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STATEOFILLINOIS
ILLINOISCOMMERCE COMMISSION

NORTH SHORE GAS COMPANY

. No. 07-0241
Proposed General Increase In Rates For Gas Service. : and

: No. 07-0242
THE PEOPLES GAS LIGHT AND COKE COMPANY : Consol.

Proposed General Increase In Rates For Gas Service.

POST-HEARING REPLY BRIEF OF NORTH SHORE GAS
COMPANY AND THE PEOPLESGASLIGHT AND COKE COMPANY

North Shore Gas Company (“North Shore”) and The Peoples Gas Light and Coke
Company (“Peoples Gas”) (together the “ Utilities’ or the “Companies’), by their counsel, submit

this Post-Hearing Reply Brief.

INTRODUCTION

A. Summary

1. Overview

The Utilities' final revised proposals should be approved. They are consistent, supported
by compelling evidence, and will result in rates that are just and reasonable for customers as well
as the Companies. The Utilities filed fair and sensible revised tariffs and new Riders that reflect
the changes in their business and public policy since their base rates last were set, in 1995, and
they have listened to other parties proposals in these proceedings. For example, they have
accepted 20 rate base and operating expenses adjustments proposed by “GCI”* and Staff.

In contrast, GCI’ s and Staff’ s positions on many key contested issues not only lack merit,

but they also suffer from two serious overall problems: inconsistency and inflexibility. First,

! The Illinois Attorney General’s Office (the “AG”), the Citizens Utility Board (“CUB"), and the City of Chicago
(the “City”) (collectively “GCI™).



GClI's and Staff’s positions are shot through with contradictions, as to which they try to “have it
both ways’. Examples of this problem are discussed in the next subsection of this Reply Brief.

Second, GClI's and Staff’s positions suffer from rigidity. GCI and Staff largely fail to
recognize, or they disregard, the changes in the business environment and in the public policy
framework within which the Utilities serve their customers. Except for the City's support of
Peoples Gas' new infrastructure rider, “Rider ICR”, GCI and Staff ignore, or they brush aside,
how the Utilities' proposed new Riders greatly would benefit customers.

In addition, Staff largely ignores the reorganization of the Utilities and focuses on past
disputes when addressing the subjects of Peoples Gas' Hub services and the new Riders. The
[llinois Commerce Commission (the “Commission” or “ICC") approved the reorganization in In
re WPS Resources Corp., et al., ICC Docket No. 06-0540 (Order Feb. 7, 2007). Integrys Energy
Group, Inc. (“Integrys’), now is the parent of Peoples Energy Corporation, which in turn is the
parent of the Utilities. E.g., Borgard Dir., Peoples Gas (“PGL") Exhibit (“Ex.”) LTB-1.0,
4:82-84. Lawrence Borgard is now the President and Chief Operating Officer of Integrys Gas
Group and Vice Chairman of the Board and Chief Executive Officer of North Shore and Peoples
Gas. Id., 1:6-8. The Companies are fully carrying out the Commission’s Conditions for
approving the reorganization. E.g., id., 3:55-57, 22:482-492, 30:667-695; PGL Ex. LTB-1.6.
Y et, many of Staff’s arguments relating to the Hub services and new Ridersread as if the instant
cases were about the issues that arose out of events in years before the reorganization and before
the test year and were resolved by the Gas Charge settlement approved by the Commission in
March 2006 in ICC Docket Nos. 02-0726, 02-0727, 03-0704, 03-0705, 04-0682, and 04-0683.
The instant proceedings are not those Dockets. The Commission’s final Order in these rate cases

must be within its jurisdiction and authority, must be lawful, and must be based exclusively on
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the evidence in the record of these proceedings, not on the evidence of other Dockets. E.g., 220
ILCS 5/10-103, 10-201(e)(iv); Business and Professional People for the Public Interest v.
[llinois Commerce Comnm'n, 136 11l. 2d 192, 201, 227 (1989).

Other intervenors besides GCI pursue various contested proposals. Most of those
intervenors are alternate gas suppliers and transportation customers. With regard to the contested
issues, they generaly seek costs of service, rate design, and terms and conditions changes that
would serve their particular economic interests. Their proposals, in many instances, do not
accord with sound cost of service and ratemaking principles, are not consistent with the
operation of the Utilities systems and business processes, or would inappropriately shift costs
and burdens to other customers or the Utilities.

The two remaining parties are the Environmental Law and Policy Center (“ELPC”) and
Local Union No. 18007, Utility Workers Union of America, AFL-CIO (“Local 18007”). ELPC
supports the Utilities' proposed energy efficiency program, although ELPC believes that its costs
should be recovered through base rates rather than the applicable new rider, “Rider EEP".
Local 18007 proposes that the Commission impose strictures on the Companies management
that would require the filling of many employee positions (i.e., the Union positions) when they
become vacant regardless of whether management believes the positions should be filled. Local
18007’ s proposal is not consistent with the respective roles of management and the Commission.

The Commission should approve the Utilities' revised tariffs and new Riders. The
evidence shows that, in so doing, the Commission will meet the fundamental requirement of
establishing rates that are just and reasonable for customers as well as the Utilities and their
shareholders. 220 ILCS 5/9-201(c); Business and Professional People for the Pub. Interest v.

[1linois Commerce Comnm'n, 146 II. 2d 175, 208 (1991).
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2. GCl’'sand Staff’s | nconsistent Positions

In the Overview above, the Utilities observed that GCI’s and Staff’s respective positions
as to many key contested issues are replete with contradictions as to which they try to “have it
both ways’. This subsection of this Reply Brief providesillustrations of that serious problem.

GCIl’sInconsistent Positions on the Weather Normalization Period and Riders VBA

and WNA. Once agas utility’s revenue requirement is determined and allocated, its charges are
calculated based on its billing determinants, including, as to volumetric charges, its normal level
of heating degree days (“HDDs’). GCI strenuously argues for use of a 30-year period for
weather normalization, claming, among other things, that using the 10-year period will
under-estimate HDDs. E.g., AG Initial Brief (“Init. Br.”) at 21-23; see also City-CUB Init. Br. at
58-63. Yet, when it comes to the Utilities' proposed decoupling Rider, “Rider VBA”, and their
aternative weather normalization adjustment Rider, “Rider WNA” -- both of which, all ese
being equal, will give residential and general service customers billing credits if weather turns
out to be colder than the normal weather level set in these proceedings (see, e.g., North Shore —
Peoples Gas (“NS-PGL”) Init. Br. at 115-116, 119) -- GCI strenuously opposes these Riders,
claiming that they benefit the Utilities, not customers. AG Init. Br. at 29-82; City-CUB Init. Br.
at 70-83. GCI cannot have it both ways. 1If the HDDs resulting from use of the 10-year period
are too low, then, all else being equal, customers would benefit from Riders VBA and WNA, not
the Utilities. The effects of GCI’s inconsistent positions are obvious. Using the 30-year period
will yield over-estimated HDDs that will incorrectly reduce the volumetric charges, while
opposing Riders VBA and WNA will prevent the Utilities from recovering the revenues lost due

to those incorrect low charges, as discussed in Sections VI and V11(B) of this Reply Brief, below.



GCl’s Inconsistent Positions on the Significance of Climate Change. Independent

climate scientist Dr. Eugene Takle, a contributor to the Intergovernmental Panel on Climate
Change, testified that using data from O’'Hare for the most recent 10-year period to predict
HDDs is more accurate than using data for a 30-year period, based on data regarding global
warming, the relationship between U.S. and global temperatures, the relationship between
O'Hare HDDs and U.S. temperatures, and other data. E.g., Takle Dir., PGL Ex. EST-1.0,
8:164-171, 32:696-711. The AG, arguing for use of a 30-year period, brushes aside Dr. Takle's
testimony, ignores his conclusion on the most accurate period, and implies (incorrectly) that he
relied only on a single 1990 study. See AG Init. Br. at 25-27.% Yet, six months ago, the AG,
having filed a joint petition with other states and organizations (not parties here) that called
globa warming “the most pressing environmental chalenge of our times’, prevailed in
Massachusetts, et al., v. Env'tal Protection Agency, et al., No. 05-1120, slip. op. at 1 (U.S. S. Ct.
April 2, 2007) (EPA has statutory authority to regulate emission of greenhouse gases from new
motor vehicles; EPA’s grounds for inaction were based on impermissible considerations).

GCl’'s and Staff’s Inconsistent Positions Relating to the Merits of “ Traditional

Ratemaking”. GCI and Staff both strongly espouse “traditional ratemaking” in the face of the
Utilities' advocacy of Riders VBA and WNA. E.g., AG Init. Br. at 29-31; City-CUB Init. Br. at
70-75; Staff Init. Br. at 123-127. Yet, GClI and Staff emphasize that the Utilities experienced
significant continuing declines in natural gas usage per customer since the early 1990's, and
significant declines in base rate revenues (the revenues that cover the costs and expenses
included in their revenue requirements, i.e., margin revenues) since 2003, arguing that, in the

face of those problems, the Utilities' not filing rate cases until 2007 must mean that “traditional

2 Staff accepts the Utilities' use of the 10-year period. Staff Init. Br. at 171.
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ratemaking” remains preferable. E.g., AG Init. Br. at 2, 46; City-CUB Init. Br. at 75,80; Staff
Init. Br. at 155-156. That is illogical. The Utilities forbearing, in the face of these
developments, from filing rate cases is not evidence that “traditional ratemaking” is working
well, much less that it is preferable to the decoupling or weather normalization adjustment riders
adopted in other states and embodied in Riders VBA and WNA. Also, GCI and Staff
conveniently ignore, as reasons for the Utilities' not filing rate causes sooner, that the Utilities
were litigating and negotiating the Gas Charge issues and their settlement (approved in March

2006) and the proposed reorganization (approved in February 2007).

Staff’s Inconsistent Positions on Hub Services Costs and Revenues. Staff proposes to
disallow nearly $40 million of gross plant and over $2 million of gross operating expenses of
Peoples Gas, based primarily on the theory that Peoples Gas' Hub services are imprudent
because the costs outweigh the revenues. Staff Init. Br. at 111. Yet, it is uncontested that, under
the Gas Charge settlement, all revenues of the Hub services are credited to Peoples Gas
customers through reductions its “Rider 2" Gas Charges, including a gross $20 million in 2005
and 2006 and a forecasted gross $13 million in 2007. NS-PGL Init. Br. at 99. Staff’s position of
disallowing al of the costs (which they have miscalculated) without making any offset for the
revenues is unreasonable and unfair and, not surprisingly, it is inconsistent with the
Commission’s approach to calculating disallowances where imprudence is found. When
imprudence is found, only its incremental impact, if any, is disallowed. E.g., In re Central Ill.
Light Co., ICC Docket No. 94-0040, 1994 Ill. PUC Lexis 577, **38-42 (Order Dec. 12, 1994).

