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I. Purpose and Summary of Surrebuttal Testimony

A. Introduction of Witness and Purpose of Surrebuttal Testimony

Q. Are you the same Karl A. McDermott that filed direct and rebuttal testimony in

this Docket?

A. Yes I am.

Q. What is the purpose of your surrebuttal testimony?

A. In this surrebuttal testimony I respond to the rebuttal testimony of Staff witness

Mr. Richard Zuraski1 and GCI witness Mr. Jerome Mierzwa.2

B. Summary of Surrebuttal Testimony

Q. Please summarize your rebuttal testimony.

A. The purpose of this proceeding under Section 9-244(c) of the Illinois Public Utilities

Act is to determine if the Gas Cost Performance Plan (“GCPP” or “Program”) has met

its stated objectives.  Staff witness Mr. Zuraski and GCI witness Mr. Mierzwa, while

critical of certain points in my rebuttal testimony, have provided no additional

arguments that would indicate the current NICOR GCPP is not meeting its objectives.

However, I do believe that both Mr. Zuraski and Mr. Mierzwa have mischaracterized

my testimony in certain respects and have presented certain arguments that will only

serve to divert the Commission’s attention from the issues at bar in this case.  In this

testimony I will respond to each of these areas in turn.

                                                
1 ICC Staff Exhibit 3.0.
2 GCI Exhibit 1.5.
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II.  Mr. Zuraski’s Proposal to Reconsider the “Incentive Bonus”
is Unnecessary in This Case

A. The 50/50 Sharing Rate is Inherently Fair

Q. Mr. Zuraski urges the Commission to reconsider the 50/50 sharing mechanism.

Do you agree?

A. No.  Mr. Zuraski has not provided any reason to revisit the Commission’s decision to

utilize a 50/50 sharing mechanism or why it may be faulty as a matter of principle.

Q. Mr. Zuraski suggests that any “symmetrical” sharing plan leaves the company

with as much to lose as to gain. 3  Does this support his sharing proposal?

A. Not necessarily.  While, nominally, any symmetric sharing plan provides the company

with “as much to gain as loose,” not all sharing plans present the same incentives to the

Company.  For example, if a sharing plan, even if it was symmetric in its treatment of

gains and losses, eliminated a significant amount of the benefits from actions taken by a

company, such as a 90/10 proposal would do, the risk-adjusted returns may not be

sufficient for the company to undertake such actions.  This may cause the Company to

reject the Program or to have ineffective incentives under the Program.  In fact, as noted

in my rebuttal testimony, 4 the Commission explicitly rejected the 90/10 spilt on the

grounds that a 90/10 spilt simply does not provide a sufficient incentive to reduce costs.

Q. Mr. Zuraski does not agree with your statement that the 50/50 sharing mechanism

is fair as it oversimplifies the situation.  Do you have any comment?

                                                
3 ICC Staff 3.0 beginning at line 111.
4 NICOR Gas Ex. 4.0 beginning at line 269.
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A. I do not believe that I have over simplified the matter as Mr. Zuraski suggests.  The fact

is that any sharing proposal will cut both ways.  Zero sharing to ratepayers provides the

strongest incentive for the Company to reduce costs and 100 percent sharing with

ratepayers provides the weakest incentive for the Company to reduce costs.  In

designing any sharing plan there is an inherent trade-off between cost reduction and

treating customers “fairly.”  A 50/50 sharing proposal is “fair” in the sense that some

other mechanisms would favor cost reductions over customers or vice versa.

Furthermore, it also is a simple and workable answer to the more complicated question

of “what is the ‘correct’ sharing rate that will provide an ‘optimal’ tradeoff between cost

reductions and customer benefits?”  Given that the 50/50 sharing mechanism is working

well for both customers and the Company, there is no reason to change the sharing

arrangement at this time.

Q. Mr. Zuraski appears to argue that customers have a “right” to the savings because

they are paying base rates.5  Do you agree?

