0309, (“Order 83-0309”) which addressed the need 

for consistent tax normalization accounting by Illinois utilities.  In Order 83-0309, one of the 

objectives is to have consistency for income taxes among Illinois utilities.  Feb 8 tr. 717:8-12.  

That Order stated: “such uniform treatment for ratemaking purposes of such deferred tax 

accounts for Illinois utilities which utilize deferred tax accounting should be adopted in each 

utility’s next rate filing...”  Smith, CUB-City Ex. 2.0, 42-43:932-36.  The methodology Mr. 

Smith advocates is consistent with the Commission’s decisions in Docket Nos. 12-0321 and 12-

0293, where the Commission applied its own Order 83-0309 guidance to precisely the same tax 

situation in dispute this case.  Id. at 42:927-28.  If normalization accounting for the Illinois SIT 

rates specified in the state tax law that has been applied by ComEd and Ameren is not also 

applied by PGL and NS, uniform treatment would not be achieved.  Id. at 43:936-39. 

In an attempt to undermine the approach of Staff, AG and CUB-City witnesses, which is 

consistent with Commission decisions in the recent ComEd and Ameren dockets, Mr. Stabile 

mischaracterizes the treatment proposed by CUB/City witness Smith and AG witness Brosch as 

“flow through” accounting.  Stabile, NS-PGL Ex. 30.0 at 6:127-29.  Contrary to Mr. Stabile’s 
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criticisms, Mr. Smith’s approach is not “flow through” accounting, which generally reflects 

passing through to ratepayers the tax savings associated with a tax deduction in the current 

period, rather than establishing a Deferred Income Tax Expense to normalize that deduction.  

Smith, CUB-City Ex. 2.0, 27:581-28:596.  That is not what is at issue here.  The issue here is 

how to properly calculate the normalization of Deferred Income Tax Expense that is affected by 

known future state corporate tax rate changes.  Id. at 28:596-98.  Furthermore, neither ComEd 

nor Ameren applied “flow through” accounting for their recognition of the lower amount of 

Deferred State Income Tax Expense to recognize the known Illinois state corporate income tax 

rates, and that is not what Mr. Smith proposes here.  Mr. Smith, like ComEd and Ameren, used 

normalization accounting for Illinois state income taxes.  Id. at 29-30:638-40. 

While Mr. Stabile claims that the average rate assumption method (“ARAM”) is the 

appropriate accounting treatment of state income taxes, and he references the Order 83-0309 as 

support, his presentation is conceptually incorrect.  Order 83-0309 did not address future changes 

in the Illinois state income tax rate.  Smith, CUB-City Ex. 1.0, 64:1849-1851.  Instead, it 

concerned past changes in the federal income tax rates that resulted from the Reagan corporate 

income tax rate cuts and did not address known future rate changes.  Id. at 64:1848-1849.   

The Company further misinterprets and misapplies the guidance provided in the Order 

83-0309, by claiming that it calls for the ARAM method.  Stabile, NS/PGL Ex. 30.0 at 4:100-01.  

That guidance required that: 

Illinois utilities subject to the Commission’s jurisdiction over rates 
which utilize deferred tax accounting shall for ratemaking purposes 
account for reversals resulting from changes in federal and 
Illinois corporate income tax rates deferred in prior years at 
the weighted average rates at which such deferred taxes were 
originally recorded. 
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ICC Docket 83-0309 Final Order (cited by NS-PGL Ex.30.0, 11-12:269-74) (emphasis added).  

Mr. Smith’s analysis complies with this stated policy.  In years following 2013, when the 

Deferred Income Taxes initially recorded in 2013 are being reversed, the same weighted average 

state income tax rates that were used for the initial recognition should continue to apply when 

accounting for those reversals.  CUB-City Ex. 2.0, 42:921-24.   

Like ComEd and Ameren, the Companies are subject to the same GAAP, Internal 

Revenue Code, APB Accounting Rules, and Commission guidance for deferred income taxes.  

The Commission’s determination was articulated almost 30 years ago in the Order 83-0309 (Feb 

8 tr. 774:10-15).  ComEd and Ameren have applied that guidance appropriately, whereas 

NS/PGL have not.  As Mr. Fruehe described in the ComEd formula rate docket (Docket No. 12-

0321), the application of ARAM from Order 83-0309 did not negate the need for ComEd’s 

adjustment to reduce Deferred State Income Tax expense to properly recognize known state 

income tax rate changes that are currently prescribed in the applicable Illinois statutes.  Smith, 

CUB/City Ex. 2.0, 28:603:13.   

 The methodology used by Mr. Smith applies standard utility normalization accounting for 

known, statutorily specified Illinois state income tax rates to compute Deferred Income Tax 

Expense.  CUB-City Ex. 2.0, 27:569-571.  Generally Accepted Accounting Practices (“GAAP”) 

and regulatory accounting require recognition of the lower Deferred Income Tax Expense.  Id. at 

28:614-16.  The Companies’ proposal is not consistent with GAAP.  Id. at 34:751-53.  The 

Companies rely in part on Accounting Principles Board Opinion No. 11 (“APB 11”), cited in 

Order 83-0309, as the basis for their position.  NS-PGL Ex. 30.0 at 11:258-59.  However, as Mr. 

Stabile himself stated, that opinion was issued in the 1960s, and it is no longer part of Generally 

Accepted Accounting Principles.  Feb 8 tr. 718:21-719:1.  The opinion on which the Companies 
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rely was superseded and replaced by Financial Accounting Standards Board (“FASB”) Statement 

No. 109 and Accounting Standards Codification (“ASC”) Section 740.  Id. at 719:9-12, CUB-

City Ex. 2.0, 41:896-97.  ASC 740 represents the current GAAP codification on accounting for 

income taxes.  Feb 8 tr. 719:13-17, Smith, CUB-City Ex. 2.0, 41:897-98.  Under ASC 740, 

deferred income tax impacts of temporary book-tax basis differences are to be accounted for at 

the statutory income tax rates.  CUB-City Ex. 2.0, 41:898-900.  Therefore, in accordance with 

GAAP, the weighted average statutory state income tax rates should be applied to compute 

Deferred Income Tax Expense.  Id. at 42:919-20.    

 Mr. Smith’s approach is the only reasonable interpretation of the pertinent accounting 

prescriptions (Order 83-0309, GAAP and regulatory accounting) and past Commission decisions 

relating to the accounting for known statutory changes in state income tax rates, and it should be 

adopted by the Commission.  

V. Operating Expenses 

C. Potentially Contested Issues 

1. Incentive Compensation 
 

As a result of the O&M “cost control” metric, the Commission should disallow one-half 

of the Companies’ Non-Executive Incentive Compensation Plan (the “Plan”) costs, amounting to 

$5,764,152 for PGL and $878.142 for NS.  CUB-City Ex. 2.0, 15:311-314. Non-Executive 

Incentive Compensation Plan expense related to this same type of metric was not included in 

allowed expenses in the Companies’ last rate case.   

Certain employees of IBS participate in the Integrys Non-Executive Incentive Plan, half 

of which is weighted on meeting specific O&M cost control targets.  The costs at issue are the 

portions of the total expense allocated to the Companies.  The Plan pays out under this particular 
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metric if O&M expenses are reduced by certain amounts, measured against the 2013 budget 

submitted in this proceeding.  Cleary, NS-PGL Ex. 29.0 at 7:150-156.  Those levels are 

measured not specifically on NS/PGL performance, but are for all the companies in the Integrys 

family, including the performance of IBS affiliates in other states.  Feb 4 tr. 124:1-12.  As Ms. 

Cleary testified, the target is a “roll-up” of the targets of all IBS affiliates.  Feb 4 tr. 126:8-18.  

Thus, the Plan contemplates payouts under the O&M metric of the Non-Executive Incentive Plan 

even if NS and PGL do not meet their individual targets.  That is, the Companies’ ratepayers are 

expected to pay incentive compensation even if no cost reduction is achieved for the Companies.  

Feb 4 tr. 127:9-15.  If O&M expense, across all IBS affiliates, beats budgeted levels, the Plan 

pays out under the O&M cost control metric, whether or not Illinois ratepayers receive a cost 

reduction that will be reflected in their rates.  NS-PGL Ex. 29.0, 7:150-156. 

Moreover, the Companies have not provided the 2013 Non-Executive Incentive 

Compensation Plan for review in this proceeding.  The Plan for which costs are included in the 

proposed revenue requirement is not a part of this record.  Indeed, the Plan has not yet been 

finalized; there is nothing that assures the payout requirements will be beneficial to ratepayers in 

any way.   Feb 4 tr. 141:8-12, Smith, CUB-City Ex. 2.0, 16:327-330.  Although the Companies 

assert that the 2013 Plan it will be substantially similar to the 2012 Plan, they have provided no 

actual 2013 numbers.  Feb 4 tr. 141:13-17.  The Companies have thus provided no reliable basis 

or support for the projected plan expense or for a ratepayer benefit.  Smith, CUB-City Ex. 2.0, 

16:330-331. 

The Commission should only allow recovery of incentive compensation costs in rates if 

the utility demonstrates tangible benefits to ratepayers.  In re Northern Illinois Gas Company, 

ICC Docket 04-0779, Final Order of September 20, 2005 at 44.  The utility bears the burden to 
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establish such tangible benefits to ratepayers to prove that recovery of incentive compensation 

costs is just and reasonable.  Id., citing 220 ILCS 5/9-201(c).  Staff witness Mr. Ostrander agrees 

that incentive compensation expenses for which the Companies have not demonstrated tangible 

net benefits to ratepayers are not just and reasonable.  Staff Ex. 3.0 at 5:83-86.  

There are two reasons Mr. Smith’s proposed disallowance of the Companies’ Non-

Executive Incentive Compensation Plan costs tied to the O&M savings metric is appropriate.  

First, the Companies failed to show that the metric has a net benefit to ratepayer; in other words, 

the incentive compensation payout under the metric may exceed the “savings” on which they are 

based.  Second, recovery of incentive compensation related to this metric would result in double-

recovery for the Companies – the Companies would recover their full 2013 O&M budget, 

although actual spending is lower than projected for ratemaking purposes, while also recovering 

through rates the incentive compensation paid out as a result of beating that budget. 

a. The Metric Has Net Benefit for Ratepayers 
 

The award of Non-Executive Incentive Plan compensation based on O&M cost control 

should only be charged to ratepayers if the Companies can demonstrate that ratepayers are 

obtaining a net benefit, a point with which the Company apparently agrees at least conceptually.  