GCl's and Staff’s Inconsistent Positions on OPEB Liabilities and Pension

Asset/Contributions. GCIl proposes, and Staff concurs, to subtract nearly $56 million from

Peoples Gas' rate base, and over $7 million from North Shore€'s rate base, based on the
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Companies respective “OPEB” (Post-Retirement Benefits Other Than Pensions) liabilities. AG
Init. Br. at 11-13; City-CUB Init. Br. at 16-18; Staff Init. Br. at 16-18. Yet, GCl and Staff
simultaneously refuse to take into account Peoples Gas' net pension asset of $110 million, based
on the theory that these are customer-supplied funds, despite the uncontested fact that Peoples
Gas contributed over $15 million to the plan in the test year. NS-PGL Init. Br. at 31-33. GCI’'s
and Staff’s positions not only are contradictory as to treatment of the OPEB and pension balance
sheet items, but they are inconsistent with the Commission’s recently having approved recovery,
at a debt rate of return, of a utility’s contribution to a net pension asset. In re Commonwealth
Edison Co., ICC Docket No. 05-0597, pp. 28-29 (Order on Rehearing Dec. 20, 2006).

GCIl’'s Inconsistent Positions on the Test Year, Depreciation Reserves, and

Pro Forma Adjustments Based on Inflation and Attrition. GCI opposed, as inconsistent with

test year principles and the “[a]ttrition or inflation” clause of the Commission’s pro forma
adjustments rule, 83 1ll. Adm. Code Part 287, the Utilities' proposed pro forma adjustments for
non-payroll expenses inflation. Effron Dir., GCI Ex. 2.0, 26:571 — 28:640. The Utilities
withdrew those adjustments. Yet, GCI proposes to add a full year of depreciation expense to
each utility’s Accumulated Reserve for Depreciation and Amortization (the “Depreciation
Reserve’), over $43 million as to Peoples Gas and nearly $6 million as to North Shore, thereby
reducing their rate bases by the same amounts. AG Init. Br. at 6-11; City-CUB Init. Br. at 9-16.
GCl's proposed adjustments are inconsistent with test year principles and the proforma
adjustments rule (NS-PGL Init. Br. at 18-21; Kahle Corr. Reb., Staff Ex. 15.0, 17:346-359), asis
illustrated by comparing them with GCI’s position on the Utilities withdrawn proposed

pro forma adjustments for non-payroll expenses inflation.



Staff’s Inconsistent Positions on Determining the Rate of Return on Common

Equity (“ROE”). Staff’s arguments on the Utilities authorized ROEs are fraught with

contradictions. (1) Staff argues that the Utilities' “financia leverage” adjustment to the ROE
models lacks any basis in financia theory, when Staff’s own “financial risk” adjustment to the
ROE models relies on the very same financial theory. NS-PGL Init. Br. at 71, 85-86.
(2) Chalenging the Utilities' financial leverage adjustment, Staff argues that if a utility has a
market-to-book ratio over 1.0, it can be due to only one of two reasons: (a) the investor-required
rate of return has fallen or (b) expectations of future earnings haverisen. Staff Init. Br. at 62. At
the same time, Staff challenges CUB-City’s position that a utility’s market value should never
exceed book value as “oversimplified,” pointing out that there are many utility ratemaking
practices that can result in a utility’s market value exceeding its book value. Id. at 73. (3) Staff
argues that historical data has no place in the application of the financial models. Staff Init. Br.
at 68-70. But Staff’s cost of equity witness uses historical datain her application of the “CAPM”
model, and her claim that it is unavoidable is incorrect. NS-PGL Init. Br. at 77-78. (4) Staff
claims that single-day spot market datais the only valid data for the financial models, yet Staff’s
criticisms of the use of historical data apply equally if not more so to the use of spot data. Id. at
78-79. (5) Staff says that ROESs should be based on what investors do expect, not what they
should expect. Staff Init. Br. at 67. But Staff calculates its own CAPM betas instead of relying
on the Value Line betas that investors actually rely on. NS-PGL Init. Br. at 80. (6) Staff accepts
the Utilities' proxy group of gas utilities as having a balance of risk comparable to the Utilities,
but then applies a formula to calculate an ROE adjustment based on an asserted difference in
financial risk based on assumed stand-alone credit rating. Either the proxy group is comparable

on a“balance of risk” basis or not. Staff cannot have it both ways. 1d. at 83-85.
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The foregoing examples of GCI's and Staff’s inconsistencies within and between
positions, and their attempts to “have it both ways’, are not exhaustive. Those and other

instances are discussed further in the body of the Utilities' Initial Brief and below.

B. Natur e of Operations

1 Peoples Gasand 2. North Shore (Combined Discussion)
No other party addressed these subjects as such in its Initial Brief. The Utilities note that
some parties have made proposals that are inconsistent with the design and/or operation of the

Utilities' systems, asis discussed in the applicable Sections of this Reply Brief, infra.

C. Test Year (Uncontested)

The Utilities' proposed test year, fiscal year 2006, should be approved. NS-PGL Init. Br.
at 13 No other party addressed this subject as such in its Initial Brief. The Utilities note that
GCI has proposed adjustments to the Utilities Depreciation Reserves that are inconsistent with

test year principles, asis discussed in Section 11(D)(1) of this Reply Brief, infra.

. RATE BASE

A. Overview

Peoples Gas fina proposed rate base of $1,289,531,000 and North Shore's fina
proposed rate base of $193,577,000 should be approved. The Utilities rate base figures
appropriately and correctly reflect the prudent, reasonable cost, and used and useful investments

that they have made in their systems in order to serve their customers. The Initial Briefs



submitted by Staff and GCI® do not alter that their respective contested proposed rate base
adjustments are not supported by the evidence or the law.
Staff’s and GCI’s respective proposed rate base figures, as aggregate amounts, are

guestionable on their faces. Peoples Gas' unadjusted actua rate base at the end of the test year,

fiscal year 2006, was $1,210,229,000. PGL Ex. SF-1.1, Sched. B-1, line 15, column [D]. That
figure does not include Peoples Gas' uncontested pro forma adjustment for post-test year capital
additions of a net $87,403,000.* Yet, Staff's final proposed rate base for Peoples Gas is
$1,168,331,000 (Staff Init. Br., App. A, p. 4, line 23, column (d)), and GCI’s final proposed rate
base for Peoples Gas is $1,215,362,000 (AG Init. Br. at 13 (citing GCI Ex. 5.1, Sched. B Rev.)).
Their proposed total figures beg explanation in these circumstances.® The explanation, however,
isthat Staff’s and GCI’ s underlying proposed adjustments lack merit, asis discussed below.

The Utilities note that the AG has not correctly stated the applicable law, in certain
respects. The AG is correct that the Commission must establish rates that are just and reasonable
to ratepayers and to the utility and its stockholders. AG Init. Br. at 3-4; NS-PGL Init. Br. at 5.
The AG’s discussion of the burden of proof (AG Init. Br. at 3), however, does not fully set forth

the applicable law. A utility bears the burden of proof that its proposed rates are just and

® The Utilities generally refer herein to “GCI’S’ positions on rate base and operating issues. The AG and
City-CUB as “GCIl" jointly submitted the testimony of David Effron as their sole witness on these issues, and, while
they have filed separate Initial Briefs, they do not appear to have changed any of their proposals on these issues.

* The $87,403,000 figure = the original net amount of $95,464,000 (PGL Ex. SF-1.1, Sched. B-2, column [B])
minus an agreed net amount of $8,061,000 (NS-PGL Ex. SF-4.2P, column [D]; NS-PGL Init. Br. at 16-17).

° The situation is similar as to North Shore. North Shore's unadjusted actual rate base as of the end of the test
year was $187,208,000 (NS Ex. SF-1.1, Sched. B-1, line 13, column [D]), and its uncontested pro forma adjustment
for post-test year capital additionsis a net $9,899,000 ( NS Ex. SF-1.1, Sched. B-2., column [B]; NS-PGL Init. Br. at
16-17). Yet, Staff and GCI propose rate bases for North Shore of only $181,332,000 and $184,880,000,
respectively. Staff Init. Br., App. B, p. 4, line 23, column (d); AG Init. Br.at 13 (citing GCI Ex. 5.1, Sched. B Rev.).
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reasonable, 220 ILCS 5/9-201(c), but once it makes out a prima facie case, the burden of going
forward with the evidence shifts to the other parties that challenge its costs.
In proceedings before the Commission, once a utility makes a showing of
the costs necessary to provide service under its proposed charges, it has
established a prima facie case. City of Chicago v. People of Cook County, 133 IlI.
App. 3d 435, 478 N.E.2d 1369, 88 III. Dec. 643 (1985). The burden then shiftsto
others to show that the costs incurred by the utility are unreasonable because of

inefficiency or bad faith. City of Chicago v. People of Cook County, 133 I1I. App.
3d 435, 478 N.E.2d 1369, 88 Ill. Dec. 643 (1985).

lllinois Bell Tel. Co. v. lllinois Commerce Comm'n, 327 11l. App. 3d 768, 776 (3d Dist. 2002).°
Also, the AG has not accurately identified the applicable law on inclusion of plant in rate base.
A utility is legally entitled to include in rate base plant that is prudently acquired, reasonable in
cost, and used and useful. 220 ILCS 5/9-211; In re Commonwealth Edison Co., ICC Docket
No. 94-0065, 1995 Ill. PUC Lexis 25, *5 (Order Jan. 9, 1995), aff’d in part and remanded in part
on other grounds, 291 Ill. App. 3d 300 (1st Dist. 1997). The AG cites not Section 9-211 but
rather Sections 9-212 and 9-213 of the Public Utilities Act, 220 ILCS 5/9-212, 9-213, and
decisions thereunder, but those Sections expressly apply only to new electric utility generating
plant, new gas production facilities, and significant additions (as defined) thereto. In any event,

the evidence supports Peoples Gas' and North Shore' s final proposed rate bases.

B. Uncontested | ssues

1. Original Cost Deter mination as
to Plant Balances as of 9/30/06

Staff’s proposed findings on original cost determinations should be adopted. NS-PGL

Init. Br. at 16; Staff Init. Br. at 3-4. No other party addressed this subject in its Initial Brief.

