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STATE OF ILLINOIS
ILLINOIS COMMERCE COMMISSION

North Shore Gas Company
Proposed General Increase in Rates Docket No. 09-0166
for Gas Service
(cons.)
The Peoples Gas Light and Coke
Company
Docket No. 09-0167
Proposed General Increase in Rates
for Gas Service

INITIAL BRIEF OF THE

STAFF OF THE ILLINOIS COMMERCE COMMISSION

Staff of the lllinois Commerce Commission (“Staff”), by and through its counsel,
pursuant to Section 200.800 of the Rules of Practice (83 Ill. Adm. Code 200.800) of the
lllinois Commerce Commission’s (“Commission”), respectfully submits its Initial Brief in

the above-captioned matter.

INTRODUCTION
A. Overview/Summary

North Shore Gas Company (“North Shore”) and the Peoples Gas Light and Coke
Company (“Peoples Gas”) (individually, the “Company” and collectively the
“Companies”) filed new tariff sheets on February 25, 2009 in which the Companies
proposed general increase in their natural gas rates. On March 25, 2009 the

Companies’ tariff sheets were suspended by the Commission and on July 8, 2009 the



Commission entered a Re-suspension Order extending the suspension to and including
January 24, 2010. In due course, the Administrative Law Judges (“ALJs”) assigned to
this proceeding established a schedule for the submission of pre-filed testimony,
hearings and briefs. (Notice of Administrative Law Judges’ Ruling, April 27, 2009)

In response to the Company’s filing, the following parties filed Petitions to
Intervene, which were granted: The People of the State of lllinois ex rel. Lisa Madigan,
Attorney General of the State of lllinois (the “AG”), Citizens Utility Board (“CUB”), the
City of Chicago (“City”) (collectively, “AG/CUB/City,” Government and Consumer
Interveners” or “GCI”); lllinois Industrial Energy Consumers (“IlIEC”); Dominion Retalil,
Inc., Interstate Gas Supply of lllinois, Inc. and Nicor Advanced Energy, L.L.C.,
(collectively, the “Retail Gas Suppliers” or “RGS”); and Constellation NewEnergy-Gas
Division (“CNE-Gas”).

The following witnesses submitted testimony on behalf of the Staff of the Illinois
Commerce Commission (“Staff”): Dianna Hathhorn (ICC Staff Exhibit (“Ex.) 1.0; ICC
Staff Ex. 15.0), Bonita A. Pearce (ICC Staff Ex. 2.0; ICC Staff Ex. 16.0), Mike Ostrander
(ICC Staff Ex. 3.0; ICC Staff Ex. 17); Mary Everson (ICC Staff Ex. 4.0; ICC Staff Ex.
18.0), Richard Bridal (ICC Staff Ex. 5.0; ICC Staff Ex. 19.0); Larry Wilcox (ICC Staff Ex.
6.0; ICC Staff Exhibit 20.0); Michael McNally (ICC Staff Ex. 7.0R; ICC Staff Ex. 21.0);
Sheena Kight-Garlisch (ICC Staff Ex. 8.0; ICC Staff Ex. 22.0); Peter Lazare (ICC Staff
Ex. 9.0); Cheri L. Harden (ICC Staff Ex. 10.0; ICC Staff Ex. 24.0); Christopher Boggs
(ICC Staff Ex. 11.0; ICC Staff Ex. 25.0); David Sackett (ICC Staff Ex. 12.0R; ICC Staff

Ex. 26.0); Brett Seagle (ICC Staff Ex. 13.0; ICC Staff Ex. 27.0); Harold Stoller (ICC Staff



Ex. 14.0; ICC Staff Ex. 28.0); Darin Burk (ICC Staff Ex. 23.0); and David Rearden (ICC
Staff Exhibit 29.0).

During the course of the proceeding, Staff proposed various adjustments and
changes to the Companies’ February 25, 2009 request. The Companies accepted
certain of Staff's modifications and Staff withdrew others. A summary of Staff’s final
recommendations to the Commission in this proceeding for Peoples Gas and North
Shore are attached hereto, respectively, as Appendix A and Appendix B. Also, attached
as part of Appendix A and Appendix B are Staff's revised Revenue Requirements. For
the reasons stated below, Staff's proposed adjustments should be adopted by the

Commission.