As to one specific measure of benefit, NS/PGL Vice President Mr. Schott conceded that the 

amount of incentives paid under the incentive compensation program should not exceed the 

savings created by such incentives.  Feb 6 tr. 400:6-11.  The O&M metric in the Plan is intended 

to produce O&M savings through productivity gains, but the Companies have not reflected the 

impact of such productivity gains as an offset against their 2013 test year forecasts.  CUB-City 

Ex. 2.0, 17:352-354.  The Companies have not demonstrated that productivity gains will be 

achieved as a result of the O&M metric of the NEIP, or that those gains will exceed the NEIP 
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cost.  If productivity gains are not achieved, then the metric is not cost-effective or prudent.  Id. 

at 18:363-365. 

Though the Companies argue that their selected metrics have been effective in achieving 

cost savings, their O&M expenses are, in fact, increasing significantly.  Smith, CUB-City Ex. 

2.0, 17:347-51.  The Companies’ position is that the O&M cost control metric generally reduces 

the level of expenses that will need to be recovered in future rate cases, because budgets tend to 

build on each other.  Gregor, NS/PGL Ex. 25.0, 5:108-10.  However, the Companies admit that it 

is not possible to show a direct link to specific savings as a result of the O&M cost control 

metric.  Id.  Indeed, it would be difficult to do so, since their O&M budget has, by their own 

calculations, significantly increased year-over-year despite the existence of the O&M cost-

control metric.  See NS/PGL Ex. 45.0 at 6:118.  PGL projects a 9% O&M increase for 2013 over 

its 2012 budget.  Id.  The Companies cannot point to any place where the Companies reduced the 

2013 budget to account for this metric, Feb 4 tr. 130:4-9, and the budgeted 9% increase suggests 

that insufficient O&M savings are being reflected in the Companies’ proposed revenue 

requirement.  Smith, CUB-City Ex. 2.0, 18:366-67. 

b. The Companies’ Proposal Results in Double-Recovery 
In the event that the Companies, and IBS as a whole, do beat their 2013 O&M budgets, 

there is no mechanism to pass those savings on to ratepayers.  Feb 4 tr. 129:5-10.  In this 

proceeding, the Commission will approve a NS/PGL 2013 revenue requirement that assumes that 

the Companies meet, but do not beat, their 2013 O&M budget.  However, the Companies ask to 

recover their 2013 O&M budget, as well as incentive compensation pay-outs that assume the 

Companies have, in fact, spent less that the O&M budget they propose be included in rates.  If 

the Commission approves recovery of both the entire 2013 O&M budget and the Non-Executive 
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Incentive Plan payout costs, the Companies will over-recover.  If the Companies achieve their 

“cost control” goals, and spend less than their budgeted O&M, the Companies (and their 

shareholders) retain the savings.  If the Companies do not achieve their “cost control” goals, and 

the Non-Executive Incentive Plan is not paid out, the Companies (and their shareholders) retain 

the amount included in their revenue requirement based on the assumption that it would, in fact, 

be paid out.  Feb 4 tr. 137:21-138:5.  In either scenario, the Companies over-recover their actual 

costs, and the resulting rates are not just and reasonable.  In fact, since the Companies 

acknowledge that savings should exceed incentive compensation payouts, under that standard the 

Companies still over-recover, by retaining the savings net of the incentive compensation payouts 

for themselves, not ratepayers. 

The Companies agree that the amount of incentives paid under the incentive 

compensation program should not exceed the savings created by such incentives.  Feb 6 tr. 

400:6-10.  The Companies further admit that they could pay for the incentive compensation 

related to this metric out of the savings retained from beating their O&M budget.  Feb 4 tr. 

129:12-18.  That is what the Commission should require.  Requiring ratepayers to fund this 

incentive compensation plan expense, which may or may not be paid out (and if it is paid out, it 

will be because the Companies saved money elsewhere) is not just and reasonable.  The 

incentive compensation cost could and should be paid out of the retained savings from which it is 

derived.   

CUB-City therefore request that the Commission adopt Mr. Smith’s proposal to disallow 

of the utilities’ NEIP costs associated with the O&M savings metric.  
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2. Non-union Base Wages  
 The Commission should adopt the adjustment of Staff witness Mr. Ostrander in his Staff 

Exs. 13.02 N and P to reduce the increase for non-union wages to a more reasonable level.  The 

Companies project an increase of 3.45%, even when the 2012-2016 Consumer Price Index 

(“CPI”) inflation rate is forecasted to be only 2.28%.  Ostrander, Staff Ex. 13.0, 9:160-70.  Mr. 

Ostrander used the CPI rate to escalate the Companies’ 2011 actual non-union base wages to 

determine test year non-union base wages.  Id. at 9:170-10:172.  The Companies’ proposed 

methodology is the same as that proposed by the Companies in their last rate case, which was 

rejected by the Commission.  Id. at 10:185-87.  The evidence in the instant record demonstrates 

that the utilities’ projected wage and salary escalation is not reasonable.  Even the Companies’ 

own cited support, the Bureau of Labor Statistics Employment Cost Index (“BLS index”), shows 

that during the 12 months ending September 2012, wages and salaries increased only 2.3%.  Id. 

at 11:196-201.  The Commission should adopt Mr. Ostrander’s reasonable non-union base wages 

increase, rather than the Companies’ unsupported, inflated estimates. 

3. Vacancy Adjustment 
As with any company the size of Peoples or North Shore, it is common to have work 

force vacancies at a given point in time.  CUB-City Ex. 1.0, 48:364-366.  Vacancies occur, and 

some time lag between the vacancies occurring and the positions being filled also occurs.  Id. at 

48:369-71.  However, in projecting their labor costs, the Companies assumed that every 

budgeted position was filled throughout the 2013 test year.  Id. at 48:367-69.  That is an 

unrealistic projection for any large company, particularly in light of the fact that the actual level 

of filled positions was substantially below the Companies’ budgeted work force levels in each 

month of 2012 through September.  Id. at 50:398-400.  Moreover, the Companies’ 2013 

projections include additional positions, above the 2012 budgeted levels.  CUB-City Ex. 2.0, 
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23:488-491.  Since the Companies have historically been running substantially under their 

budgeted level of FTEs (Smith, CUB-City Ex. 2.0, 23:482-84), it is even less likely that the 

Companies’ will actually incur projected costs based on every old and new position being filled 

as of January 1 and remaining filled throughout the year to December 31.   

CUB-City witness Mr. Smith calculated a vacancy adjustment for each company by 

averaging their actual percentage of vacant positions for the first nine months of 2012.  CUB-

City Ex. 1.0, 51:420-31.  January 1 – September 30, 2012, North Shore averaged 4.5 vacant 

positions—a vacancy rate of approximately 2.661%.  Id. at 51:423-424.  During that time, the 

budgeted average of IBS full-time equivalent (“FTE”) positions allocated to North Shore 

averaged was 1,370, but the actual filled positions averaged only 1,313—a difference of 57 

vacant positions, or a vacancy rate of 4.1450%.  Id. at 51:425-27.   

From January 2012 through September 2012, Peoples averaged 72.5 vacant positions, a 

vacancy rate of approximately 5.6%.  The budgeted average of IBS FTE positions allocated to 

Peoples during that time was 1,365, though the actual FTEs were only 1,307—leaving 58 vacant 

FTEs.  These are reflected in CUB-City Ex. 1.2, schedule C-2. 

A more reasonable methodology is to use an average of the “open positions” that the 

Companies had not filled at the beginning of the test year, but might fill by the end of the test 

year.  Id. at 23:491-94.  That is consistent with the use of an average test year, reflecting that 

open positions are filled gradually during the 2013 test year.  Id. at 491-98.  Given the 

remoteness of the Companies’ assumption of 100% fill for 365 days, an average that 

acknowledges the reality of vacancies is the more accurate, realistic projection.   

The Companies’ complaints that an adjustment for vacancies should not include pensions 

and postretirement benefit costs, which would not be relevant to new hires, are misplaced, as Mr. 
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Smith had not included those items in the quantification of employee benefits for his vacancy 

adjustment.  CUB-City Ex. 2.0, 24:502-06.   

The Commission should acknowledge the fact that the Companies will have vacancies 

throughout the year, and adopt Mr. Smith’s adjustment. 

4. Distribution O&M 
a. Plastic Pipefitting Remediation Project  

 
The Commission should adopt the recommendation of Staff witness Mr. Seagle to 

exclude all O&M expenses, $2,000,000, associated with the Plastic Pipe fittings Remediation 

Program (“PPRP”) for the 2013 test year.  Seagle, Staff Ex. 16.0, 7:130-133.  PGL had used 

plastic fittings that did not comply with industry standards in 49 CFR 192.63, and the PPRP is a 

remediation project to replace those non-compliant fittings.  Seagle, Staff Ex. 6.0, 6:150-54.  

PGL failed to demonstrate that the costs associated with the project were just and reasonable.  