A. No.  Customers are not shareholders (i.e., owners) and have no residual claim to

earnings based on the rates they pay.  This is a fundamental premise of utility

regulation. 6

Mr. Zuraski’s statement that “customers are already paying through their utility rates a

tremendous amount of money for the vast resources at the Company’s disposal for

                                                
5 ICC Staff Exhibit 3.0 beginning at line 127.
6 An understanding of the simple economics of financing a utility will make this point clear. Investors take the risk

in providing capital to the utility, not ratepayers. Therefore, subject to rate regulation, investors are the residual
claimants to earnings.
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generating ‘savings’ under the GCPP,”7 misses the point completely.  Because the

Company’s assets are used to generate the savings, the Company should, arguably,

retain 100 percent of the earnings due to its behavioral changes, just as any other

company would do that had become more efficient.8  However, in recognition that

ratepayers should benefit from the change in regulation, the GCPP provides for

ratepayer benefit from the actions of the Company.  Put in the proper context, the 50/50

sharing mechanism is fundamentally fair.

Q. Is Mr. Zuraski correct that NICOR gas sales provide the opportunity to make

profit from the base rates?9

A. Not as I understand the Illinois regulatory system.  Prior to the implementation of the

GCPP, NICOR did not, and could not, make a profit on the gas commodity.  This is

because NICOR only could recover its actual costs.  Until the GCPP was approved,

NICOR only had an opportunity to make profit on gas throughput as it related to its

fixed investment.  Put another way, if NICOR Gas exited the gas sales business

tomorrow it would have the same opportunity to make a profit on the distribution of

gas, but would receive no GCPP “incentive bonus.”

Q. Mr. Zuraski suggests that gas sales and the profit from base rates was all part of

the “regulatory compact.”10  Do you have any comments?

                                                
7 Id.
8 Recall that the benchmark mimics the costs under traditional regulation and, therefore, customers paying those

rates would be no worse off under the GCPP if they were provided no savings.
9 ICC Staff Exhibit 3.0 beginning at line 222.
10 Id. at lines 225-227.
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A. Mr. Zuraski has raised the issues of the “regulatory compact” as a euphemism for

traditional regulation with its emphasis on rates of return and transaction by transaction

review.  My reading of the Section 9-244 suggests that the legislature was placing that

paradigm aside and replacing it with a new paradigm that was based on rewards for

performance.  Nowhere in Section 9-244 is there any mention of utilizing the past

paradigm to judge the effectiveness of performance based regulation (“PBR”).  That is,

under PBR the General Assembly has authorized the creation of a new regulatory

compact and opened up the possibility of allowing gas local distribution companies

(“LDCs”) to make a profit from gas sales.  The point here is that the regulatory compact

is not an explicit unchanging contract, the Illinois legislature can, and in this case did,

change the compact in order to adapt to changing circumstances.

B. Savings and Incremental Cost are Not Comparable

Q. Mr. Zuraski maintains that comparing incremental costs with the savings is a

reasonable approach.  Do you agree?

A. No.  Mr. Zuraski cites to several data request responses and notes that the Company has

not estimated any opportunity costs that are associated with asset redeployment and

then maintains that comparing incremental costs to savings is reasonable.11  My point

concerning the comparison of incremental accounting costs and savings is that they are

theoretically not the same concept.  Savings is generated by the Company deploying its

resources, human and otherwise, in a different manner relative to the manner in which

                                                
11 ICC Staff Exhibit 3.0 beginning at line 138.
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they were deployed under traditional regulation. 12  The incremental cost data are

accounting costs that show up only when accounting transactions occur.  These are

simply not the same conceptually.13

Furthermore, it would be impossible to calculate the “opportunity” cost of all of the

changes that have occurred over time under the GCPP.  This is especially true in the

case of human resources.  How does one estimate the true value of the additional effort

in any given hour by an employee?  How can the focused attention of management be

determined from the accounting figures?  It is not surprising that the Company does

(can) not track costs in this manner.  However, that does not mean these that these

activities do not have costs, or that such events should be ignored when reviewing the

results of the Program.  In fact, Mr. Zuraski notes that customers have paid for the

existing resources at the Company’s disposal and therefore would like to give customers

some “credit” for such payment.  Yet when the Company utilizes these resources to

more effectively buy gas, Mr. Zuraski would like to ignore theses resources in

calculating his return figure.  Mr. Zuraski cannot have it both ways.