® The law also is clear that the utility does not bear the burden of proof on all the issues that conceivably are
relevant to the reasonableness of its rates, nor isit required in its direct case to anticipate and disprove the objections
that opposing parties might make. City of Chicago, 133 I1l. App. 3d at 442.
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2. Pro Forma Capital Additions’

Staff’s final revised figures as presented in its rebuttal testimony for the Utilities
pro forma adjustments for post-test year capital additions, modified by addition of $10,405,000
of Peoples Gas' cushion gas additions, should be used as the final figures for these adjustments.
NS-PGL Init. Br. at 16-17; Staff Init. Br. a 4-5. No party besides the Utilities and Staff
addressed this subject as such inits Initial Brief. The Utilities note that GCI seeks to use these
adjustments as a pretext for GCI’s improper and incorrect proposed adjustments to the Utilities

Depreciation Reserves, asis addressed in Section 11(D)(1) of this Reply Brief, infra.

3. Capitalized L obbying Expenses

Please see Section I11(B)(5)(d) of this Reply Brief, infra.

4. Capitalized City of Chicago Resurfacing Costs (PGL )

No other party addressed this subject initsInitial Brief.

5. ADIT - Gas Cost Reconciliation

No other party addressed this subject initsInitial Brief.

6. [ADIT -] AMT - Gas Char ge Settlement

No other party addressed this subject initsInitial Brief.

C. Plant

1. Capitalized I ncentive Compensation

Please see Section 111(C)(3)(b) of this Reply Brief, infra.

" Asindicated in their Initial Brief (at 14 and 16 n. 4), the Utilities agreed with or, in order to narrow the issues,
accepted the Staff and GCI proposed adjustments discussed in Section 11(B)(2) through 11(B)(5) of the Utilities
Initial Brief. Thus, the Utilities do not agree with all of the rationales given by Staff and GCI for their positions on
these subjects in their respective Initial Briefs. The Utilities have not waived their right to pursue these issues in
future rate proceedings.

12



2. Hub Services (PGL) (To be addressed in Section V, below)

D. Reservefor Accumulated Depreciation and Amortization

1. GClI's Proposed Adjustments

The Initial Brief of the Utilities (at 3, 18-21) showed that GCI witness Mr. Effron’s
proposed adjustments to their Depreciation Reserves are unjustified and improper. The Initial
Briefs of the AG and City-CUB each advocate and contain similar arguments with respect to
GCI witness Mr. Effron’s proposed adjustments to the Companies Depreciation Reserves, but
their arguments are meritless. The AG and City-CUB briefs rely upon and refer to cases which
are not on point. They neglect any reference to the two cases that are on point -- the
Commission’s orders in two Commonwealth Edison Company (“ComEd”) rate cases, ICC
Docket No. 05-0597 and ICC Docket No. 01-0423 -- cases with virtually the same relevant facts
as these proceedings, and cases in which the Commission regjected parallel proposals from
Mr. Effron. The AG and City-CUB Initial Briefs aso neglect any reference to Staff’s position.
The Utilities and Staff agree that GCI’s proposed adjustments should be rejected because they
are inconsistent with test year principles and with the Commission’s pro forma adjustments rule.
Each of the foregoing pointsis discussed below.

The AG acknowledges that the Utilities' surrebuttal testimony distinguished two of the
ICC decisions cited by GCI’s witness -- the decisions in ICC Docket No. 02-0837 involving
Central lllinois Light Co. (*CILCO”) and ICC Docket No. 03-0008 involving AmerenCIPS -- as
not relevant because they involved utilities that, unlike North Shore and Peoples Gas, had no
increase in net plant. See AG Init. Br. at 17; Fiorella Sur., NS-PGL Ex. SF-4.0, 868-171.

The AG then states, refering to the Utilities' surrebuttal testimony, that the “Companies

conveniently omit any reference to the Illinois Power case (ICC Docket No. 01-0432) and the
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AmerenCIPS and AmerenUE case, (ICC Docket No. 02-0798 (cons.)).” AG Init. Br. a 9. The
AG overlooks that ICC Docket No. 02-0798 involved the consolidation of two rate cases, one of
which was ICC Docket No. 03-0008, which was discussed in the Utilities' surrebuttal testimony.
In any event, it was not a question of convenience -- there was no need to refer to them because
they do not support GCI’ s proposals.

In ICC Docket No. 01-0432, Illinois Power Company (“IP’), in a rate case with a test
year of calendar 2000, proposed pro forma plant additions for projects either funded or approved
by September 30, 2001, even though those projects would not be in service until at late as
June 30, 2002, 18 months after the close of the test year. GCI there argued that the plant
additions should be limited to those in service as of June 30, 2001. The Commission rejected
GClI’'s position, and approved IP's proposed adjustment as to actual expenditures as of
September 30, 2001. Order in ICC Docket No. 01-0432 at pp. 18-21. With respect to the
Depreciation Reserve, |P had decreased rate base by the amount of the Depreciation Reserve
accruing from January 1, 2001, through September 30, 2001, on plant that was in service as of
December 31, 2000, the last day of the test year. GCI argued that, if its position limiting plant
additions to June 30, 2001, were not accepted, then, aternatively, the Depreciation Reserve
should be adjusted to recognize growth through the date that the last of the proposed additions
beyond that date actually goes into service, i.e., June 30, 2002. Again, the Commission rejected
GCI’s argument and accepted the position of IP. 1d. at pp. 20-21.

In ICC Docket No. 02-0798 Cons., AmerenUE and AmerenCIPS proposed pro forma
adjustments to rate base for mgor plant additions occurring after the historical test year (the
12 month period ending June 30, 2002), but within twelve months of the filing of the rate case.

The AG there argued that, because net plant in service had decreased slightly over the past five
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years for AmerenUE and had remained almost level for AmerenCIPS, allowing the post-test year
additions without also adjusting the Depreciation Reserves for existing plant would distort
revenue requirements. The AG argued, therefore, for disallowing the additions or, in the
aternative, for reducing them to account for any offsetting post-test year increases in the
Depreciation Reserves. The result of the AG’s position would be to eliminate the AmerenCIPS
additions, but to allow a portion of the AmerenUE additions because they were only partly
offset. Staff supported the AG’'s recommendations based on those facts (in briefing). The
Commission, distinguishing ICC Docket Nos. 01-0423 and 01-0432, concluded that while
AmerenUE and AmerenCIPS had the right to propose pro forma adjustments for post-test year
capital additions in an historical test year rate case, the pro forma adjustments should not be
adopted if they conflict with test year principles, and, accordingly, did not approve AmerenCIPS
proposed additions, and approved in the reduced amount AmerenUE’'s proposed additions.
Order in ICC Docket No. 02-0798 Cons. at pp. 6-11.

Finally, the AG also cites ICC Docket No. 02-0837, involving Central Illinois Light
Company (“CILCQO”). There, Staff proposed to disalow a pro forma adjustment for post-test
year plant additions on the basis that CILCO’ s net plant in service balance at the end of 2002 was
lower than the net plant in service balance at the end of 2001, the historical test year. The
Commission found that CILCO’s pro forma adjustments to plant in service should not be
approved, because CILCO’s net plant in service balance at the end of the test year appeared to be
more representative of net plant in service when the rates approved in the proceeding would go
into effect. Order in ICC Docket No. 02-0837 at pp. 5-8. The Commission stated that “under the

circumstances of this case, where net plant in service shows a consistent declining trend, it is

15



unwise to adopt a post-test year change that fails to account for accumulated depreciation”. 1d. at
p. 8.

Peoples Gas' and North Shore's circumstances are not the same as those for the utilities
in any of the cases cited by the GCI. Peoples Gas' and North Shore's net plant balances have not
been decreasing over time, they have been increasing. Schedules B-5 and B-6 in PGL
Ex. SF-1.1 and N. Ex. SF-1.1, and Companies witness Mr. Fiorella’s hearing testimony (Tr.
117:2-11, 118:13-14), provide uncontradicted evidence ®of their increasing net plant balances.’

The cases that are on point, therefore, with the instant proceeding are ICC Docket
No. 05-0597 (Commonwealth Edison Co., Order dated July 26, 2006) and ICC Docket
No. 01-0423 (Commonwealth Edison Co., Interim Order dated April 1, 2002, incorporated in
fina Order March 28, 2003), which the AG and City-CUB *“conveniently” neglected to address
in their Initial Briefs. In those cases, the Commission reected proposed adjustments to
Depreciation Reserves by Mr. Effron that are virtually the same as those he proposes in this
proceeding, in factua situations that are similar to the factual situations of Peoples Gas and
North Shore because they involved a utility with increasing net plant balances, unlike the cases

on which GClI relies.*’

8 The Commission must apply Illinois law governing uncontradicted evidence. “Where the testimony of a

witness is neither contradicted, either by positive testimony or by circumstances, nor inherently improbable, and the
witness has not been impeached, that testimony cannot be disregarded by the trier of fact.” Bazydlo v. Volant, 164
[l. 2d 207, 214 (1995).

° Page 14 of the City-CUB Initial Brief also contains the following statement: “ The proposed PGL post-test years
capital additions are several timesthe increasein [net] plant ... during the previous 10 years.” That statement simply
is not true. Compare Peoples Gas' unadjusted actual net plant as of the end of the test year, fiscal year 2006 (PGL
Ex. SF-1.1, Sched. B-1, line 3, column [D]) with the level approved in its 1995 rate case (Order in ICC Docket
No 95-0032, Appendix A, Sched. 1, line 4, column [D].

10 Both the AG and the City-CUB Initial Briefs contain the same absurd hypothetical, which they use to
inaccurately postulate the Utilities' position. AG Init. Br. at 18-21; City-CUB Init. Br. at 13. That hypothetical has
no relationship to the actual factuals in these proceedings.

16



In fact, in ICC Docket No. 05-0597, the AG unsuccessfully argued based on the same IP,
AmerenCIPS, AmerenCILCO, and AmerenUE cases. However, ComEd argued there, as do the
Utilities here, that those cases factually were not on point. Order in ICC Docket No. 05-0597 at
pp. 13-15. The Commission agreed with ComEd in rejecting the AG’s proposed adjustment to
the Depreciation Reserve, stating in relevant part:

At issue here is the AG's proposed adjustment to the accumulated reserve
for depreciation in order to make the pro forma balance consistent with the pro
forma plant in service included in rate base. ComEd contends that the proposal
presented by the AG violates Section 287.40 and test year rate making principles.
The AG's proposed adjustment does not correlate to any pro forma 2005 capital
additions or any plant adjustment proposed by any of the parties. Instead, the
AG's proposal merely takes one part of the rate base and moves it one additional
year into the future. ComEd argues that the Commission rules and test year
ratemaking principles prohibit such an adjustment. The Commission concurs
with ComEd as to thisissue. Further, the Commission finds that cases presented
by the AG to be inapplicable and without merit. The Commission agrees with
ComEd's assertion that the effect of the AG's proposed adjustment would be to
inappropriately bring the teat year into the future for accumulated depreciation.
The Commission rejects the AG's proposed adjustments..