Moreover, if PGL had initially complied with the Commission’s Rules, the Company would not 

have incurred these costs.  Seagle, Staff Ex. 16.0, 7:135-41.  Though the Companies argue that 

they had a “special permit” that allowed them to not comply with 83 Ill. Admin. Code 590, Staff 

witness Mr. Burk contested that assertion and concluded that customers should not bear recovery 

of costs associated with the utility’s failure to timely comply with Commission Rules.  Burk, 

Staff Ex. 19.0 at 6:103-06.  The Commission should not burden ratepayers with these expenses, 

which would not have been necessary had the Company complied with the Commission’s rules. 

b. Legacy Sewer Lateral Cross Bore Program 
 

The Commission should adopt Staff witness Mr. Seagle’s recommendation to remove all 

of NS/PGL’s expenses associated with the Legacy Sewer Lateral Cross Bore Program (“Cross 

Bore Program”).  The Cross Bore Program is intended to locate existing cross bores (the 
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intersection of NS/PGL plastic main service with an existing sewer main or sewer lateral) and 

reroute the plastic main or service below, above, or around the existing sewer facilities.  Seagle, 

Staff Ex. 6.0, 12:276-301.  The Companies added these costs in their supplemental direct 

testimony, nineteen business days before the filing due date for Staff and Intervenor direct 

testimony, without adequate support for their calculations or rationale for why customers should 

pay for remediation of  facilities Peoples Gas personnel improperly installed initially.  Id. at 

13:319-14:324.  The Companies claim that “standard industry practices and procedure may not 

have prevented all cross bores,” and that cross bore situations were beyond their control.  Hoops, 

NS-PGL Ex. 28 at 7:142-46.  Staff witness Burk found that the Companies’ procedures for 

avoiding cross bore situations were either inadequate or were not followed.  Mr. Burk concluded, 

therefore, that the utilities should bear the responsibility and burden of all costs associated with 

the Program.  Burk, Staff Ex. 19.0, 5:77-79.  The Commission should make the adjustment 

supported by Mr. Seagle and Mr. Burk and remove all Legacy Sewer Lateral Cross Bore 

program costs from NS/PGL’s revenue requirements. 

c. New Chicago Department of Transportation Regulations 
 
 The estimates that PGL provided for their expense of complying with Chicago 

Department of Transportation (“CDOT”) regulations is inadequately supported and likely grossly 

over-estimated, based on PGL’s previous over-estimations of such expenses.  Smith, CUB-City 

Ex. 2.0, 52:1154-57.  Peoples has requested increased O&M expenses of $13.9 million, based on 

its estimates of various CDOT regulation expenses.  Id. at 49-51:1085-1124.  The Companies did 

not identify these extraordinary expenses in their direct filing, but included the request in 

Supplemental Direct Testimony filed in November 2012, even though the new CDOT 

regulations became effective in July 2012.  Id. at 51:1129.  CUB/City witness Smith 
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recommends an adjustment to reflect a more reasonable estimate of 2013 CDOT-related 

expenses. 

In July 2012, the City of Chicago’s Department of Transportation put into effect 

regulations that require greater coordination of street and right of way construction, by utilities 

and other entities, with the City’s schedule of street maintenance and reconstruction.  Hoops, 

NS/PGL Ex. 20.0, 1:12-18, 2:34-40.  The regulations also modified the restoration standards for 

entities whose work disturbed prior street maintenance or reconstruction work.  Id. at 3:51-55. 

From July through December 2012, PGL’s total of such compliance expenses was 

$1,021,163, and the average monthly expense October through December 2012 was $289,858 

per month.  Id. at 51:1131-34.  That is far less than PGL’s 2013 monthly forecasts.  Id. at 

52:1143-1145.  One explanation suggested by PGL testimony is that the CDOT regulations may 

be implemented differently than PGL originally assumed.  CUB-City Ex. 1.0, 52:1141-43.  PGL 

is seeking clarifications from CDOT concerning many aspects of implementing the new CDOT 

regulations, and those inquiries suggest such differences between PGL’s asserted expectations 

and actual CDOT implementation are possible.  Id. at 51-52:1139-41.  However, the dramatically 

increased amounts proposed are speculative, lacking an empirical basis and based on pure 

supposition (that past implementation of the CDOT regulations will change).   

 The Company’s actual compliance expenses for the most recent known quarter, October 

through December 2012, should be used as the most reliable basis for estimating the 2013 

charges.  Id. at 52:1148-51, 52:1157-59.  Mr. Smith therefore used that quarter to compute an 

annualized allowance for the impact on O&M Expense resulting from the new CDOT 

regulations.  Id. at 52-53:1159-62.  While PGL estimates an allowance of $13,932,372 for 2013 

CDOT charges, using the Company’s most recent actual experience of $289,858 per month, the 
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2013 allowance should actually be $3,478,000 ($289,858 x 12, rounded).  Id. at 53:1162.  The 

extraordinary level of these expenses deserves much higher scrutiny than the Company’s 

speculative estimates permit, considering they do not reflect recent actual experience.  

Furthermore, the requested costs do not appear to reflect any further input from CDOT 

concerning how to interpret the new regulations; those responses may ultimately make 

compliance less costly than estimated by PGL.  PGL did not put forth substantial evidence to 

support a claim that the volume of work will increase at the dramatic rate their current estimates 

suggest.  Consequently, PGL’s estimates should be rejected as speculative, and the most recent 

actual information should be used as the basis for the ratemaking allowance.  Mr. Smith’s 

adjustment to CDOT expenses should therefore be adopted. 

6. Administrative and General 
a. Adjustments to Integrys Business Support Costs 

 
The Commission should adopt the adjustment of AG witness Mr. Brosch to remove 

certain costs of NS/PGL affiliate Integrys Business Support that have been billed to NS/PGL.  As 

Mr. Brosch explained, the Companies failed to meet their burden of proof by explaining its bases 

for the very large projected cost increases.  Brosch, AG Ex. 1.0, 48-49:1100-11.  He identified 

“unexplained variances,” which were greater than the increases caused by general wage 

increases and for general inflation.  Id. at 49:1112-21.  The Commission should adopt the 

adjustments set forth in AG Exs. 4.1 and 4.2, Schedule C-8, to remove IBS affiliate charges for 

which the Companies did not meet their burden of proof, and failed to establish that these 

charges were just and reasonable.   

b. Advertising Expense 
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 The Commission should adopt the adjustments of Staff witness Mr. Ostrander to remove 

advertising expenses that are of a promotional, goodwill, or institutional nature.  These expenses 

are expressly prohibited by Section 9-225 of the Public Utilities Act.  While the Company agreed 

to remove certain event sponsorships for which they initially sought recovery, they contended 

that certain other sponsorships were recoverable.  Moy, NS-PGL Ex. 26.0 at 6-7:127-133.  The 

Companies also continue to request recovery of certain promotional costs such as employee 

apparel and Company logoed pens, key chains, pencil pouches, etc.  Ostrander, Staff Ex. 3.0 at 

19:380-82.  Such costs are clearly prohibited by the PUA.  The Commission should therefore 

adopt the adjustments proposed by Mr. Ostrander in Staff Exs. 13.03 N and P to remove 

promotional and goodwill advertising expenses. 

c. Charitable Contributions 
 

The Commission should adopt the adjustment set forth in Staff witness Mr. Ostrander in 

Schedule 13.05 P to Charitable Contributions.  Certain of the charitable contributions for which 

Peoples Gas seek recovery are for institutions outside of its service territory.  Ostrander, Staff 

Ex. 3.0 at 21:413-17.  The Commission has addressed the issue of charitable contributions made 

outside of a utility’s service territory in ComEd Docket Nos. 11-0721 and 10-0467 and Ameren 

Docket No. 12-0001, where such contributions were disallowed.  Id. at 22:427-23:442.  Although 

charitable contributions may be considered by the Commission as an operating expense, 220 

ILCS 5/9-227, the Commission has noted concern that, particularly in the current economic 

climate, “every dollar will make a difference” to ratepayers and thus charitable contributions 

must be closely examined by the Commission.  ICC Docket 11-0282 Final Order of January 10, 

2012 at 31.  Charitable contributions are a discretionary expense not necessary for the provision 

of save and reliable service.  While utilities – like any corporation – are free to make 
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contributions to charities of their choice, the PUA contains explicit requirements that must be 

considered if such costs are to be recoverable from ratepayers.  Id., 220 ILCS 5/9-227. 

Mr. Ostrander’s adjustment to PGL/NS’s Charitable Contributions expense is reasonable 

and follows the PUA and previous Commission decisions on the limitations of ratepayer-funded 

charitable expenditures and should therefore be adopted. 

d. Institutional Events 
 
 The Commission should adopt the adjustments of Staff witness Mr. Ostrander to reduce 

test year miscellaneous operating expenses for “institutional events annual fund-raising support,” 

which represent promotional, goodwill advertising.  As noted above, such advertising is 

expressly prohibited by Section 9-225 of the Act.  While the Companies agreed to certain of Mr. 

Ostrander’s adjustments, they continue to seek recovery of certain events they admit include   

name recognition, food and “entertainment,” claiming they provide “public welfare and 

educational benefits.”  Moy, NS/PGL Ex. 26.0, 9-10:186-208.  As Mr. Ostrander stated, 

characterizing these events as charitable is misleading; “The Companies already make charitable 

contributions to a number of these organizations in addition to providing support for their 

fundraising events.”  Ostrander, Staff Ex. 13.0, 18-19:353-59.  The Commission should disallow 

recovery of these costs and should not be persuaded by the Companies’ attempt, in the Rebuttal 

phase of this case, to re-characterize these costs as charitable.  

7. Depreciation 
a. Bonus Depreciation  

 
See section VI.C.5 supra. 

8. Invested Capital Tax Computation and Derivative Adjustments 
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The Companies computation of their invested capital tax uses accruals of invested capital 

tax that, according to the Companies’ original descriptions of their accounting, would be 

recorded in 2014 – one year beyond the 2013 test year.  Smith, CUB-City Ex. 2.0, 13:274-

14:277.  The Companies’ chose a 2013 test year for this case, and the amount of Invested Capital 

Tax included in the revenue requirement should be based on expenses that are expected to be 

recorded in 2013.  Id. at 14:277-80.   

The amount of Invested Capital Tax accrued in each year is based on the invested capital 

tax shown a utility’s return for the prior year.  Smith, CUB-City Ex. 2.0, 12:231.  The amounts 

for Invested Capital Tax recorded in 2012 were based on monthly and quarterly amounts that 

were derived from the prior year ICT tax return.  CUB-City Ex. 2.0, 12:233-39, citing AG 10.13 

(included at CUB-City Ex. 2.1 at 8-9).  The Commission’s objective should be to identify the 

best estimates of the amounts of Invested Capital Tax that will be recorded as expenses on the 

Utilities’ books during the 2013 test year that is being used as the basis for determining the 

Utilities’ revenue requirement.  Smith, CUB-City Ex. 2.0, 12:224-27.  The CUB-City 

recommendation does just that.  The Companies’ position does not.  The Utilities have stated in 

numerous places that the estimated tax liability amounts to be recorded as expense for Invested 

Capital Tax in an accounting year are based upon the amounts shown in the last year’s tax return.  