C. The Proper Context for Reviewing the “Incentive Bonus”

Q. Mr. Zuraski suggests that the return to this Program for NICOR has been

approximately 1700 percent.14   Do you agree with this figure?

                                                
12 I have reviewed the actions taken by the Company in my direct testimony.
13 Mr. Zuraski appears to recognize this shortcoming by noting this approach is “as reasonable as the Staff could

manage, given the Company’s responses to the data requests.”  Id. at lines 147-148.
14 Id. beginning at line 156.
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A. No.  First, what Mr. Zuraski has called the “incentive bonus” is really a return on the

Company’s gas procurement function, which prior to incentive regulation received no

return.  The purpose of PBR is to allow the Company to earn money on gas sales while

at the same time rewarding it for becoming more efficient relative to traditional

regulation. 15

Second, I do not agree that the return to the GCPP has been 1700 percent.  As noted

above, this number utilizes figures only for incremental cost and does not take into

account the full costs of procuring gas as I have noted in other places in my testimony.

Normally, an investor would calculate return based on the total amount of money

invested.  The concept of calculating the return based solely on the incremental costs is

faulty as it assumes that the utility should receive zero percent return on its current costs

of procuring and selling gas.

Finally, as noted above, the purpose of this Program is to enhance the incentives the

Company operates under in order to create a more efficient utility.  Utilizing a “cost of

service” approach, either through a transaction-by-transaction analysis or by a reliance

on calculating “returns” is simply not appropriate in this new paradigm.

Q. Please comment on the “best” multiple of incremental costs argument?16

A. I agree with Mr. Zuraski that attempting to determine the “best” multiple is probably

irresolvable and I recognize that, given his theory, he is simply taking a practical

                                                
15 The Commission noted that utility (and customer) benefits from improved performance as a result of enhanced

incentives is part of incentive regulation. (Order at 30). Furthermore, the law talks about “alternatives” to rate of
return regulation and “regulatory mechanisms” that are based on benchmarks that reward (or penalize) the utility
based on performance relative to that benchmark.

16 See NICOR Gas Ex. 4.0 beginning at line 238 and ICC Staff Exhibit 3.0 beginning at line 201.
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approach.  However, I do not find the multiple on incremental costs helpful in

determining whether this Program has met its objectives.  Given the fact that no logical

multiple exists, I would not rely on that metric to review the Program.

But beyond the problems with his metric noted in my rebuttal testimony, one fatal flaw

with utilizing such a metric is that it is not robust to changes in incremental accounting

costs.  Mr. Zuraski notes that this approach penalizes the Company for keeping costs

“in-line,” (with some qualifications).  For example, if the Company had kept its

incremental costs to zero (i.e., no increase in cost) would the proper incentive bonus be

zero?  Incremental accounting costs of zero do not necessarily indicate that the

Company has not become more productive.  Therefore, the return to incremental cost,

as used by Mr. Zuraski, is an improper measure of the appropriateness of the “incentive

bonus.”

Q. Mr. Zuraski disagrees with your point that the size of the Company’s PGA sales is

a better metric on which to judge the incentive bonus.17  Do you have any

comments?

A. Yes.  The purpose of pointing out the size of the Company was to place the $12-15

million figure in context.18  Of course, if the Company were 1/3 its size, it is likely that a

smaller (absolute) bonus would result.  The reason why this figure may be higher or

lower depending on the size of the company is the same reason why any large company

makes higher (absolute) profits than any small company.  NICOR makes a higher

                                                
17 Id. beginning at line 215.
18 This figure, when added to the rates of customers, amounts to around $0.006 per year per therm.
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(absolute) profit than CILCO, and CILCO makes a higher (absolute) profit than

Mt. Carmel Public Utility Company.  This is to be expected.  Furthermore, a larger

company may need additional employees to deal with the additional risks that are

associated with managing larger numbers of transactions and larger levels of cash flow.

It is simply incorrect to assume that a large company would not need more employees

to handle a large and more complex gas purchasing division.  This seems quite obvious.

Finally, a larger (absolute) bonus may be necessary in order to get and keep the

attention of managers.  The Commission should want to provide proper incentives in

order to keep managers focused on this Program in order to produce even better results

in the future.