Id. at p. 15.

GClI’s proposed adjustments also are improper, for multiple reasons. Peoples Gas and
North Shore are using a historical test year. The Utilities provided supporting documentation to
parties with respect to their pro forma adjustments for post-test year capital additions (amounts

of approximately $96 million for PGL and $9 million for NS, reflecting the correct deductions

for the Depreciation Reserves and ADIT related to these additions). E.g., Fiorella Reb., NS-PGL

Ex. SF-2.0, 8:168 — 9:194 NS Ex. SF-1.1, Sched. B-2; PGL Ex. SF-1.1, Sched. B-2. Asaresult,
the Utilities’ pro forma adjustments for post-test year capital additions as such are uncontested
(NS-PGL Init. Br. at 16-17), and, thus, they provide additional unrefuted evidence of the
Utilities' significant growth of plant, although GCI seeks to use them as a pretext for GCI’'s

proposed adjustments to the Depreciation Reserves.
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Peoples Gas and North Shore accordingly correctly rejected the proposal of GCI witness
Mr. Effron to add another year of depreciation to the Depreciation Reserves. The proposal is
applicable to existing plant not related to the plant involved in the pro forma adjustments.

The Utilities and Staff agree that, under these circumstances, GCI’ s proposed adjustments
to the Depreciation Reserves violate test year principles by, in effect, trying to change the test
year as to existing plant; and, as Staff pointed out, GCI’'s proposed adjustments also are
inconsistent with the Commission’s pro forma adjustments rules, 83 Ill. Adm. Code § 287.40.
Kahle Corr. Reb., Staff Ex. 15.0, 15:301 — 16:345; Fiorella Reb., NS-PGL Ex. SF-2.0, 9:196 —
10:219; Fiorella Sur., NS-PGL Ex. SF-4.0, 9:184-187. GCI’s proposed adjustments do not meet
the known and measurable standard, as Staff’ s witness states, and they also are inconsistent with
the inflation or attrition language of the pro forma adjustments rule, which GCI invoked in
opposing the Utilities' now-withdrawn proposed pro forma adjustments for non-payroll expenses
inflation. NS-PGL Init. Br. at 20, 35-36. See aso the quote from the Order in ICC Docket
No. 05-0597 above.GCI’ s Initial Briefs do not mention Staff’ s testimony on this subject.

GClI's proposed adjustments to the Depreciation Reserves do not correlate to any
pro forma plant additions or to any plant adjustment proposed by any of the parties. Instead,
GCI’ s proposed adjustments take one part of rate base and move it into the future by adding one
year of depreciation. That isimproper.

Based on the foregoing, the Companies and Staff have demonstrated that GCI’ s proposed
adjustments to the Depreciation Reserve are not warranted, are not supported by and instead are
inconsistent with past Commission decisions, violate test year rate making principles, and are not
appropriate under the pro forma adjustments rule, 83 1l Admin. Code § 247.40. Thus, they

should be rejected.
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2. Derivative Adjustments

No other party addressed this subject initsInitial Brief.

E. Cash Working Capital

As Staff accurately notes, the Companies are willing to utilize the gross lag methodol ogy
to calculate their cash working capital (“CWC”) requirements. However, Staff misstates the
extent of the changes necessary to correct its proposed application of that methodology. Not
only do the Companies contest Staff’s treatment of: (i) payroll-related capitalized expenditures,
(i1) pass through taxes, and (iii) real estate taxes (Staff Init. Br. a 7) -- the Companies aso
contest the level of revenues and expenses Staff utilized in its calculations. See Adams Sur.,
NS-PGL Ex. MJA-3.0, 7:149-151.

As the Companies and Staff agree, the CWC requirement should be based upon approved
revenues and expenses. See Adams Reb., NS-PGL Ex. MJA-2.0, 3:48-50 and 4:82 - 5:90;
Adams Sur., NS-PGL Ex. MJA-3.0, 5:104-106 and 7:146-148; Staff Init. Br. at 7. Accordingly,
recalculation of the Companies CWC requirements should be based on the revenue and expense
levels the Commission adopts in this proceeding, not Staff’s adjusted value of the Companies
test year revenues and expenses. See Adams Reb., NS-PGL Ex. MJA-2.0, 2:25-31 and 3:48-50;
Kahle Corr. Dir., Staff Ex. 3.0, 4:66-70.

Regarding capitalized expenditures, Staff continues to assert that a select group of such
capitalized expenditures, i.e., those relating to payroll, should be included in the Companies
CWC analyses. Staff Init. Br. at 7-8. Staff attempts to support its position by asserting:

when the company incurs a cost like payroll, cash is required regardless of

whether the cost is expensed or capitalized. Therefore, the CWC requirement

should be computed by applying lead and lag days to the Companies day-to-day
cash outlays including capitalized payroll.
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Staff Init. Br. at 8; Kahle Corr. Reb., Staff Ex. 15.0, 8:160-162. Staff’s assertion, which
improperly ignores the distinction between operating expenses and capitalized expenditures, is
wrong. Moreover, it directly contradicts Staff’s otherwise general recognition of the fact that
capitalized expenditures are not considered in CWC analyses.

The purpose of calculating the Companies CWC requirements is to alow investors to
earn a fair return on investments they make to finance the Companies’ daily operations (Kahle
Corr. Reb., Staff Ex. 15.0, 10:199-200), specifically, monies contributed to facilitate continued
operations despite timing differences between the Companies' receipt of revenue and payment of
operating expenses. Adams, Tr. at 301:5-10. Thus, CWC requirements are used to adjust rate
base. Kahle Corr. Reb., Staff Ex. 15.0, 10:199-200; Adams, Tr. at 301:5-10. Capitalized
expenditures, on which investors also are allowed to earn a return, are similarly used to adjust
rate base. Adams Reb., NS-PGL Ex. MJA-2.0, 7:148-149 and 9:182-183; Adams Sur., NS-PGL
Ex. MJA-3.0, 13:255-56, see Kahle Corr. Reb., Staff Ex. 15.0, 8:154-157. Including capitalized
expenditures in CWC calculations when they are already otherwise reflected in rate base would
adlow investors to earn excess returns on such expenses. See Adams Reb.,, NS-PGL
Ex. MJA-2.0, 9:182-184.

Also, as explained by Companies witness Mr. Adams, CWC analyses consider the
revenues which regulated rates generate and the expenses which are paid from such revenues.
See Adams Sur., NS-PGL Ex. MJA-3.0, 13:253-259, 14:280-283 and 16:329-330. Proper and
accurate application of the gross lag methodology requires a balance between these revenues and
expenses such that for every expense there is a corresponding revenue source. Adams Sur.,

NS-PGL Ex. MJA-3.0, 7:138-140; Adams, Tr. at 299:17-21. The absence of such balance
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distorts CWC analyses and produces results that do not accurately reflect a company’s CWC
requirement. Adams Sur., NS-PGL Ex. MJA-3.0, 7:140-141.

Staff’ s recommendation to include the capitalized portion of payroll and related costs in
the Companies CWC calculations, despite the lack of a corresponding source of revenue, would
result in an imbalance and improperly skew the Companies CWC caculations. Staff’s
purported justification, namely that capitalized payroll is appropriately included in CWC
analyses because capitalized payroll is paid on a schedule similar to the expensed payroll (Kahle
Corr. Reb., Staff Ex. 15.0, 9:190-194), simply ignores settled accounting rules that clearly
differentiate between the treatment of payroll costs associated with operations and maintenance
activities (which should be expensed) and those associated with construction activities (which
should be capitalized).

By Staff’s own definition, “CWC reflects the amount of cash a company needsto keep on
hand to meet its cash operating expenses after taking into account its cash revenues.” Kahle
Corr. Dir., Staff Ex. 3.0, 3:51-53. Thus, it is operating expenses, as defined by accounting rules,
not capitalized expenditures, that are properly considered in CWC analyses. See Adams Sur.,
NS-PGL Ex. MJA-3.0, 14:289-296. Accordingly, Staff’s recommendation that the Commission
ignore the settled distinction between operating expenses and capitalized expenditures is
misguided. See Adams Sur., NS-PGL Ex. MJA-3.0, 14:280-283. It serves no legitimate purpose
and would constitute poor regulatory policy. That capitalized payroll was included in CWC
analyses in recent Ameren cases (Staff’s Init. Br. at 7-8) does not alter this conclusion. The
excerpts of the Commission order on which Staff relies do not reveal whether the theoretical
underpinnings of CWC analyses were fully presented to the Commission or otherwise show that

the Commission was advised of al matters relevant to thisissue. Kahle Corr. Dir., Staff Ex. 3.0,
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10:189-200. Thus, in those cases the Commission’s acceptance of Staff’s position may simply
have resulted from alack of full information.

Further, according to Staff, CWC analyses should consider all cash outlays. Kahle Corr.
Reb., Staff Ex. 15.0, 8:160-162 (“Excluding any cash outlays from the calculation would lead to
an incomplete analysis and to an improper calculation of the CWC requirement.”). Yet Staff’s
own analyses do not reflect consideration of all such outlays. Instead, Staff only considers cash
outlays comprised of operating expenses and the capitalized portion of payroll-related
expenditures. Kahle Corr. Dir., Staff Ex. 3.0, 9:181-184; Kahle, Tr. at 1158:7-13. Thus, despite
the fact that there are many other capitalized expenditures that require cash outlays, Staff does
not consider them. Adams Reb., NS-PGL Ex. MJA-2.0, 8:171-175; Adams Sur., NS-PGL
Ex. MJA-3.0, 8:171 — 9:175; 13:265-269 and 15:303-308; Adams, Tr. at 309:6-12; see Kahle, Tr.
at 1157:1-4. For example, if the Companies paid cash to purchase a truck and capitalized the
outlay, Staff would not argue — despite the cash outlay — that the cost of the truck should be
considered in the Companies CWC analyses. Adams Sur., NS-PGL Ex. MJA-3.0, 14:284-293.
Hence, even Staff does not actually believe it is appropriate to include al cash outlaysin CWC
analyses, and Staff failed to provide any justification for the selective inclusion of capitalized
payroll and related costs. Hence, the Commission should reject Staff’s contention that CWC
analyses should include capitalized payroll expenditures.