As one example of this, the Companies’ response to AG 8.20(c) states that: 

The Illinois Invested Capital tax is recorded on the books as a 
monthly accrual.  The monthly accrual is based upon last 
year’s tax divided by twelve (months).  Additionally, quarterly 
estimated tax payments are made against this accrual.  These 
quarterly estimated tax payments are also based upon last year’s 
tax divided by four (quarters). 

 
Smith, CUB-City Ex. 2.1 at 8-9 (emphasis added).   
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Thus, the amount for ratemaking for a 2013 test year should in turn be based on the 

amounts shown on the Companies’ 2012 tax returns.  Smith, CUB-City Ex. 2.0, 12:228.  An 

accurate statement of the Companies’ Invested Capital Tax expense should be based on its 2012 

Invested Capital Tax amount – computed in the same manner that the Companies admit they will 

accrue that expense (a monthly accrual of the prior year’s tax divided by twelve).  Id.    The 

CUB-City recommendation reflects the Companies’ accrual accounting in estimating the amount 

of 2013 test year Invested Capital Tax.   

9. Rate Case Expense 
 

The Commission should adopt the adjustment proposed by Staff witness Mr. Ostrander 

and accepted by the Companies to correct the amortization of rate cases expenses for Docket 11-

0280 cons.  The Companies did not use the amounts of rate case expense approved in that docket 

in calculating their test year amortization expense.  Ostrander, Staff. Ex. 13.0 at 5:74-78.  

Additionally, the Commission should examine NS/PGL Exs. 42.4 N and P to determine whether 

it is likely that the Companies will actually spend their budgeted rate case expense, based upon 

amounts expended through the time of surrebuttal. 

VI. RATE OF RETURN 

E. Cost of Equity 

Introduction   

In their testimony and exhibits, CUB-City have used the return on equity approved by the 

Commission in the Companies’ last rate case.  Smith, CUB-City Ex. 1.0, 9:191-198.  The same 

return level was recommended by AG witness Michael Brosch.  Brosch, AG Ex. 1.0, 61:1378; 

AG Ex. 4.0, 69-70:1548-1554.  After reviewing the Companies’ evidence for an increased cost 
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of equity, Mr. Brosch recommended that the Commission use the return on equity it determined 

to be reasonable in the Companies’ last rate case -- 9.45%.  Id.  That recommendation was fully 

justified by (a) the flawed evidence (discussed below) that the Companies presented to support 

their proposed increase in return level and (b) the Commission’s thorough investigation of the 

Companies’ requirements in an order issued about only one year ago.  Mr. Brosch did not 

conduct an independent review and analysis of current market factors, but observed that the 

Commission’s determination of last year is consistent with return determinations for other gas 

distribution utilities.  Brosch, AG Ex. 4.0, 69-70:1548-1554. 

However, Staff expert Michael McNally did conduct full, current cost of equity analyses 

for the Companies.  See McNally, Staff Ex. 5.0, 13:258.  Mr. McNally estimates the Companies’ 

cost of equity at 9.06%.  Id., 13:254.  The Commission’s recent decision considered an almost 

identical, flawed presentation from the Companies’ expert, Paul Moul.  The combined effects of 

that Commission analysis, coupled with Staff’s cost of equity analysis and Staff’s critique of the 

Companies’ analyses is very persuasive.  On consideration of the entire record, including the 

testimony of all witnesses on this issue, CUB-City support the recommendation of Staff expert 

McNally.   

1. The Companies’ Flawed Analytical Methods Have Been Thoroughly 
Reviewed and Rejected by the Commission 

Mr. Moul’s testimony presents no new substantive methodologies or arguments that the 

Commission has not reviewed in detail in past cases.  Compare Moul, NS-PGL Ex.3.0, 3:39 

(DCF, RP and CAPM models), 4:52 (two proxy groups), 5:24:529 (DCF leverage adjustment), 

42:926 (CAPM size adjustment) and Order, Docket No. 11-0280/0281, Jan 10, 2012 at 112 

(DCF, RP and CAPM models), 114 (two proxy groups), 114 (DCF leverage adjustment), 115 

(CAPM size adjustment).  The Companies present no compelling evidence warranting a change 
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in the Commission’s traditional approach to cost of equity determinations.  As to the specific 

methodologies of Mr. Moul’s analyses, and his regularly rejected adjustments, the Commission’s 

past policy decisions should control.  As noted below, other elements of the Companies’ 

recommendation are as often undermined as supported by the Companies’ testimony.   

 Risk Premium Model.  First, consider the Companies’ use of a Risk Premium estimation 

model.  Just one year ago, the Commission rejected the Companies’ use of this analytical 

approach, commenting that it had been “outright rejected in past decisions.”  Order, Dkt. 11-

0281/0282.  In the case before that, the Commission had ordered: 

The Commission will not consider the results of the Utilities Risk 
Premium model that only the Companies have employed. We have 
repeatedly rejected this model as a valid basis on which to set 
return on equity. Our view remains unchanged.  Order, 09-
0166/0167, Jan 21, 2010 at 128.   

 
 In the face of clear direction from the Commission, the Companies have again presented 

a Risk Premium analysis.  In this context, the strategic purpose of that analysis is clear.  By 

adding more high ROE estimates to an anticipated averaging by the Commission (see, e.g., 

Order, Dkt. 11-0281/0282 at 153), the resulting average can be raised, the effect of lower 

estimates diluted, and the apparent ceiling on reasonable returns elevated.   

 Combination Proxy Group.  Second, the supplemental proxy group used to develop the 

Companies’ recommended equity return undeniably has different risk characteristics from the 

Companies’, as that group contains both electric and gas firms.  As Staff expert McNally 

explained: 

It was not necessary to employ his Combination Group, since 
Delivery Group is a sufficiently large sample that represents the 
risk of the Companies well, as Mr. Moul himself concluded. 
Moreover, the Combination Group is less like the Companies in 
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terms of operations than is the Delivery Group, as Mr. Moul noted 
in his direct testimony.  
 

McNally, Staff Ex. 15, 11:185 (emphasis added).   
 
 However, the mathematical strategy noted above also may account for the introduction of 

this unnecessary additional proxy group.  McNally, Staff Ex. 15, 11:185.  By including a Risk 

Premium analysis and doubling the number of proxy groups, Mr. Moul injected four additional, 

high estimates into his averaging process (at equal weight), raising the resulting average.  Moul, 

PGL Ex, 3.0, 7.  Simply eliminating Mr. Moul’s extra estimates,2 without correcting any other 

errors, lowers his average by almost 100 basis points.  Similarly, their inclusion in a 

Commission’s determination would benefit the Companies.   

 The opportunities for manipulation inherent in adding extra cost of equity estimates to the 

debate are clear.  They are further revealed by the alacrity with which the Companies discarded 

that entire set of estimates, to fashion its compromise recommendation.  Moul NS-PGL Ex. 39, 

1-2:21-26.  

 Leverage.  Third, Mr. Moul’s regularly rejected leverage adjustment is a significant 

factor in inflating his DCF estimates of the market required return.  The Commission has already 

expressed both its understanding of the proposal and its analytical rejection of the adjustment.  

Despite Mr. Moul’s recurring efforts to recast his proposal using different terms (see, e.g., PGL 

Ex. 3, 26:569-581), the Commission long ago grasped the reality of the adjustment. 

The Utilities adjust both their DCF and CAPM analyses so that the 
authorized return applied to the Utilities‘ book value capital 
structures will, in their view, correctly represent investor-required 

                                                            
2  That is, using only Mr. Moul’s Gas Group and his results for the Commission’s 

preferred analyses (DCF and CAPM) lowers the calculated average to 10.08% [(8.98% + 
11.17%)/2].  
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return.  They maintain that the costs of equity produced by the 
financial models are based on the market value capitalizations of 
the utility sample.  They further assert that the proxy group‘s 
market value capitalizations contain more equity and less financial 
risk (debt) than its book value capitalizations used for ratemaking 
purposes, which contain less equity and more financial risk. The 
Utilities argue that when a market-based cost of equity is applied 
to a book value capital structure there is a mismatch in financial 
risks and under-recovery of allowed (sic) the utility’s allowed 
return.  Order, Docket No. 07-0241/0242, Feb 5, 2008 at 95.   

 
The Commission was equally clear in stating the reason such an adjustment is unlawful, as well 

as inappropriate. 

In the Commission’s judgment, the book value capital structure 
reflects the amount of capital a utility actually utilizes to finance 
the acquisition of assets, including those assets used to provide 
utility service. In establishing the overall or weighted average cost 
of capital, the proportion of common equity, based on the book 
value capital structure, is multiplied by market-required return on 
common equity. The Commission has used this approach in 
establishing utility rates for at least twenty-five years. . . . Market 
value is not utilized in this calculation because it typically includes 
appreciated value (as reflected in stock prices) above the utilities’ 
actual capital investments.3   Order, Dkt. 07-0241/0242, Feb 5, 
2008 at 95-96 (emphasis added).   

 
The Commission found that “this process is equivalent to applying an unadjusted equity return to 

the market value of the utility‘s shares, resulting in an adjustment identical to the one we rejected 

in the Ameren Order. . . . Again, our practice is to approve a return on a utility’s actual 

investments at book value, not on the appreciated value of its common stock, however calculated 

and denominated.”  Id.   

                                                            
3  Mr. Moul has identified only one regulator that has been convinced to accept this 

adjustment, while he acknowledges this Commission’s repeated rejections of it.  Moul, NS-PGL 
Ex. 3.0, 26:569. 
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 The PUA explicitly denies the Commission authority to allow a utility to earn on more 

than “only the value of such investment which is both prudently incurred and used and useful in 

providing service to public utility customers.”  220 ILCS 5/9-211.  The proposed leverage 

adjustment would effectively include the stock appreciation enjoyed by market participants in the 

Companies’ rate bases -- even though none of that value is devoted to providing the Companies’ 

utility service.  As the Companies concede, “the value of the rate base does not respond to 

changes in the market value of a utility’s securities.”  Moul, NS-PGL Ex. 39.0, 8:166.  Thus, the 

leverage adjustment Mr. Moul proposes would be unlawful under Illinois law.   