D. Risk and Reward

Q. Mr. Zuraski addresses the issues of additional risk and concludes that additional

risk has been compensated. 19  Do you agree?

A. No.  Mr. Zuraski is correct that, on a macro level, the risk faced by the Company is a

result of the possibility of absorbing losses.  However, at a micro level, the Company

faces risks with each decision and project it undertakes.  This risk, for any individual

project, may not be compensated properly if a larger share of the profits is taken from

the Company.  That is, nominal savings could still be positive from a particular action

taken by the Company under a 90/10 division, yet the risk-adjusted return to that project

may not be met (i.e., there are opportunity costs to any decision the Company makes).

While this, of course, could be true under a 50/50 spilt, it is certainly less likely to

                                                
19 ICC Staff Exhibit 3.0 beginning at line 149.
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happen and, for reasons noted in other parts of my testimony, the 50/50 spilt is an

equitable manner to divide the savings.

E. Low-Hanging Fruit and the X-Factor

Q. Mr. Zuraski suggests that the validity of the “low-hanging fruit” argument does

not invalidate his three-tier proposal.20  Do you have any comments?

A. Yes.  I believe I addressed the validity of the argument in my rebuttal testimony so I

will not repeat all of those arguments here.21  However, the purpose of a tiered sharing

structure is very straightforward.  A tiered structure provides higher returns to

customers at lower levels of savings, and then provides for a more balanced return

between customers and the Company at higher levels of savings.  I submit that there is

no good reason why a tiered structure should be used, unless one believes that 1) the

benchmark is not sufficiently accurate and systematically benefits the Company; or

2) there are savings that the Company can obtain with little or no effort and therefore

the Company should not receive much reward for these initial actions.  Neither of these

factors exist under this Program as I discussed in my rebuttal testimony.  Moreover,

Mr. Zuraski has provided no information to demonstrate that either of these

circumstances are taking place.  In short, the need for a three-tiered sharing structure

simply does not exist.

                                                
20 Id. beginning at line 238.
21 NICOR Ex. 4.0 beginning at line 285.
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Q. Mr. Zuraski’s suggests that your discussion of the X-factor is not relevant.22  How

do you respond?

A. Mr. Zuraski obviously sees this issue quite differently than I do.  I think the analogy

between the theory behind the proposed three-tiered sharing structure and the theory

behind the proposed X-factor is apt.  The purpose of both theories is to deprive the

Company of some of the benefits of moving to incentive regulation.  Both the X-factor

proposal and Mr. Zuraski’s proposal, while not mechanically identical, have the same

effect and therefore the Commission’s decision on the X-factor is a relevant factor in

making a decision in this Docket.

III.  Response to GCI Witness Mr. Mierzwa

Q. How do you respond to Mr. Mierzwa’s characterization of your position in his

rebuttal testimony beginning on page 8?

A. I would suggest that this is a gross mischaracterization of my testimony.  I have never

suggested that the Commission need not review the benchmark simply because the

purchased cost is lower than the benchmark.  I have provided testimony that reviews the

actual behavior of the Company and determines that that behavior was a direct result of

the Program.  Furthermore, I have reviewed the actual operation and results of the

Program, not hypothetical possibilities, and determined that given these results, the

GCPP is meeting its objectives and need not be modified.  This is a reasonable approach

to the review process under Section 9-244(c).

                                                
22 ICC Staff Exhibit 3.0 beginning at line 247.
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Q. Is Mr. Mierzwa’s concern over accounting for each action the Company has taken

under the GCPP reasonable?23

A. No.  The purpose of PBR is to get away from the “transaction-by-transaction” approach

to regulation and provide the Company with flexibility to operate its commercial

activities according to sound business principles as opposed to what will pass a

prudence review.  It is therefore completely unnecessary to document each action as the

Company’s activities are now judged by an objective benchmark rather than a more

subjective prudence review.  That does not mean that it is unnecessary to review the

operation of the GCPP and the changes in behavior that have occurred as a result.  This

I have done in my direct testimony.

Q. Does this conclude your surrebuttal testimony in this Docket?

A. Yes it does.

                                                
23 GCI Exhibit 1.5 at 7.