Regarding pass through taxes, neither the Companies nor Staff included the expense
associated with such taxes in the determination of the Companies CWC calculations. See
Adams, Tr. 290:10-291:1 and 291:17-21; Staff Init. Br. a 89. However, to reflect the
acknowledged timing difference between the Companies receipt and transfer of funds owing to

the various taxing authorities (Kahle, Tr. 1164:9-17), pass through taxes are properly considered

22



in calculating the expense lead times of Taxes Other Than Income Taxes. Adams Sur., NS-PGL
Ex. MJA-3.0, 20:409-417; Adams, Tr. at 290:7 - 291:1, 291:17-21, 305:20-22.

Regarding real estate taxes, Staff asserts that they should be separated from other Taxes
Other Than Income Taxes because of their relatively long lead time. Staff Init. Br. at 9.
However, Staff provides no analysis to support its position, and the fact that all Taxes Other
Than Income Taxes are dollar-weighted, which normalizes the affect of relatively long or short
lead times (Adams, Tr. at 302:21 - 303:8, 304:17 - 305:3), demonstrates that Staff’s position is
untenable. The disproportionate weight that would be afforded real estate taxes if the
Commission adopted Staff’s position provides yet another reason to reject it. Adams, Tr. at
287:18 - 288:3, 303:9-18, 305:4-8.

Staff also contends that real estate taxes should be considered independent of other Taxes
Other Than Income Taxes because of the manner in which the Companies treat pass-through
taxes. Staff Init. Br. at 9. Staff failed to either explain or support this contention. Accordingly,

the Commission should rgject it. The Commission should reject Staff’s proposed adjustments.

F. Gasin Storage

The Utilities correctly calculated their Gas in Storage to be included in rate base.
NS-PGL Init. Br. at 27. Staff’'s proposed adjustments relating to Gas in Storage lack merit and

should not be approved, asis discussed below.

1. Working Capital

Staff’ s position on storage gas working capital is an example of a proposed disallowance
based on half the facts. Staff’s proposed disallowance looks only at Staff’s calculation of what
the working inventory number should be. Staff completely ignores the other component of gas

stored underground.
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It is beyond argument that gas stored underground is one of two things: it is working gas
or base gas. Staff admits this. D. Anderson, Tr. at 469:18 - 470:5. Indeed, it is true by
definition. 1d. The working gasis cycled in and out over the course of a year; the base gas stays
put. Peoples Gas attempts to do a complete cycle — all the working gas out, and then all injected
back in — each year. Zack Reb., NS-PGL Ex. TEZ-2.0, 33:729-732. How much is actually
cycled, however, may depend on things like the weather. D. Anderson, Tr. at 473:15-18. A
particularly warm winter may cause the Utilitiesto cycleless. Zack Reb., NS-PGL Ex. TEZ-2.0,
74:1639-1647; accord D. Anderson, Tr. at 743:15-474:1.

The Utilities can include in their rate bases both their investment in working gas and their
investment in base gas. E.g.,, PGL Ex. SF-1.1, Sched. B-1, lines 1, 6; 83 Ill. Admin. Code
Part 505 (Account 101, incorporating Account 352, non-recoverable base gas, Account 117,
recoverable base gas, and Account 164.1, working gas). In other words, since al gas
underground is by definition one of these two things, the Utilities get to include in their rate base
the cost of al the gas stored underground. There is no dispute as to how much total gas has been

injected into underground storage. Zack Sur., NS-PGL Ex. TEZ-3.0, 37:814-823.
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Thisis where Staff is looking at only half the picture. Staff argues that the Utilities have
considered too much of the gas to be working gas, and that the appropriate figure is worth
$13,549,797 less than what People Gas claimed, and $1,422,722 less than what North Shore
clamed. But they ignore the fact — it is mentioned nowhere in their Initial Brief —that if the gas
is not working gas, it is base gas, which would aso be properly included in rate base. There
should be no disallowance here, in the sense that it should have no net effect on total rate base.
Staff’ s “disallowance” is only proper if there is the exact same upward adjustment to the value of

the Utilities' base gasincluded in their rate bases, with the total rate bases unaffected.

2. Accounts Payable

The Utilities correctly did not include any offset for accounts payable in their Gas in

Storage figures. NS-PGL Init. Br. at 29-31. Staff’s Initial Brief does not alter that Staff’s
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proposed adjustments to impose accounts payable offsets against the Gas in Storage in rate base
are unwarranted and should be rejected.

Staff does not dispute that the Utilities paid in full for the Gas in Storage included in their
rate bases over a year ago. The evidence of that fact is uncontradicted. NS-PGL Init. Br. at
29-30." That ought to be the end of this issue, because Staff’s own witness, in his direct
testimony, agreed that storage gas should be included in rate base if it has been funded by the
Utilities. See Kahle Corr. Supp. Dir., Staff Ex. 3.0 Supp., 2:40-42.

Staff relies on the fact that the amounts of Gas in Storage in the Utilities rate bases

include amounts as of the end of the test year, i.e., as of September 30, 2006, and Staff argues

that this means that a portion of the Gas in Storage balances was “financed by vendors’ as of

September 30, 2006. Staff Init. Br. at 14-15. Staff’s brief isabit imprecise. The amountsin rate

base were calculated using the averages of balances in the thirteen months ending on
September 30, 2006. PGL Ex. SF-1.1, Sched. B-1, line 6, Sched. B-8.1, column [M]; NS
Ex. SF-1.1, Sched. B-1, line 6, Sched. B-8.1, column [M].

In any event, Staff fails to mention that the evidence is uncontradicted that the Utilities
pay vendors for storage gas within a maximum of 16 days after receiving the vendors' invoices.
NS-PGL Init. Br. at 29-30. Thus, Staff’s point that there were accounts payable for Gas in
Storage as of September 30, 2006, does not mean that the Utilities did not pay for the Gas in
Storage in rate base. Again, it is uncontested that the Utilities paid in full for that storage gas
over ayear ago. All that Staff’s point meansis that, because the thirteen-month average included

the balance for the month ending on September 30, 2006, and there were accounts payable as of

1 gStaff’s Initial Brief states in part that: “Mr. Kahle's adjustments removed costs which were not financed by
investors and were not supported by actual expenditures.” Staff Init. Br. at 14. That ssimply is not an accurate
statement of the evidence, as areview of Staff’switness' testimony aswell asthat of the Utilities will demonstrate.
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that date, the Utilities paid off the last amounts owed for a fraction of the Gas in Storage in rate
base no later than October 16, 2006. That is no reason to disallow any of the costs of the Gasin
Storagein rate base.

Staff also overlooks the net balances for storage gas as of September 30, 2006. Peoples
Gas storage gas baance as of September 30, 2006, was $127,746,000 (PGL Ex. SF-1.1,
Sched. B-8.1, line 13, column [M]), while the accounts payable as of that date were $26,652,159
(Kahle Corr. Reb., Staff Ex. 15.0, Sched. 15.3 P, p. 2, line 13), yielding a net balance of
$101,093,841. Peoples Gas only included $86,667,000 of Gas in Storage in its rate base. Thus,
the net balance as of September 30, 2006, is lower than the amount in Peoples Gas' rate base.
The same is true as to North Shore. See NS Ex. SF-1.1, Sched. B-8.1, line 13, column [M]);
Kahle Corr. Reb., Staff Ex. 15.0, Sched. 15.3 N, p. 2, line 13. Thus, for this additional reason,
the accounts payable bal ances as of September 30, 2006, do not warrant any disallowance.

Staff’s Initial Brief falls back on Staff’s witness' theory, raised for the first time in his
rebuttal testimony after his direct testimony was refuted, that, after the test year, the Utilities
continued and will continue to use and buy storage gas, and that means that vendors will
continue to “finance” storage gas, i.e., they will send invoices that are paid by the Utilities within
amaximum of 16 days. See Staff Init. Br. at 15. That also is no reason to disallow any of the
costs of the Gas in Storage in rate base, for which the Utilities paid in full.

Staff makes the point that some of the Gas in Storage included in rate base may have
been withdrawn and consumed by customers since the end of the test year. Staff Init. Br. at 15.
However, as noted above, the Gas in Storage amounts in the rate bases are based on

thirteen-month averages, so they already reflect the test year’ s injections and withdrawals.

27



Staff also argues that their proposed adjustments are supported by the treatment of
materials and supplies balances. Staff Init. Br. at 15. The Utilities, in their filings, in order to
narrow the likely contested issues, chose not to contest materials and supplies accounts payable
offsets, but that it not a reason to adopt such asto Gasin Storage. Also, as Staff’ s exhibits show,
for much of the year, the Utilities owe zero accounts payable for Gas in Storage. See, e.g., PGL
Ex. SF-1.1, Sched. B-8.1; NS Ex. SF-1.1, Sched. B-8.1; Kahle Corr. Reb., Staff Ex. 15.0, Sched.
153 P, p. 2, lines 4-7, Sched. 15.3 N, p. 2, lines 3-7. The fact that, some of the time, the
Utilities owe amounts for Gas in Storage, amounts which they pay within no more than 16 days,
does not justify disallowances.

Finally, Staff cites Orders in the Utilities 1995 rate cases and three other rate cases
where the Commission approved accounts payable offsets to Gas in Storage balances. Staff Init.
Br. at 15-16. Staff’s citations do not support Staff’s proposed adjustments, because, unlike these
proceedings, they each involve future test years where the utilities have not yet paid for the Gas
in Storage in their rate bases, and because the use of a future test year mitigates the regulatory
lag of an historical test year rate case. Fiorella Supp. Reb., NS-PGL Ex. SF-3.0, 3:43 - 4:73;
Fiorella Sur., NS-PGL Ex. SF-4.0, 7:141 — 8:160. The Utilities Gas in Storage in their rate
bases should be approved in full, not offset by accounts payable to deny them recovery on

amounts they in fact have paid.

G. OPEB Liabilities and Pension Asset/Liability

Peoples Gas, in caculating its rate base, included neither its net pension asset of
$110,000,000 nor its net OPEB liability of $31,570,000 (gross amount $55,563,000). See, e.g.,
Kalas Reb., NS-PGL Ex. LK-2.0 REV, 12:259 — 13:280; Staff Init. Br., App. A Corr., p. 6,

column (k). North Shore, in calculating its rate base, included neither its net pension liability of
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$24,000 nor its net OPEB liability of $4,074,000 (gross amount $7,094,000). See, e.g., Kallas
Reb., NS-PGL Ex. LMK-2.0 REV, 12:259 — 13:280; Staff Init. Br., App. B Corr., p.5,
column (h). Thus, if the Utilities had included their respective pension asset/liability and OPEB
liabilities, which symmetrical treatment would require (Kallas Reb., NS-PGL Ex. LK-2.0 REV,
13:275 — 13:280; Kallas Sur., NS-PGL Ex. LMK-3.0, 3:46-55), then Peoples Gas rate base
would have increased by a net $78,430,000, and North Shore's rate base would have decreased
by a net $4,098,000.