 The remainder of the Companies’ arguments are of no consequence.  The Commission 

cannot artificially increase PGL's rate base.  Nor can the Commission use leverage adjustment 

slight-of-hand to accomplish the same mathematical result by inflating the allowed return above 

that required by the market.   

 Other Companies’ Returns.  Fourth, Mr. Moul attempts to defend his continuing reliance 

on returns awarded by various state commissions, at different times, on the basis of unknown 

evidence, to other utilities that the Companies have not shown to have common risk 

characteristics.  For example, as to the risk effects of Rider VBA, Mr. Moul could assert only 

that most of the companies in his sample have “some form of RSM [revenue stabilization 

mechanism] that is intended to accomplish the same result as the Company’s decoupling 

mechanism.  Moul, PGL Ex. 3.0, 8:147.  He offers no meaningful evidence of similar effects on 

risk, speculates that various commissions implemented 147 different RSMs with the same intent, 

and equates speculated intended results with actual evidence.  Mr. Moul suggests that the 

Commission’s requirement for relevant evidence can be set aside -- if he imposes enough 
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adjustments and constraints on his collection of commission determined returns.  Moul, NS-PGL 

Ex. 39.0, 2-3:36-60.  He is wrong. 

 Constrained by the PUA (220 ILCS 5/9-201, 10-103) and the rules of evidence (IRE 

402), the Commission has correctly refused to rely on such collections of returns from other 

jurisdictions.  The Commission has explained repeatedly that such data are irrelevant and that 

reliance on them is unlawful.   

 
• “[B]y determining the Utilities‘ ROEs via comparison to existing ROEs, 
the Commission would be disregarding its duty to impose only cost-based 
and reasonable rates on the Utilities‘ customers.”  Order, Docket No. 07-
0241/0242 (Consol.), Feb 5, 2008 at 90.   

 
• “[A]lthough the notion that the Utilities should enjoy at least an average 
ROE is superficially seductive, it is an unworkable and improper basis for 
determining utility returns.”  Order, Docket No. 07-0241/0242 (Consol.), 
Feb 5, 2008 at 90.   

 
• “In re Commonwealth Edison Company, ICC Docket No. 05-0597, 
Order at 154 (July 26, 2006).  The Commission is completely uninformed 
as to the decisions from other these other jurisdictions where we have no 
evidence that circumstances are comparable. Such comparisons are not 
relevant.”   Order, Docket No. 11-0280/0281 (cons.), Jan 10 2012 at 137. 

 
 Mr. Moul also claims validation of his use of multiple commission ROE determinations 

in Staff’s use of multiple estimates of the CAPM beta.  Moul, NS-PGL Ex. 39.0, 3:56.  However, 

Staff’s estimates all measure the same thing.  Mr. Moul’s do not.  Even he does not argue that the 

cost of equity is the same for every firm, or that his analysis looks at different estimates of a 

single unique cost.  In contrast, the risk based returns for more than 100 different firms measure 

something that is unique to each firm.   



58 

 

 Size.  Finally, the Companies propose (again) an adjustment for utility size.  The 

Companies’ size adjustment for their CAPM analysis has been as poorly regarded by the 

Commission as their leverage adjustment:  “As we have in other cases, the Commission finds 

this [size] adjustment to be unwarranted.”  Order, Docket No. 11-0280/0281, Jan 10, 2012 at 

152; also see Order, Docket No. 03-0403, Apr 13, 2004 at 43 (“[The utility] is a wholly-owned 

subsidiary within a much larger organization, and in that sense is distinguishable from an 

independent utility of the same size . . . .”).  The Companies have not identified a single case 

where this Commission has accepted such an adjustment.   

 These improper adjustments and flawed methods have a dramatic effect on the results of 

the analyses the Companies present.  The repeated use of discredited methodologies unavoidably 

calls into question the reliability of other aspects of the analyses.  Ultimately, the corrections 

discussed would bring Mr. Moul’s estimates closer to the recommendations of the Staff.   

 The evidence in this case includes full DCF and CAPM analyses from the Staff’s expert 

as well as incisive critiques of the Companies’ analyses.  Mr. Moul’s criticism of McNally’s 

analyses rests principally on Mr. McNally’s rejection of the Combination Group results 

discussed above.  Moul, NS-PGL Ex. 24.0, 5:89.  Yet, Mr. Moul also discarded those results in 

his final recommendation.  Mr. Moul’s other criticisms (like his adjustments) repeat claims that 

have not been accepted in past cases.  Staff’s analyses fill the gaps created by the flaws in the 

Companies’ studies.  The record as a whole supports the Staff’s recommended cost of equity, 

and CUB-City recommend its use in this case.  

 If Staff’s recommended ROE is not accepted – though it should be -- the ROE the 

Commission found reasonable in the Companies’ most recent rate case should not be disturbed.  

The failure of the Companies to establish that a higher level of return is warranted leaves the 
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current ROE as the maximum reasonable ROE.  That is the level recommended in testimony by 

AG witness Brosch.  Brosch, AG Ex. 1.0, 61:1378; AG Ex. 4.0, 69-70:1548-1554.  Despite Mr. 

Moul’s mis-characterization of that recommendation (NS-PGL Ex. 24.0, 2:25), the Commission 

made its determination on the basis of evidence independent of the actions of other utility 

regulatory commissions.  Order, Docket No. 11-0280/0281 (cons.), Jan 10 2012 at 137.  The 

Commission’s determination did not rely improperly on other commission awards.  Neither does 

the Brosch recommendation, and nothing higher is justified.   

IX. RATE DESIGN 

B. General Rate Design 

 The PUA requires generally that rates be cost-based, just and reasonable, 220 ILCS 5/9-

101, and that it is the utility’s burden to demonstrate the justness and reasonableness of its 

proposed rates.  220 ILCS 5/9-201(c).  In order to be cost-based, the rates designed to recover 

those costs must bear a relationship to the costs to serve the particular class.  Fixed costs should 

recover costs that do not vary with consumption patterns – i.e. meters – and should be recovered 

in the fixed monthly customer charge.  Costs that vary based on peak usage characteristics – i.e. 

the size of pipes – should be recovered through volumetric-based distribution charges, to the 

extent those costs can be identified by the COSS.  If the class includes a wide, diverse range of 

usage patterns, as does the residential heating class, the costs to serve customers within a class 

can range widely.  The record evidence in this proceeding demonstrates that the drive toward 

higher customer charges and increased “fixed” cost recovery has had a disparate impact on the 

residential class that requires a fresh perspective on the rate-setting trends for the Companies 

over the last three rate proceedings. 
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3. Bifurcation of S.C. No. 1 Class 
 This case marks the latest step in the Companies’ quest for 100% cost recovery through 

fixed customer charges and further shift its business risk to its captive residential customers.  An 

unexpected gambit in that effort is the Companies’ use of the Commission’s directive to 

investigate cost distinctions between high-use and low-use customers, as cover for another 

increase in the percentage of costs recovered through charges customers cannot control.   

 The Staff’s rates expert noted the danger in allowing the Companies’ to race toward ever 

larger customer charges without proper investigation or restraint.   

I am concerned that the Company’s proposed 93% fixed cost 
recovery for the S.C. No. 1 NH customers is excessive.  The 
current S.C. 1 combined HTG and NH class customer charge 
recovers 68% of fixed costs.  The Company’s proposed S.C. 1 
HTG fixed cost recovery is 75%.  Since this is a new class the 
Commission should first observe what effects the S.C. 1 split has 
on the NH customers before moving to a greater fixed cost 
recovery that leaves little room for customers to adjust their bills.   
 

Johnson, Staff Ex. 8.0, 29-30:680-687 (internal citations omitted).  Staff’s caution about the 

unknown effects of the split is well-founded.   

 In the Companies’ last rate case, the Commission “direct[ed] the Companies to present an 

ECOSS to distinguish between low use and high use S.C. No. 1 customers.”  Order, Docket No. 

11-0280/0281, Jan 12, 2012 at 188-189.  Though the Commission noted the possibility of a 

heating/non-heating (“H/NH”) split, it also pointed to “some other rate structure that better 

reflects customer class homogeneity to bring each group’s bills more in line with their respective 

costs.”  Id. 

 The Commission could reasonably have expected the Companies to study more than one 

possible solution -- or at least investigate the one they preferred, to assure compliance with the 
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Commission’s directive.  The Companies did neither.  Instead, the Companies simply proposed 

the bifurcation of the residential class into separate heating/non-heating classes without 

substantive cost analysis. 

 The Companies were aware that usage is the driver of homogeneity (or its absence) in 

S.C. 1.  They also knew that there are substantial usage variations within customer classes 

(Hoffman-Maleug, Feb 8 tr. 684) even with the H/NH split.  Yet, the Companies did not 

undertake any investigation of individual customer usage.  Hoffman-Maleug, Feb 8 tr. 685-686.  

Without conducting any study that would actually identify low-use and high-use customers, the 

Companies simply proposed the bifurcation they preferred -- a rate-centered (not cost-centered) 

split that was easy and readily available.   

 The Companies’ proposed H/NH split was based as much on simple convenience as on 

any actual investigation or on empirical data that would identify high-use and low-use customers. 

Hoffman-Maleug, Feb 8 tr. 690 (“I would say it was analyzed as to how I could receive the data 

on our ECIS System.”).  The Companies’ cost of service expert was asked whether her testimony 

reports any investigation PGL performed that demonstrates that the heating/non-heating 

distinction used in her your ECOSS would produce the "ECOSS that distinguishes between low-

use and high-use Service Classification No. 1 customers."  Order, Docket No. 11-0280/0281, Jan 

12, 2012 at 188-189.  Her response described the scant support the Companies offer:  “Nothing 

beyond my exhibit and my cost of service model showing Service Class 1 designed (sic) between 

heating and nonheating.”  Hoffman-Maleug, Feb 8 tr. 692-693.   