B. Nature of Operations
1. North Shore

2. Peoples Gas

Il. TEST YEAR (Uncontested)

[I. REVENUE REQUIREMENT
A. North Shore

B. Peoples Gas



V. RATE BASE
A. Overview/Summary/Totals
1. North Shore

Staff recommends the Commission adopt a rate base of $177,867,000 as

reflected on page 4 of Appendix B to Staff's Initial Brief.

2. Peoples Gas

Staff recommends the Commission adopt a rate base of $1,170,346,000 as

reflected on page 4 of Appendix A to Staff's Initial Brief.

B. Uncontested Issues (All Subjects Relate to NS and PGL Unless
Otherwise Noted)

1. Natural Gas Prices for Purposes of Cushion Gas (PGL), Gas in
Storage, and Cash Working Capital

Natural gas prices directly affect the cost of Cushion Gas, Gas in Storage and
Cash Working Capital. ICC Staff Ex. 29.0, p. 3. Gas prices affect rate base through the
Last In First Out (“LIFO”) price. The LIFO price is the total average cost of gas, including
transportation and storage. Id., p. 2.

The Companies calculated their costs using a future test year, therefore, natural
gas prices need to be forecasted in order to calculate these costs. Id., p. 3. The
forecasts used were the New York Mercantile Exchange (*NYMEX") futures prices
adjusted for the different locations at which the Companies buy gas and for any
hedging. Id., p. 3. NYMEX prices are updated every trading day; accordingly there are

many forecasts to choose from. Id., p. 3-4.



Prices were periodically updated in order to find the most recent, and presumably
more accurate, set of prices for the test year. Id., pp. 4-5 and Attachments 3-NS and 3-
PGL. Peoples Gas and North Shore filed their cases using June 2008 prices, but
updated those prices using February 2009 prices in a response to a Staff data request.
Id., p. 4. The February 2009 prices were substantially lower than the June 2008 prices,
(Id., p. 5) and Staff used them to formulate adjusted costs in direct testimony. In the
Companies’ rebuttal testimony, they developed costs based upon prices in June 20009.
NS-PGL Ex. JH-2.0, pp. 5-7. By the time Staff was scheduled to file its rebuttal
testimony at the end of August, futures prices had fallen below the June 2009 levels.
ICC Staff Ex. 29.0, p. 5. Staff’s position was that, since the February 2009 prices were
closer to current levels than the June 2009 prices, costs were better represented by
February 2009 prices. Id., p. 6. In surrebuttal, the Companies’ updated prices again,
this time to August 2009 prices. NS-PGL Ex. JH-3.0 at 4-6. Staff does not contest these
prices. Tr., pp. 914-915, August 27, 2009. The final adjustments reflecting the
uncontested prices for Peoples Gas are reflected in Appendix A, page 3 column (k),
page 6, columns (f) and (g), and page 7 column (k). The final adjustment for North

Shore is reflected in Appendix B, page 5 column (e).

2. Plant

a. Original Cost Determinations as to Plant Balances as of
12/31/07

Staff witness Bridal recommends the Commission approve $2,524,981,000 and
$398,956,000 as the original cost of plant in service for Peoples Gas and North Shore ,
respectively, as of December 31, 2007. These balances consist of the balance from

each Company’s Schedule B-5 (Companies’ Section 285.2030 Schedule B-5, p. 1 of 2,



Line 14, Column F) reduced by Staff’'s proposed adjustment for capitalized incentive
compensation costs the Commission disallowed in each Company’s prior rate case. ICC
Staff Exhibit 15.0, Schedules 15.7 P and 15.7 N, p. 5, line 4. For Peoples Gas, the
$2,524,981,000 balance equals $2,525,147,000 (Peoples Gas Section 285.2030
Schedule B-5) minus $166.000. ICC Staff Exhibit 15.0, Schedule 15.7 P. For North
Shore, the $398,956,000 equals $398,983,000 (North Shore Section 285.2030,
Schedule B-5) minus $27,000. ICC Staff Exhibit 15.0, Schedule 15.7N. Staff and the
Companies agree that the Commission should make original cost findings regarding the
Companies’ plant as of December 31, 2007. NS-PGL Ex. JH-2.0, pp. 17-18. Given
Staff witness Bridal's recommendation regarding the original cost determination (ICC
Staff Ex. 5.0, p. 9), Staff recommends the Commission’s order state as follows:

It is further ordered that the $2,524,981,000 original cost of plant for Peoples Gas
at December 31, 2007, as reflected on the Company’s Schedule B-5, Page 1 of 2, Line
14, Column F; and the $ $398,956,000 original cost of plant for North Shore at
December 31, 2007, as reflected on the Company’s Schedule B-5, Page 1 of 2, Line 12,