Nonetheless, GCI and Staff, in their Initial Briefs, persist in urging the Commission to
subtract the Utilities OPEB liabilities from their rate bases, but to ignore Peoples Gas' pension
asset and North Shore's pension liability and their pension contributions. The AG’s Initial Brief
(at 11-13) and the City-CUB Initia Brief (at 16-18) take that position without even mentioning
the Utilities pension asset/liability and pension plan contributions, much less providing any
grounds for disregarding them while including the OPEB liabilities.

Staff claims that subtracting the OPEB liabilities from rate base but ignoring the pension
asset/liability is consistent with “ratemaking theory” because “the respective asset/liability was
not created with funds provided by shareholders. Because these amounts were not provided by
shareholders, shareholders do not need to earn a return on such amounts. (ICC Staff
Exhibit 14.0, p. 22).” Staff Init. Br. at 18.

Staff’ s claim completely ignores the uncontested facts that Peoples Gas' net pension asset
reflects that it contributed $15,278,614 to the pension plan during the test year, while North
Shore’s very small pension liability reflects that it contributed $1,862,247 to the pension plan
during the test year. Kallas Sur., NS-PGL Ex. LMK-3.0, 3:55-58. Ratepayers have benefited

from those contributions. In calculating their proposed revenue requirements, the levels of
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pension expense in the test year were reduced by the Utilities' pro forma adjustments to reflect
the lower levels of pension expense in fiscal year 2007, in the gross amounts of $1,277,000 as to
Peoples Gas and $490,000 as to North Shore. Fiorella Dir., PGL Ex. SF-1.0, 27:587-589; PGL
Ex. SF-1.1, Sched. C-1, column [D], Sched. C-2, p. 1, line 15, and Sched. C-2.15; Fiorella Dir.,
NS Ex. SF-1.0, 25:556-558; NS Ex. SF-1.1, Sched. C-1, column [D], Sched. C-2, p. 2, line 15,
and Sched. C-2.15.

Staff cites the 2004 and 1995 Nicor Gas rate cases where the Commission approved rate
bases that reflected deductions for OPEB liabilities but did not incorporate pension assets.
However, as Staff acknowledges, in both of those cases, the Commission found as a matter of
fact that the pension assets were created by ratepayer-supplied funds. Staff Init. Br. at 18. The
Commission expressly noted in the 2004 case that Nicor Gas acknowledged that it has made no
pension plan contributions since the 1995 case. In re Northern Illinois Gas Co., ICC Docket
No. 04-0779, p. 22 (Order Sept. 20, 2005) (“Nicor Gas 2005”). Similarly, the Order in the 1995
case indicates that the pension balance had gone from negative to positive since the utility’s 1987
rate case without any pension plan contributions. In re Northern Illinois Gas Co., ICC Docket
No. 95-0219, 1996 Ill. PUC Lexis 204, *20 (Order April 3, 1996) (“Nicor Gas 1996”). The
Commission’s Order in Nicor Gas 1996 distinguished the Commission’s approval of inclusion of
apension asset in rate base in In re Central Illinois Light Co., ICC Docket No. 94-0040 (Order
Dec. 12, 1994), on the grounds that there the utility, unlike Nicor Gas, had made pension plan
contributions and the inclusion was not a contested issue. Nicor Gas 1996 at *22. Thus, the
Nicor Gas 2005 and Nicor Gas 1996 Orders do not support Staff’s and GCI's proposed
adjustments, because the relevant facts as relied upon by the Commission are not the same, and

the 1994 CILCO case supports inclusion.
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Staff’s witness, unlike Staff’s Initial Brief, also cited the Commission’s exclusion of a
pension asset in In re Commonwealth Edison Co., ICC Docket No. 05-0597, pp. 38-40 (Order
July 26, 2006) (“ComEd 2006"). Pearce Reb., Staff Ex. 14.0, 24:532-535.

In ComEd 2006, the Commission’s Order on Rehearing of December 20, 2006, at
pp. 28-29, did not include the pension asset in rate base, but it alowed the utility to recover arate
of return (based on the cost of long-term debt) on a pension plan contribution that it made shortly
after the test year, that was funded by an equity contribution from the utility’s ultimate parent
company, and that was a mgor factor in a pro forma adjustment to reflect a lower level of
pension expense in the year after the test year. The levels fo pension expense also were reduced
here. NS-PGL Init. Br. at 32.

Accordingly, GCI's and Staff’s position, that OPEB liabilities should be deducted when
calculating the Utilities' rate bases, should be rejected. Their proposals are incomplete and
one-sided. In the alternative, if the OPEB liabilities are to be deducted, then Peoples Gas' net
pension asset of $110,000,000 and North Shore’s net pension liability of $24,000 also should be
incorporated in the calculation of their rate bases. Finally, further in the aternative, if the OPEB
liabilities are to be deducted, then, at a minimum, Peoples Gas' contributions of $15,278,614 and
North Shore’s contributions of $1,862,247 to the pension plan also should be incorporated in the

calculation of their rate bases.

H. ADIT (Derivative Adjustments from
Uncontested and Contested | ssues)

No other party addressed this subject initsInitial Brief.
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1. OPERATING EXPENSES

A. Overview
No other party addressed the subject of overal operating expenses in any substantive

detail inits Initial Brief.

B. Uncontested | ssues

1. Stor age Expenses (Compressor Station Fuel Expenses) (PGL )*?

No other party addressed this subject initsInitial Brief.

2. Distribution Expenses

a. Non-Payroll Expenses | nflation

The Utilities' initial proposed pro forma adjustments for non-payroll expenses inflation,
later withdrawn, should not be adopted, because their updates for City of Chicago resurfacing
costs and expenses and personal property taxes are uncontested. NS-PGL Init. Br. at 35-36; see

Staff Init. Br. at 19, 20, 26. No other party addressed this subject inits Initial Brief.

b. Customer I nstallation Expenses (NS)

Staff’s proposed adjustment for North Shore customer installation expenses is
uncontested. NS-PGL Init. Br. at 36; Staff Init. Br. at 19-20. No other party addressed this

subject initsInitial Brief.

C. City of Chicago Resurfacing Expenses (PGL)

12 Asindicated in their Initial Brief (at 34 and 35 n. 10), the Utilities agreed with or, in order to narrow the issues,
accepted the Staff and GCI proposed adjustments discussed in Section 111(B)(1) through 111(B)(5) and 11(B)(7) of the
Utilities' Initial Brief. Thus, the Utilities do not agree with all of the rationales given by Staff and GCI for their
positions on these subjectsin their respective Initial Briefs. The Utilities have not waived their right to pursue these
issuesin future rate proceedings.
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Peoples Gas' final revised figures for City of Chicago resurfacing costs and expenses
should be approved. NS-PGL Init. Br. at 36-37. No other party addressed this subject in its

Initial Brief.

3. Customer Accounts Expenses (Uncollectible Accounts Expenses)

GCI's proposed adjustments to the Utilities uncollectible accounts expenses are
uncontested, and Staff has withdrawn its proposed adjustments to these expenses. NS-PGL Init.

Br. at 37; Staff Init. Br. at 20. No other party addressed this subject inits Initial Brief.

4. Customer Service and |nformation Expenses

a. “Advertising’ Expenses

Staff’s proposed adjustments to the Utilities “advertising” expenses are uncontested.
NS-PGL Init. Br. at 37; Staff Init. Br. at 20. No other party addressed this subject in its Initial

Brief.

b. Dues and M ember ships Expenses (PGL )

Staff’s proposed adjustments to Peoples Gas' dues and membership expenses are
uncontested. NS-PGL Init. Br. at 38; Staff Init. Br. at 20-21. No other party addressed this

subject initsInitial Brief.

5. Administrative & General Expenses

a. Civic, Palitical, and Related Activities Expenses

Staff’s proposed adjustments to the Utilities “civic, political, and related activities’
expenses are uncontested. NS-PGL Init. Br. at 38; Staff Init. Br. at 21. No other party addressed

thissubject initsInitial Brief.
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b. Employee Recr eation Expenses

Staff’s proposed adjustments to the Utilities employee recreation expenses are
uncontested. NS-PGL Init. Br. at 38; Staff Init. Br. at 21. No other party addressed this subject

inits Initial Brief.

C. Corpor ate Rebill of Income Tax Penalties

Staff’s proposed adjustments relating to the corporate rebill of income tax penalties are
uncontested. .NS-PGL Init. Br. at 38; Staff Init. Br. at 22. No other party addressed this subject

inits Initial Brief.

d. L obbying Expenses

Staff’s proposed adjustments to the Utilities lobbying costs and expenses are
uncontested. NS-PGL Init. Br. at 39; Staff Init. Br. at 22. No other party addressed this subject

inits Initial Brief.

e Executive Perquisites Expenses

Staff’s proposed adjustments relating to executive perquisites expenses are uncontested.
NS-PGL Init. Br. at 39; Staff Init. Br. at 22-23. No other party addressed this subject in its Initial

Brief.

f. Termination Costs (PGL)

Staff’s proposed adjustments to Peoples Gas' termination expenses are uncontested.
NS-PGL Init. Br. at 39; Staff Init. Br. at 23. No other party addressed this subject in its Initial

Brief.



0. Salaries and Wages Expenses

Staff’s proposed adjustments reflecting the Utilities corrections of their pro forma
adjustments relating to salaries and wages are uncontested. NS-PGL Init. Br. at 39™%; Staff Init.

Br. at 23. No other party addressed this subject inits Initial Brief.

h. M edical and | nsurance Expenses

No other party addressed this subject initsInitial Brief.

i. Rate Case Expenses

Staff’s proposed adjustments to the Utilities' rate case expenses, and Staff’s and GCI’'s
opposition to the recovery of carrying charges on the expenses, are uncontested. NS-PGL Init.

Br. at 40; Staff Init. Br. at 24-25. No other party addressed this subject inits Initial Brief.

] Franchise Requirements Expenses (NS)

No other party addressed this subject initsInitial Brief.

k. PEC Officer Costs and Directors Fees

Staff’s proposed adjustments to Peoples Energy Corporation Officer costs and Directors
Fees are uncontested. NS-PGL Init. Br. at 41; Staff Init. Br. at 25. No other party addressed this
subject initsInitial Brief.