 Ms. Hoffman-Maleug was the Companies cost expert, the person responsible for 

complying with the Commission’s order.  She used the H/NH split as a surrogate for the ordered 

high use/low use bifurcation (Hoffman-Maleug, Feb 8 tr. 690) -- with full knowledge that they 
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are not equivalent and without any investigation of whether that split satisfied the Commission’s 

directive.  Hoffman-Maleug, Feb 8 tr. 690, 692-693.  Though supposedly responsible for 

providing an ECOSS that would address concerns about cost disparities for low use and high use 

customers, the Companies’ cost of service expert did not make the decision on how to meet the 

Commission’s directive.  The Companies have presented no evidence to show that a more 

diligent investigation either was not necessary or could not be performed.  

 CUB-City urge the Commission to consider seriously the alternative rate designs 

presented in this case.  One or more of them may address -- more effectively than the 

Companies’ proposal -- the Commission’s concerns about the subsidy from low use customers to 

high use customers, while providing cost recovery through just and reasonable rates.  If the 

Commission does not identify and adopt a superior rate design from the record in this case, as 

identified herein, CUB-City do not oppose implementation of a H/NH split -- on a provisional 

basis.  The proposed split drains less from low use customers through subsidies to high users 

customers than the existing rate design.  However, continuation of that rate design split should be 

contingent on the presentation of evidence demonstrating that the H/NH split mimics a low-

use/high-use split at a reasonable degree of precision and eliminates improper subsidy flows to 

high use customers.  This record contains none.   

 The weakness of the Companies’ evidence of compliance with the Commission’s 

directive undercuts confidence in the Companies’ proposed rate design change.  More important, 

as Staff recognized, it calls for extra care in imposing new, unknown burdens on customers.  It is 

this backdrop against which the Commission must review the proposed rate designs presented in 

this record. 
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The Utilities’ Move Toward SFV Rates Has Resulted In Large Inequities and Subsidies 
Within The Residential Class 
 
 As CUB, the City and the AG have repeatedly argued, the drive toward SFV rate design 

assumes nearly all costs are fixed, a premise invalidated by the Companies’ own cost studies.  

AG witness Rubin reviewed the Companies’ cost of service studies (“COSS”) and concluded 

that demand-related costs – that is, costs that vary with the amount of customer usage – differ 

enormously within the residential customer class.  This is both because of the difference in the 

amount of gas consumed and when that gas is consumed.  AG Ex. 3.0R, 8:186-194.  Heating 

customers use much more gas in peak winter heating season than they use during the summer, 

while non-heating customers’ gas usage has a much lower seasonal peak.  Id.  Heating 

customers’ usage varies substantially, with one-third of bills issued to heating customers for 100 

therms or more in a month, and about one out of every seven bills showing usage of more than 

200 therms in a month.  PGL Schedule E-8, page 2.  In contrast, the non-heating residential 

customer class is quite homogenous, with 85% of PGL bills and 75% of NS bills containing 

usage of 10 therms or less.  PGL Schedule E-8, 3; NS Schedule E-8, page 3.   

Despite the failure of the Companies to investigate the usage characteristics across the 

residential class, regardless of service classification, one thing is clear from the Companies’ 

COSS: the unique and very divergent usage characteristics of non-heating versus heating 

residential customers (which only generally corresponds to a low use/high use distinction) 

provides a justification for considering a bifurcation of the residential customer class into heating 

and non-heating customers.  The analysis cannot stop there, however.  The rate design within 

each class also must consider the cost causation principles driving the Commission’s directive in 

Docket Nos. 11-0280 and 11-0281 to investigate residential customer usage characteristics. 
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C. Service Classification Rate Design 

2. Contested Issues – North Shore and Peoples Gas 

a. Service Classification No. 1, Small Residential Non-Heating 

The record evidence in this proceeding demonstrates the unfairness and inequities of the 

Companies’ existing residential rate structure.  The very high customer charges that result from 

the partial SFV rates approved by the Commission in the utilities’ last rate proceeding have 

proven to be grossly unfair to low-use customers and are wholly unrelated to the actual costs of 

servicing these customers.  AG Ex. 3.0R, 7:162-164.  The fundamental flaw in SFV rates is that 

they treat demand-related costs as “fixed” even though they are incurred based on the amount of 

gas customers use.  Id. at 7: 164-165.  This point is validated by the results of the Companies’ 

respective COSS.  The Companies’ COSS found that the existing rates paid by non-heating 

customers recover greatly in excess of the cost of serving that customer class.  This consequence 

of the steep increase in fixed charges on the residential class was identified and predicted by AG 

witness Rubin in the Companies’ last case.  See, e.g., January 10, 2012 Order, Docket No. 11-

0282 at 143.  Good rate design policy dictates that the non-heating customers’ uniquely low peak 

demand should correspondingly result in lower demand-related costs than the generally higher 

average peak demand represented by the heating class.   

 For Peoples Gas, the results of the COSS, which includes only costs related to delivery 

services, show that residential non-heating customers provide base-rate revenues of $31,960,081, 

but the total cost to serve these customers is $21,735,396.  AG Ex. 3.0R, 6-7:150-153.  Thus, 

PGL’s residential non-heating customers pay more than $10 million more per year than the cost 

to serve them, for an overall return of 74.16%.  Id. at 7:154-156.  Similar results are 

demonstrated for North Shore customers:  the COSS shows that under present rates, residential 
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non-heating customers provide base-rate revenues of $528,013, but the total cost to serve those 

customers is $390,723.  Id. at 13: 283-290.  NS’s residential non-heating customers therefore pay 

35% in excess of their cost of service, or an overall return of 70.16%.  Id.   

 Non-heating residential customers are paying far in excess of the cost to serve them 

because of the very high customer charges that were approved in the Companies’ last rate case.  

These gross inequities between cost of service and class revenues result from spreading demand-

related costs among all customers, on a per account basis, while ignoring the actual demand 

those customers impose on the system.  AG Ex. 7: 160-172.  Non-heating customers, who have 

very low peak-demand requirements compared to heating customers, must pay the same toward 

demand-related costs as heating customers who may use 10 to 20 times more gas and who drive 

peak demand on the system.4  Id.  A North Shore residential heating customer has a winter peak 

month that is 10.5 times the lowest summer month, but for non-heating customers, it is only 3.2 

times.  AG Ex. 3.04.  Thus, not only do heating customers use much more gas than non-heating 

customers, but they have dramatically steeper peak demands, during peak demand periods.  

Recovering demand-related costs on a per customer, rather than a per therm basis, as the rates are 

currently aligned, causes non-heating customers to subsidize the rates of heating customers.  Id.  

Because demand-related costs are aligned with gas consumption, they should be recovered on a 

volumetric basis rather than in the fixed monthly customer charge.  The bifurcation of the 

heating and non-heating residential classes partially mitigates the subsidies stemming from the 

vastly different usage characteristics of the residential class.  

 The Company partially addresses the existing incontrovertible inequity in the non-heating 

customer class by proposing rate reductions to this class.  PGL/NS Ex. 12.0, 8:153-155.  PGL 
                                                            

4 PGL’s billing analysis show that 85% of bills issued to non-heating customers are for 10 therms per 
month or less.  PGL Schedule E-8, page 3. 
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presents two options that are not as bad as the present rate design, but do not respond in a 

meaningful way to the demand cost inequities described above.  The first option would be to 

reduce the non-heating customer charge from its current level of $21.89 per month to $15.98 per 

month.  This option includes a distribution charge of 13.343¢ per therm for all gas consumed, 

compared to the existing rate of 25.963¢ per therm for the first 50 therms per month (which is 

essentially all consumption for most non-heating customers).  This option would include 

surcharges for uncollectible accounts (Rider UEA), storage (Rider SSC), and changes in 

consumption (Rider VBA), among other variables.  PGL Schedule E-5.  The second option 

would set the non-heating customer charge to $17.01 per month with no distribution charge.  

This option would also include Rider SSC for storage costs and Rider UEA for uncollectible 

expenses, but would not include Rider VBA.  AG Ex. 3.03.   

 Similarly, for North Shore, the first option would be to reduce the non-heating customer 

charge from its current level of $21.92 per month to $17.05 per month.  This option includes a 

distribution charge of 7.742¢ per therm for all gas consumed, compared to the existing rate of 

16.942¢ per therm for the first 50 therms per month (which is essentially all consumption by 

most non-heating customers).5  NS Schedule E-5.  The second option would set the non-heating 

customer charge to $18.10 per month with no distribution charge.6  AG Ex. 3.06.   

AG Witness Rubin accepts that a prudent rate design for the uniquely homogenous 

residential non-heating class would be to impose a flat monthly charge that covers essentially all 

base rate costs.  AG Ex. 3.0R, 15:340-344.  With consumption varying by just a few therms from 

customer to customer and from month to month, Mr. Rubin concluded that it is reasonable to 

                                                            
5 This option would include surcharges for uncollectible accounts (Rider UEA), storage (Rider SSC), and 

changes in consumption (Rider VBA), among others.   
6 This option would include Rider SSC for storage costs and Rider UEA for uncollectibles, but would not 

include Rider VBA.   
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simplify customers’ bills, eliminate the over-collection of storage-related costs, and adopt a flat 

rate.  Id. at 17:376-377.  In his Direct Testimony, Mr. Rubin initially included storage costs in his 

proposed flat rate, rather than the Companies’ proposal to recover storage costs on a per therm 

basis through Rider SSC.  Id.  Utility witness Grace disagreed with the propriety of including 

storage charges in the residential non-heating customer charge, and maintained these costs were 

more appropriately recovered through Rider SSC.  While he disagreed with the rationale 

provided by Ms. Grace, Mr. Rubin accepted her recalculation of his non-heating rates to exclude 

storage-related costs in order to narrow the issues in this proceeding.  AG Ex. 5.0, 1-2:21-25.  

Given Mr. Rubin’s modification to his proposed non-heating rate design, it appears from the 

record, therefore, that Ms. Grace and Mr. Rubin agree on one potential acceptable rate design for 

the non-heating residential class.  

b. Service Classification No. 1, Small Residential Heating  

 The usage and demand characteristics of the residential heating class are vastly different 

from those of the the non-heating class.  The heating class is not homogenous.  In fact, it 

contains a considerable diversity in home sizes.  AG Ex. 3.09.  The utilities’ rate proposals are 

largely driven by a desire for certainty of recovery, rather than an appropriate and fair allocation 

of costs caused by this class, and their proposals do not recognize the diversity of the class usage.   

AG witness Rubin testified that it is improper to recover demand-related costs on a per-

customer basis except in the rare case when a customer class is relatively homogeneous, as with 

PGL/NS’s non-heating customer classes.  Utility witness Grace claims that, “[w]hile not yet 

completely matching fixed costs and fixed charges, Peoples Gas’ [and North Shore’s] proposed 

rates will provide more balance than its present rates and will send more appropriate price 

signals to customers about the fixed costs underlying its delivery service.”  PGL-NS Ex. 12.0, 
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10:206-209.  This perspective, however, illustrates the utilities’ failure to recognize the large 

disparities within the heating class and to appropriately design rates that recover the substantial 

demand-related costs that the utilities incur to serve heating customers.   

 PGL/NS witness Grace proposes recovery of 80% of non-storage related fixed costs 

through the customer charge, with all remaining non-storage costs being recovered through a flat 

distribution charge for each utility.  PGL/NS Ex. 32.0, 23:522-524.  Using the Companies’ rate 

increase request numbers from its rebuttal testimony for PGL, this proposal would increase the 

heating customer charge from its current level of $21.89 per month to $37.58 per month, 

including a distribution charge of 10.0566¢ per therm for all gas consumed (compared to the 

existing declining block rate of 25.963¢ per therm for the first 50 therms per month and 11.806¢ 

per therm for usage above 50 therms per month).  NS-PGL Ex. 32.4.  For North Shore, using 

revenue requirement numbers from rebuttal testimony, the utility’s primary proposal would 

increase the heating customer charge from its current level of $21.92 per month to $28.83 per 

month, with a distribution charge of 6.699¢ per therm for all gas consumed (compared to the 

existing rate of 16.942¢ per therm for the first 50 therms per month and 5.032¢ per therm for 

usage above 50 therms per month).7  NS-PGL Ex. 32.1.  In direct testimony, the utilities also 

proposed a second rate design proposal that would set the heating customer charge for PGL 

heating customers to $44.69 per month and for NS heating customers to $36.04 per month, with 

no distribution charge, based on the original revenue requirement request.  AG Ex. 3.03.8   

 The Companies’ rate design proposals for residential heating customers neither recognize 

nor appropriately recover the substantial demand-related costs that the Companies incur to serve 
                                                            

7 This option would include surcharges for uncollectible accounts (Rider UEA), storage (Rider SSC), and 
changes in consumption (Rider VBA), among others. 

8 This option would include Rider SSC for storage costs and Rider UEA for uncollectible expenses, but 
would not include Rider VBA.   
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heating customers.  AG Ex. 3.0R, 22:485-490.  For example, NS’s demand-related cost is 

approximately 35% higher than its proposed rate per therm.  AG Ex. 3.0R, 23:507-512, citing 

AG Ex. 3.10, lines 9-13.  PGL’s demand-related cost is approximately 29% higher than its 

proposed rate per therm.  AG Ex. 3.0R, 19:421-428, citing AG Ex. 3.08, lines 9-13.  The end 

results of a rate design that mis-allocates demand-related costs to the fixed monthly customer 

charge are (1) that low-use customers pay more than the cost to serve them and (2) that high- 

-use customers pay less than the cost to serve them.  This failure to recognize the demand cost 

disparity shown by the ECOSS perpetuatescross-subsidization within the heating class.  This is 

the same flaw that led to NS’s existing rates greatly over-recovering costs from non-heating 

customers.  AG Ex. 3.0R, 22:485-490. 

Mr. Rubin instead recommends that 75% of customer-related distribution costs should be 

recovered through the customer charge, with the remaining 25% of those costs recovered through 

the first consumption block charge.  AG Ex. 3.0R, 20:447-451.  Mr. Rubin recommends that the 

utilities retain two consumption blocks in its residential heating rate.  AG Ex. 3.0R, 20:430-440. 

The first block would recover demand-related costs plus a portion of the customer-related costs 

that were allocated to the distribution system, primarily through an allocation of distribution 

mains.  Id.  Mr. Rubin concluded that it is reasonable to recover some of allegedly customer-

related distribution costs through the first 50 therms per month that are consumed.  Id.  

Recovering these costs in the first consumption block will provide PGL with significant stability 

in the recovery of those revenues and will not distort the demand-related price signal that is sent 

to customers in the second (more weather-sensitive) consumption block.  Id.   

 Mr. Rubin calculated proposed rates using the AG’s recommended revenue requirement 

from rebuttal testimony as follows:   
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• PGL - for the non-heating class, a flat charge of $15.35 per month; for heating customers, 

a customer charge of $23.99 per month, a first-block charge of 29.148¢ per therm and a 

second-block charge of 16.793¢ per therm.  AG Ex. 6.03.   

• NS - for the non-heating class, a flat charge of $16.05 per month; for heating customers, a 

customer charge of $20.51 per month, a first-block charge of 17.939¢ per therm and a 

second-block charge of 9.754¢ per therm.  AG Ex. 6.04.   

The actual rates that will result from the adoption of any rate design in this proceeding, however, 

will necessarily be dictated by the ultimately-adopted revenue requirement.   These 

recommended rates can easily be scaled to reflect the revenue requirement found by the 

Commission. 

 The residential rate structure proposed by Mr. Rubin appropriately recognizes the 

difference between customer costs and demand related costs. That rate structure allocates costs 

appropriately, avoiding the significant cross-subsidization that has occurred as a result of 

ignoring the lack of homogeneity in the residential class and continuing the unwarranted 

movement toward an SFV rate.  Mr. Rubin has designed rates that are cost-based and that do not 

cause significant cross-subsidies.  The key is recovering demand-related costs on a per therm 

basis rather than on a per-customer basis.  CUB-City, therefore, recommend that the Commission 

adopt the rate design recommended by AG witness Rubin. 

c. Service Classification Nos. 1 and 2, Alternative Conditional 
Straight Fixed Variable Rate Design 
 

The utilities unending drive toward no-risk, 100% fixed cost recovery takes yet another 

turn, as the Companies propose to substitute a 100% SFV rate structure in the event Rider VBA 

is invalidated by the appellate court or the Commission.  NS-PGL Ex. 48.0 Rev., 10-11:219-254.  
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This conditional tariff should be rejected out of hand as it violates the Public Utilities Act (“the 

Act”) requirement that tariffs must include a time when the change will go into effect and notice 

of such must be published.  220 ILCS 5/9-102(a).  The time at which the SFV tariff will take 

effect is simply not specific enough to meet the requirements of Section 9-201(a).  The triggering 

events contained in the Company’s original proposed tariff language allowed the conditional 

SFV tariff to go into effect on the action of any third party.  In response to criticism from Staff, 

CUB-City and the AG, however, the Company revised its proposed tariff language to limit the 

triggering events to a court holding or “action of the Commission:” 

If a court finds or holds that the Commission lacks or lacked 
authority to approve Rider VBA of this rate schedule or Rider 
VBA of this rate schedule is otherwise not permitted to remain in 
effect by action of the Commission, then 90 days on and after the 
date of such court or Commission action, or such other date as 
ordered by such court or the Commission, the monthly Customer 
Charge shall be $xx.xx for Non-Heating Customers and $xx.xx for 
Heating Customers. 
 
If a court finds or holds that the Commission lacks or lacked 
authority to approve Rider VBA of this rate schedule or Rider 
VBA of this rate schedule is otherwise not permitted to remain in 
effect by action of the Commission, then 90 days on and after the 
date of such court or Commission action, or such other date as 
ordered by such court or the Commission, the Distribution Charge 
shall be x.xx cents per therm for Non-Heating Customers and 
xx.xx cents per therm for Heating Customers, for all gas delivered 
in any month.   
 
Within the later of 30 days of such court or Commission action or 
the date on which the Company knows the effective date, the 
Company shall revise this tariff sheet to show the effective date of 
the change in rates and file it with the Commission. The Company 
shall also provide written notice to customers prior to the date that 
such rates go into effect, and, if possible given the effective date 
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ordered by the court or other body, shall provide at least 30 days’ 
prior notice. 
 

NS-PGL Ex. 48.0 Rev., 10-11:223-246. 

The provisional nature of the tariff, and its dependence on actions by third parties – even 

as revised, render this tariff unlawful.  It does not meet the requirements of 9-201 of the Act.  

Additionally, the Commission’s lack of knowledge of the events that could surround Rider VBA 

no longer being in effect at some point in the future make it impossible for the parties and the 

Commission to give the required consideration to the SFV tariff.   

Furthermore, the confusion shown by the Companies’ tariff expert on how their proposed 

conditional tariff would become effective should eliminate it from any serious consideration by 

the Commission.  As proposed, and as interpreted by the Companies, implementation of the tariff 

will likely prove arbitrary.  For example, despite last minute changes in the proposed language 

governing notification procedures, the Companies could not explain when the tariff would 

become effective in several plausible scenarios, which makes notice of the effective date, as 

required by statute, impossible.   Feb 8 tr. 800-803; 220 ILCS 5.9-201(a).  If PGL’s expert 

cannot explain how the trigger making the tariff effective would work, the Commission (and 

especially customers) cannot be asked to do what PGL could not.   

The Commission, utility customers, and the Companies themselves cannot lawfully be 

subject to unavoidable confusion and arbitrary implementation of the conditional tariff.  For 

these and other reasons presented in the record, the tariff should be rejected.   

Despite their request for a new rate design if Rider VBA is no longer in effect, the 

Companies have confirmed their primary proposal of rates and a rate design are just and 



73 

 

reasonable -- even without VBA.  Grace. Feb 8 tr.804-805.  The proposed conditional tariff is 

unnecessary, unwise, and unlawful.   

D. Fixed Cost Recovery and Rider VBA 

This is the third proceeding in which the Commission must decide whether to go forward 

with PGL/NS’s decoupling rider, Rider VBA (Volume Balancing Adjustment).  This rider was 

initially approved in PGL/NS’s 2007 rate case on a pilot basis.  February 8, 2008 Order, Docket 

No. 07-0242 at 151-153.  CUB and the AG challenged the legality and propriety of Rider VBA 

in that proceeding and – after it was approved – at the appellate court.  Gen. No. 2-11-0380.  