Staff’s Initial Brief further recommends that the Commission’s final Order put the
Utilities “on notice” that they must comply with General Instruction 14 of the Uniform System
of Accounts as to affiliate transactions. (Staff Init. Br. at 25-26) Staff’s recommendation is not

warranted. Staff witness Ms. Hathhorn, in her direct testimony, made such a proposal. Hathhorn

3 |n preparing their Reply Brief, the Utilities discovered that their Initial Brief (at 39) incorrectly used the word
“reducing” instead of the word “increasing” in discussing this subject. See, e.g., Pearce Dir., Staff Ex. 2.0,
Scheds. 2.6N, 2.6P.
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Dir., Staff Ex. 1.0, 20:417 — 21:433. The Utilities witness, Ms. Kallas, responded, in rebuttal
testimony (Kallas Reb., NS-PGL Ex. LK-2.0 REV, 7:149 —8:171), stating in part that:

As a result of the transaction by which Integrys Energy Group, Inc.,
(“Integrys’) became the parent of PEC, the Utilities, PEC, Integrys, and affiliate
companies are seeking approval from the Commission in Docket 07-0361 and
from three other public utility commissions to provide shared services to the
Utilities via a shared services organization, Integrys Business Support, LLC.
Integrys, in conjunction with its subsidiaries, is currently designing the processes
that will calculate the billings from this shared services organization and the
design includes the initial recording of costs to accounts based on the Uniform
System of Accounts (“USOA”) and the recording of billings from the shared
services organization to the appropriate account under the USOA, as if the
activity had been performed directly by the Utilities.

Id., 7:161 — 8:171. Staff’s witness did not respond in her rebuttal testimony. The Utilities

respectfully submit that the final Order need not put them “on notice” of General Instruction 14.

6. Taxes Other Than Income Taxes (Personal Property Taxes)

No other party addressed this subject initsInitial Brief.

7. I ncome T axes (I nterest Synchr onization)

No other party addressed this subject inits Initial Brief.

C. Contested | ssues

1. Storage Expenses

a. Crankshaft Repair Expenses (PGL)

Peoples Gas' test year operating expenses included $546,000 for repair expenses for an
unusual crankshaft failure on a compressor. NS-PGL Init. Br. at 41-42; Staff Init. Br. at 26-27.
GCI proposed that Peoples Gas should be allowed to recover these expenses, but only on an
amortized basis over a four year period, which meant that the test year amount of $546,000

would be reduced by $410,000 (3/4ths), i.e., to $136,000 (1/4th), in calculating the revenue
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requirement. Effron Dir., GCI Ex. 2.0 Rev., 32:722 — 33:738 and Sched. C-2 (Peoples Gas). In
order to narrow the contested issues, Peoples Gas accepted GCI’'s proposed adjustment, and
reflected that adjustment in its rebuttal and fina revenue requirement calculations. Fiorella Reb.,
NS-PGL Ex. 2.0, 4:82-90, 5:111, 12:251-261; NS-PGL Ex. SF-2.5P, column [D]; NS-PGL
Ex. SF-2.6P, p. 3, column [E]; NS-PGL Ex. SF-4.3P, column [C]. No party denies that the
expenses were prudent, reasonable, and needed. Amortization is fair and reasonable.

Staff till proposes to completely deny any recovery of the $546,000, which would mean
eliminating the amortized amount of $136,000. Staff Init. Br. at 26-29. Staff makes the point
that the crankshaft failure was a very unlikely event (id. at 27-28), but that does not support
denying recovery of these prudent, reasonable, and needed expenses. Moreover, given the broad
scope of Peoples Gas' operations, it is likely to experience different non-recurring events each
year. FiorellaSur., NS-PGL Ex. SF-4.0, 10:214-216.

The amortized amount of $136,000 is fair and reasonable, as recommended by GCI’'s
witness and supported by Peoples Gas. This amount should be allowed to be recovered, for the

reasons stated in the Companies’ Initial Brief (at 41-42).

b. Hub Services (PGL) (To beaddressed in Section V, below)

2. Customer Accounts Expenses (Collection Agency Fees)

Staff proposes to disallow collection agency fees in the gross amounts of $1,770,000 and
$76,000 as to Peoples Gas and North Shore, respectively (Staff Init. Br. at 29-31), but Staff has
not fairly and accurately stated all of the relevant facts. Staff’s proposal is without merit.

In calculating their revenue requirements, the Utilities appropriately used three-year
averages of the collection agency fees they incurred in fiscal years 2003 through 2005, rather

than the level in the test year, fiscal year 2006, because the latter was abnormally low due to the
37



2006 Gas Charge settlement. NS-PGL Init. Br. at 42-43. The dramatic effect of the settlement
on thetest year level of the feesis shown by the charts on page 43 of their Initial Brief.

Staff clams that the test year levels are more likely to recur in the period in which the
rates set in this case will be in effect than the three-year average used by the Utilities. Staff Init.
Br. at 29. The facts do not back up, and instead are contrary to, that claim.

Staff points to the test year level and the partial data available for 2007. Staff Init. Br. at
30. However, the rates to be set in this case will go into effect in 2008. Moreover, Staff cannot
consistently take the position that the rates to be set in this case will only be in effect for a short
period. Staff took the position that rate case expenses should be amortized over a five-year
period, on the grounds that that was a more likely interval until the Utilities' next rate case, and,
in order to narrow the issues, the Utilities accepted that proposal. Id. at 24.

Staff’ s witness, in claiming that the test year level is more likely to recur than the average
of the three preceding years, relies on a data request response of the Utilities (Hathhorn Reb.,
Staff Ex. 13.0, 8:182 — 10:205), but, while that response provides reasons for the test year and
2007 levels being abnormally low, it does not state or support her inference that those low levels
should be expected to recur in 2008 or later years. NS-PGL Cross Hathhorn Ex. 6. The
evidence shows that the three-year average of fiscal years 2003 through 2005 is more likely to
recur in the yearsin which the rates being set will bein effect. NS-PGL Init. Br. at 44.

Moreover, Staff’s position, which calls for using an abnormally low test year value here,
is inconsistent with Staff’s position calling for normalizing the level of injuries and damages
expenses, discussed in Section I11(C)(3)(a) of this Reply Brief, infra.

Finally, Staff claims that the Utilities' position somehow isin conflict with the “intent” of

the provision of the Gas Charge settlement under which they agreed forgive certain debt owed in
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2005 and not pursue collection of those amounts (Staff Init. Br. at 30, 31), but that iswrong. The
evidence is uncontradicted that the Utilities are not seeking to collect even one penny of the
forgiven amounts, directly or indirectly, rather they are trying to include a normal level of
collection agency fees in their revenue requirements used to set rates that will go into effect in
2008, and those fees do not involve the forgiven amounts. Kallas Reb., NS-PGL
Ex. LK-2.0 REV, 6:123-133; Kallas Sur., NS-PGL Ex. LMK-3.0, 3:67 — 4:78. Staff’s proposed

adjustments are unwarranted and should be rejected.

3. Administrative & General Expenses

a. I njuries and Damages Expenses

North Shore and Peoples Gas used the correct levels of injuries and damages expensesin
calculating their revenue requirements. North Shore appropriately used its unadjusted test year
level. Fiorella Dir., NS Ex. SF-1.0, 18:393 — 20:439; NS Ex. SF-1.1, Sched. C-1, lines 13-14;
Sched. C-2. Peoples Gas appropriately used its test year level, adjusted for a highly unusual
credit recorded in fiscal year 2006 relating to a magor claim that occurred in fiscal year 2002.
Fiorella Dir.,, PGL Ex. SF-1.0, 19:420 — 21:466, 23:496, 31.673-679; PGL Ex. SF-1.1,
Sched. C-1, lines 13-14, Sched. C-2, p. 2, line 30, and Sched. C-2.3.

Staff claims that: “ Since the annual accruals can vary greatly from one year to the next, it
IS more appropriate to normalize the expense for ratemaking purposes.” Staff Init. Br. at 32.
Staff’s claim is based on the levels of the accruals in the five year period ending with the test
year. 1d. Any reasonable review of the levels shows, however, that Staff’s claim isincorrect.

Staff’s exhibits (Griffin Reb., Staff Ex. 16.0, Sched. 16.2 P, p. 2, lines 1-5, and
Sched. 16.2 N, p. 2, lines 1-5) show that the levels for Peoples Gas and North Shore for fiscal

years 2002 through 2006 were as follows:
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Injuries and Damages Accruals

Peoples Gas

North Shore

FY 2002

$9,185,000

$1,940,000

FY 2003

$5,147,000

$279,000

FY 2004

$5,124,000

$371,000

FY 2005

$6,502,000

$415,000

FY 2006

$6,192,000

$477,000

That dataresultsin the following charts:
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The levels shown in these charts obviously do not support “normalization”. Only Staff’s

inclusion of fiscal year 2002 data yields any large variance. Yet, Staff’s witness provided no

factual basisfor choosing afive year period.

Moreover, Staff’s position, caling for normalizing the level of injuries and damages

expenses, is inconsistent with Staff’s position, which calls for using an abnormally low test year

value for collection agency fees, discussed in Section 111(C)(2) of this Reply Brief, supra.

In addition, Staff’s witness's methodology is arbitrary and problematic. He proposed to

set the levels for these expenses using the following methodol ogy:

(1)

)
®3)
(4)

calculate the five year average of the accruals for these expenses over the period
of fiscal years 2002 through 2006,

calculate the five year average of actual payouts over that period,
divide the latter by the former to develop a percentage, and

multiply that percentage times the fiscal year 2006 accrual to obtain the allowed
level to be included in the revenue requirement.
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See Griffin Reb., Staff Ex. 16.0, Scheds. 16.2 P and 16.2 N.

Staff’s witness cited (Griffin Dir., Staff Ex. 4.0, 8:136 — 9:159) the Commission’s Order
in In re Central Illinois Light. Co., et a., ICC Docket Nos. 06-0070, 06-0071, 06-0072 Cons.,
pp. 48-49 (Order Nov. 21, 2006) (“CILCO 2006"), but there, Staff looked at five years of data,
and then discarded, in each instance, data from one year that Staff considered unrepresentative,
resulting in Staff’s proposing four-year averages. Consistency of proposals on Staff’ s part would
have resulted in Staff not using the fiscal year 2002 data here. Staff claims it has not been shown
that fiscal year 2002 isan “outlier” (Staff Init. Br. at 33), but the data above refute that claim.

Under Staff’s methodology, however, had Staff chosen a four-year period (i.e., excluded
the fiscal year 2002 data) or a three-year period, then it would have generated higher levels, not
lower levels, for each utility. Kallas Sur., NS-PGL Ex. LMK-3.0, 5:93-100. Thus, there is no
valid factual basis for the proposed disallowances.

Staff argues that CILCO 2006 supports Staff’s use of the five-year period, but Staff did
not provide the data that was used in that case to determine that normalization was appropriate in
the first place. Moreover, there, the Commission approved the AG’s proposed use of afive year
average of the payouts, not the more complex formula Staff proposes here. Had Staff used that
methodology, then its proposed disallowances would be smaller, because Staff would propose a
level of $5,443,200 for Peoples Gas, not $5,242,000, and $545,000 for North Shore, not
$373,000. See Griffin Reb., Staff Ex. 16.0, Sched. 16.2 P, p. 2, line 6, column (c) (divide by 5)
versus line 9, and Sched. 16.2 N, p. 2, line 6, column (c) (divide by 5) versus line 9. However,
Staff’s proposed adjustments should be regjected in their entirety, because it is clear that

normalization is not warranted in the first place, and that Staff’s arbitrary choice of methodology
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has no valid reason for being chosen over methodologies that would increase, not decrease, the

expense levelsincluded in the revenue requirements.

b. I ncentive Compensation Expenses

(1) The Utilities Are Entitled to Recover All of
the Challenged | ncentive Compensation Costs

Peoples Gas and North Shore, in their Initial Brief, carefully and in detail reviewed the
evidence, prior Commission decisions, and the law applicable to their incentive compensation
costs and expenses. The Companies showed that there is not only compelling but uncontradicted
evidence that these costs and expenses in their entirety are prudent, reasonable in amount, and
benefit customers by serving to attract and retain a sufficient, qualified, and motivated work
force, although Staff and GCI take the position that that benefit to customers “does not count”.
NS-PGL Init. Br. at 47-50, 53. They also pointed out that, to apply the superimposed special
standards for recovery that Staff and GCI advocate based on several past Commission decisions,
is inconsistent with the basic lega principle that rates must alow the utility to recover costs
prudently and reasonably incurred. Id. at 50. The Ultilities also discussed the specific facts
regarding each of the plans in question, showing that there should be no disallowances under
each plan, and, in the alternative, showing how much of the challenged amounts was
“operational” (e.g., based on controlling operations and maintenance (“O&M”) expenses or
customer satisfaction criteria) or “non-financial” and, therefore, even under Staff’s and GCI’s
specia standards, should be allowed. 1d. at 50-53.

The respective Initial Briefs of Staff (at 34-40), the AG (at 14-17), and City-CUB

(at 18-21) each argue for complete disallowance of al of the Companies incentive
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compensation program costs and expenses, athough Staff tacitly admits, as discussed further
below, that some recovery should be allowed. Their briefs do not justify their positions.

None of their briefs tries to deny that the evidence is uncontradicted that the challenged
amounts are prudent and reasonable. None tried to deny that the evidence is uncontradicted that
in fact the incentive compensation programs benefit customers by serving to attract and retain a
sufficient, qualified, and motivated work force. Instead, they argue that it is not a “legitimate’
benefit or does not count given past Commission decisions. Staff Init. Br. at 36; AG Init. Br.
at 15. That does not change the fact that it benefits customers.™

Nor do any of their briefs provide any cogent and persuasive explanation of why
incentive compensation program costs and expenses, if prudently and reasonably incurred, can or
should be disallowed under the applicable law. Staff, the AG, and City-CUB simply and
incorrectly treat as conclusive the standards imposed by the past Commission Orders they cite.®

Out of Staff’s, the AG’s, and City-CUB’s Initial Briefs, only Staff’s brief attempts to
discuss any of the facts in any meaningful detail, and Staff’s brief seriously errs. The AG’s
Initial Brief on this subject consists of arguments regarding the applicable standards, cites and

guotes from prior Commission decisions, and very superficia references to the witnesses who

4 A Commission order is subject to reversal if, among other things, it is not supported by substantial evidence in
the record or is not based exclusively on the evidence in the record. 220 ILCS 5/10-103, 10-201(e)(iv)(A); Citizens
util. Bd. v. Illinois Commerce Comm'n, 166 Ill. 2d 111, 120-21, 131 (1995). While Commission findings of fact
generally are presumed to be correct, 220 ILCS 5/10-201(d), they are subject to reversal if, among other things, they
are not supported by substantial evidence or contrary to the manifest weight of the evidence. 220 ILCS
5/10-201(e)(iv)(A); Citizens Utilities Co. of Illinois v. lllinois Commerce Comm'n, 124 Ill. 2d 195, 206 (1988).
Where the facts are not in dispute, and the issue is one of law, the Commission’s determinations are not binding or
presumed to be correct. Illinois Indep. Tel. Ass'n v. Illinois Commerce Comm'n, 183 Ill. App. 3d 220, 228-29 (4th
Dist. 1988); Citizens Utilities Co. of Illinois v. Illinois Commerce Comnn, 153 Ill. App. 3d 28, 31-32 (3d Dist.
1987).

> Commission orders are not legal precedents, nor are they resjudicata. E.g., United Cities Gas Co. v. lllinois

Commerce Comm'n, 163 Il. 2d 1, 22-23 (1994); Mississippi River Fuel Corp. v. lllinois Commerce Comni'n, 1 111
2d 509, 513, (1953).
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testified on this subject. AG Init. Br. at 14-17. City-CUB’s Initia Brief does nothing more than
discuss the standards they espouse and make the raw claim that the Utilities did not meet those
standards. City-CUB Init. Br. at 18-21.

Staff’s Initial Brief skips back and forth somewhat between Staff’s different arguments
for disallowances. Staff seems to make four general arguments: (1) the plans are discretionary;
(2) the plans are “largely” “financia” and the Utilities have not proven that ratepayers benefit
when benefits are limited to the benefits that Staff considers legitimate; (3) in the future the goals
might not be met and thus the Utilities would not pay out under the plans, and (4) past
Commission orders support disallowance in these circumstances. Staff Init. Br. at 34, 36.

Staff’s first argument lacks merit. The Utilities have presented detailed evidence
regarding the design of each of the incentive compensation programs under which the costs and
expenses at issue were incurred and paid out, as well as how the accruals compared to the
payouts in the test year. See, e.g.,, NS-PGL Init. Br. a 50-53. The Utilities also presented
uncontradicted evidence regarding their incentive compensation program design in 2007 and
going forward. Hoover Reb., NS-PGL Ex. JCH-1.0, 9:175 — 11:2009.

Staff’s second argument also is incorrect, for three different reasons. First, as noted
above, Staff’s theory that the benefits of attracting and maintaining a sufficient, qualified, and
motivated work force is not a“legitimate” benefit lacks any factual basis and instead is based on
the unreasonable theory that if the Commission has not found it to be a benefit then it can be
disregarded. Second, the Utilities Initial Brief carefully went through each of the plans and
showed, using Staff’s criteria, which portions were “financial”, which were “operational”, and
which were “non-financial”. NS-PGL Init. Br. at 50-53. Finally, Staff’s theory that controlling

O&M expenses also does not count as benefiting customers (Staff Init. Br. at 37) is specious and
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wrong. The Utilities presented uncontradicted evidence that incentive compensation programs
were a contributing factor in the Utilities significantly reducing O&M expenses below target
levels. NS-PGL Init. Br. at 48. Several Commission decisions have recognized that incentive
compensation programs that reward employees for lowering operating expenses benefit
customers. Id. While Staff’s witness suggests that controlling and reducing costs does not
benefit customers, that is illogical and inconsistent with Commission orders that she herself
relies upon, which talk about, among other things, cost savings as a customer benefit that
justifies recovery. Id.

Staff’s third argument is rank conjecture supported by no data. The history of payouts
under the programs negates any such speculation. See, e.g., Hoover Reb., NS-PGL Ex. JCH-1.0,
9:166-174.

Staff’s fourth argument is not an independent argument at all, it smply is the claim that
Staff’s other arguments are supported by past Commission decisions. None of Staff’s general
arguments for its proposed disallowances has merit. GCI’s arguments add nothing. GCI’s and
Staff’ s proposed adjustments should not be approved.

(i) TheTIA Plan

The Companies Initia Brief showed that all of the costs and expenses of the Team
Incentive Award (“TIA”) should be allowed for recovery and, in the aternative, that the specific
amounts that are “operational” —i.e., that meet Staff’s and GCI’ s standards — should be allowed.
NS-PGL Init. Br. at 50-51.

Staff’s Initial Brief (at 34-35) tacitly acknowledges that, even under Staff’s standards,
Peoples Gas should be allowed to recover $282,486 and North Shore should be allowed to

recover $26,368 under the TIA plan. That is because Staff cannot really argue that the associated

46



customer satisfaction criterion does not meet its standards for recovery. Staff opposes the other
operational amounts based solely on the theory, refuted above, that controlling O&M expenses
does not count as a customer benefit. Staff Init. Br. at 37. Thus, the entire TIA plan amounts, or,
in the aternative, the operational amounts cal culated by the Companies, should be approved.
(iii) ThelPB Plan

The Companies’ Initial Brief showed in detail why the costs and expenses incurred under
the Individual Performance Bonus (“1PB”) plan should be allowed in full, because they are not
“financial” and are based on individual performance. NS-PGL Init. Br. at 51-52.

Staff’ s opposition once again is based on general claims that have no substance (see Staff
Init. Br. at 38), except Staff makes one meaningful factual point, which is that the IPB Plan was
only in place during the test year (id.). Staff argues that the later point shows that the plans are
“discretionary”. However, that general point was refuted by the Utilities, as noted above. Given
the continuity of plans, approaches, accruals, and payouts, the fact that the IPB plan in particular
was only in place during the test year is not areason for a disallowance.

(iv) TheSTIC Plan

The Utilities' Initial Brief showed both the “financial and the “operational” components
of the“STIC” plan. NS-PGL Init. Br. at 52. Staff’s Initial Brief does not differ asto the facts on
this plan, only asto the conclusions to be drawn from them. Staff Init. Br. at 37-38.

(v)  TheAffiliate Charges

See NS-PGL Init. Br. at 52. Staff’s Initial Brief discussed these costs and expenses only
in aconclusory manner. See Staff Init. Br. at 38-40.

(vi) Restricted Stock and Performance Shares
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See NS-PGL Init. Br. at 52-53. Staff’s Initial Brief discussed these costs and expenses
only in aconclusory manner. See Staff Init. Br. at 39-40.

The Commission should approve all of the challenged incentive compensation costs and
expenses. In the adternative, the Commission should alow recovery of the specified operational
and non-financial expenses discussed above, including, at a minimum: (1) Peoples Gas and
North Shore should be alowed to recover $1,009,240 and $94,204, respectively, under the TIA

plan; and (2) $625,791 and $53,107 under the IPB plan, respectively.

4. Invested Capital Taxes

Staff and the Utilities agree that invested capital taxes need to be recalculated based on
the final approved rate increases (the increases in base rate revenues) when setting the Utilities
final approved revenue req