However, before the Second District Appellate Court decided that appeal on the merits, the 

Companies had petitioned for – and the Commission approved – Rider VBA on a permanent 

basis in the utilities’ 2011 rate case.  January 10, 2012 Order, Docket No. 11-0280(cons.) at 163-

164.  CUB and the AG again appealed.  Gen. No. 2-12-0243, consolidated with case number 2-

12-0349.  Since the permanent Rider VBA was identical to the pilot rider, the parties agreed to 

seek dismissal of the 2007 appeal.  The appeal of permanent Rider VBA is now pending at the 

Second Judicial District.9  Suffice it to state that CUB and the AG have repeatedly challenged the 

legality and evidentiary basis for Rider VBA, and do so again here. 

The Record in This Proceeding Undermines the Prior Justification for Rider VBA 

In the last PGL/NS rate proceeding, the Commission approved the permanent Rider VBA 

as an alternative to a SFV/fixed charges rate design.  January 10, 2012 Order, Docket No. 11-

0280(cons.) at 163-164.  Rider VBA is termed a “decoupling” rider because its purpose is to 

sever – or “decouple” – the relationship between the utilities’ net revenues and the total natural 

gas throughput.  The presumption underlying the theory of decoupling – and Rider VBA – is that 
                                                            

9 Oral argument was heard on this case on Monday, March 4, 2013. 
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all the utilities’ costs are fixed; that is, the entire revenue requirement represents fixed costs.  The 

Companies’ own cost studies in this proceeding demonstrate, however, that customer demand– 

and the corresponding costs to serve that demand – vary greatly within the residential class.  

Thus, recovering demand-related costs on a per customer, rather than volumetric, basis 

inevitably causes low-use heating customers to subsidize the rates of high-use heating customers.  

AG Ex. 3.0R, 31:689-694.  Rider VBA, therefore, is grossly unfair and results in significant 

intra-class subsidies, when a customer class includes large users, small users, seasonal peaking 

customers, and non-peaking customers.  Id. 

As AG witness Rubin opined, the fundamental problem with decoupling as reflected in 

Rider VBA is the assumption that the utility is entitled to recover a certain level of revenues 

from each customer class, or, as it defines them, its fixed costs.  AG Ex. 3.0R, 26:562-569.  As 

discussed further below, traditional rate-of-return regulation provides utilities with the 

opportunity to earn a particular return based on a test-year estimate of the amount of services the 

utility will sell (using forecast methodology) – not a guarantee.  Id.  No utility customer is 

required to use a certain amount of the utility’s service, and a customer is free to use none at all 

if it so desires.  Id.  This opportunity to earn a particular return is provided in exchange for 

providing the monopoly firm the opportunity to operate and serve a captive customer base.  

While the firm is exposed to the risk that its customers will not use as much of the service as 

forecasted, and that its revenues may decline as a result, it also enjoys the reward if forecasted 

usage is greater than predicted.  On the other hand, customers assume the risk that this utility 

provide safe, reliable and affordable utility service – a risk not borne in a competitive market 

with multiple service providers. 



75 

 

 Rider VBA turns this regulatory compact on its head by virtually guaranteeing the 

utilities an established revenue stream, regardless of weather conditions, the community’s 

financial circumstances, global energy concerns, appliance and equipment offerings in the 

marketplace, or the price and quality of the utility’s service.  AG Ex. 3.0R, 28:603-609.  This 

high degree of revenue assurance brings with it perverse incentives, where actions or inactions 

by the utility that would otherwise be prudent management would be foregone because of the 

failure of these actions to influence the utility’s revenue streams.   

Rider VBA improperly assumes that the Companies are entitled to recover a certain 

amount of revenue from each customer class.  AG Ex. 3.0R, 26:570-577.  Many external events 

or causes, however, may impact the amount of gas used by customers, such as general economic 

conditions, weather, choice of appliances and equipment available in the marketplace, and the 

quality and reliability of the utility’s service.  Id. at 28:603-609.  Thus, decoupling shifts an 

extraordinary level of risk to customers, removes that risk from the utility and could provide 

perverse incentives to the utility.  Id.   

As Mr. Rubin succinctly testified,  
 

At its heart, decoupling is based on the premise that it is the 
Commission’s job to protect the utility from the vagaries of the 
marketplace and to safeguard the utility’s investors from changes 
in customer demand. Nothing could be further from the truth. In 
fact, the fundamental purpose of regulation is to protect consumers 
from the unfettered market power of monopolists; not to protect 
the revenue stream or profit levels of those monopolists.  

 
Id. at 29:628-633.   

Rider VBA is unlawful 

The debate about whether Rider VBA is lawful must begin with a review of the 

fundamental regulatory construct underlying traditional rate-of-return regulation.  In Citizens 
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Utilities Co. v. Ill. Comm. Comm'n, 124 Ill.2d 195 (1988) (“Citizens Utility”), the Illinois 

Supreme Court described the process by which the Commission sets a utility’s rates.  The 

Supreme Court explained that  

In establishing the rates that a public utility is to charge its 
customers, the Commission bases the determination on the 
company's operating costs, rate base, and allowed rate of return. A 
public utility is entitled to recover in its rates certain operating 
costs. A public utility is also entitled to earn a return on its rate 
base, or the amount of its invested capital; the return is the product 
of the allowed rate of return and rate base. The sum of those 
amounts operating costs and return on rate baseis known as the 
company's revenue requirement. The components of the 
ratemaking determination may be expressed in “the classic 
ratemaking formula R (revenue requirement) = C (operating costs) 
+ Ir (invested capital or rate base times rate of return on capital).” 

 
Citizens Utility, 124 Ill. 2d at 200-01.  The court in A. Finkl & Sons v. Ill. Comm. Comm’n, 250 

Ill. App. 3d 317 (1993) (“A. Finkl”), explained further that, in examining test year costs, “the 

Commission is required to consider all aspects of the utility's operations during a year selected 

by the utility as a test year. The test year so selected is intended to be representative of both the 

utility's anticipated rate-base expenses and its expected revenues, including overall costs and rate 

of return in the same year.”  A. Finkl, 250 Ill. App. 3d at 325.  The process described in the 

Citizens Utility and A. Finkl cases has been in place for decades and is the foundation of rate-of-

return regulation.  Recovery of costs outside of the traditional rate-setting process is not 

permitted except in special circumstances.  Except in those special circumstances, which are 

described below, allowing a utility to recover a particular cost in isolation without considering 

the entire and panoply of costs and expenses violates the rule against single-issue ratemaking.   
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In Business and Professional Peoples for the Public Interest v. Ill. Comm. Comm’n, 146 

Ill. 2d 175 (1991) (“BPI II”), the Illinois Supreme Court described the rule against single-issue 

ratemaking as follows:   

The rule against single-issue ratemaking recognizes that the 
revenue formula is designed to determine the revenue requirement 
based on the aggregate costs and demand of the utility. Therefore, 
it would be improper to consider changes to components of the 
revenue requirement in isolation. Often times a change in one item 
of the revenue formula is offset by a corresponding change in 
another component of the formula. For example, an increase in 
depreciation expense attributable to a new plant may be offset by a 
decrease in the cost of labor due to increased productivity, or by 
increased demand for electricity. (Demand for electricity affects 
the revenue requirement indirectly. The yearly revenue 
requirement is divided by the expected demand for electricity to 
arrive at a per kilowatt hour rate. If actual demand is more than the 
estimated demand used in the formula, the utility's revenues 
increase.) In such a case, the revenue requirement would be 
overstated if rates were increased based solely on the higher 
depreciation expense without first considering changes to other 
elements of the revenue formula. Conversely the revenue 
requirement would be understated if rates were reduced based on 
the higher demand data without considering the effects of higher 
expenses. 
 

BPI II, 146 Ill. 2d at 244-45. 
 

The exception permitting recovery of costs outside of the traditional rate-setting process 

is recovery through riders.  Riders allow a utility to collect revenues associated with a particular 

cost as it is incurred, without waiting until it files a general rate case to recover such expenses.  

In other words, rider cost recovery allows utilities to collect a cost in isolation without 

“consider[ing] all aspects of the utility's operations during a year selected by the utility as a test 

year.”  A. Finkl, 250 Ill. App. 3d at 325.  However, rider recovery is permitted only under certain 
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well-defined and very limited circumstances.  In A. Finkl, the appellate court stated that riders 

are permissible where the costs in question are “unexpected, volatile or fluctuating” and beyond 

the control of the utility.  Id. at 327.  The A. Finkl court identified fuel costs as an example of an 

expense that meet the enumerated criteria: fuel costs can be volatile, can fluctuate and can be 

beyond a utility’s control.  Id.   

The Illinois Supreme Court ruled in accordance with the A. Finkl court’s holding in 

Citizens Utility Board v. Ill. Comm. Comm’n., 166 Ill. 2d 111 (1995) (“CUB”).  In the CUB case, 

the Supreme Court reviewed the Commission’s generic order allowing utilities to recover 

through a rider clean-up costs incurred in remediating former manufactured gas plant (“MGP”) 

sites.  Id. at 116.  The Supreme Court held there was evidence showing that the costs to 

remediate MGP sites were “uncertain and variable” and, thus, appropriate for rider recovery.  Id. 

at 138-39.  In A. Finkl, the appellate court reviewed a Commission order approving 

Commonwealth Edison Company’s (“ComEd”) proposed Rider 22, which allowed ComEd to 

recover the costs of demand side management programs (i.e., energy efficiency programs) 

through a rider.  A. Finkl, 250 Ill. App. 3d at 322.  The appellate court reversed the 

Commission’s order stating, in relevant part, that the types of costs that could be recovered 

through Rider 22 “reveal no greater potential for unexpected, volatile or fluctuating expenses 

which Edison cannot control, than costs incurred in estimating base ratemaking.”  Id. at 327.  

The court added that any uncertainty in determining demand side management costs could be 

addressed through the traditional base rate setting process.  Id.  Based on the criteria established 

in Illinois Supreme Court and appellate court cases, margin revenues are not appropriately 

recovered through a rider.   
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Accordingly, the Commission should reject Rider VBA as legally infirm and lacking a 

supportable evidentiary basis. 
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