Column F, are unconditionally approved as the original costs of plant.

b. Capitalized Union Wages

Staff witness Hathhorn proposed adjustments to reduce each of the Companies’
rate base and operating expenses to correct their error in calculating the test year union
wages at the non-union rate. ICC Staff Ex. 1.0, Schedules 1.9 P and N, Union Wages

Adjustment. The Companies accepted Staff’'s adjustments. NS-PGL Ex. JH-2.0, p. 4.



c. Capitalized Civic, Political, and Related Activities
d. Net Dismantling

The Commission should accept the revised pro forma adjustment to Net
Dismantling the Companies proposed in rebuttal (NS-PGL Ex. SM-2.0, p. 6, |. 129-134)
which Staff does not contest. ICC Staff Ex. 18.0, p. 3, lines 54-58.

Staff witness Mary H. Everson proposed an adjustment to the Companies’ pro
forma adjustment for Net Dismantling related to her proposed adjustment to forecasted
plant additions. ICC Staff Ex. 4.0, p. 9, lines 200-206. The Companies did not contest
that an adjustment was appropriate. However, the Companies disagreed with the
calculation and provided a revised adjustment to Net Dismantling based on its revised
level of forecasted plant additions in the rebuttal testimony of Sharon Moy. NS-PGL EXx.
SM-2.0, p. 6, lines 129-134. Ms. Everson did not contest this revision to the Net
Dismantling pro forma adjustment proposed by Peoples Gas and North Shore in

rebuttal. ICC Staff Ex. 18.0, p. 3, lines 54-58.

e. Gathering System Pigging Project (PGL)

Staff witness Seagle initially recommended the removal of all of Peoples Gas’
requested costs associated with the Gathering System Pigging Project at the Manlove
Storage field based on the Company’s failure to provide sufficient documentation to
allow Staff to determine if the project was prudent and used and useful. ICC Staff Ex.
13.0, pp. 7-8 and ICC Staff Ex. 27.0, pp. 7-10.

In response to Staff’'s concerns, Peoples Gas provided additional support for this
project. NS-PGL Ex. TLP-3.0 pp. 2-3, TLP-3.1, and TLP-3.2. The information provided

by the Company alleviated Staff's concerns regarding the Gathering System Pigging



project and Staff no longer disputes the Company’s request to include the costs

associated with this project in its requested rates. Tr., pp. 910-911, August 27, 2009.

f. Cushion Gas — Recoverable (PGL)

Staff witness Seagle expressed a concern that Peoples Gas relied on overstated
gas prices for its forecasted recoverable cushion gas injections for 2009 and 2010. ICC
Staff Ex. 13.0, pp. 3-5. Mr. Seagle recommended that the Company provide an update
of its additional recoverable cushion gas injection valuation, using the most recent gas
pricing information available. Id., p. 6. The Company agreed with Staff's request and
provided a revised calculation for its recoverable cushion gas injections for 2009 and
2010 using the most up-to-date pricing available for the price of natural gas. NS-PGL
CMG-3.0, pp. 3, 5-6. Staff accepted Peoples Gas’ revised calculation for the value
associated with its recoverable cushion gas injections in 2009 and 2010. Tr., p. 915,
August 27, 2009. The final adjustment reflecting the uncontested prices for Peoples Gas

is reflected in Appendix A, page 6 column (f).

g. Cushion Gas — Non-recoverable (PGL)

Staff witness Seagle expressed a concern that Peoples Gas relied on overstated
gas prices for its forecasted non-recoverable cushion gas injections for 2009 and 2010.
ICC Staff Ex. 13.0, pp. 3-5. Mr. Seagle recommended that the Company provide an
update of its additional non-recoverable cushion gas injection valuation, using the most
recent gas pricing information available. 1d. p. 6. Cushion gas, a/k/a base gas, is the
volume of gas required in a storage reservoir to provide adequate pressure to cycle the
working gas in and out of the reservoir. Cushion gas is usually broken down into

recoverable cushion gas and non-recoverable cushion gas. Recoverable cushion gas is



the gas that the company expects to be able to recover from the field when it is retired.
The non-recoverable cushion gas is the gas that the company does not expect to
recover from the field when the field is retired. Id., pp. 4-5. The Company agreed with
Staff's request and provided a revised calculation for its non-recoverable cushion gas
injections for 2009 and 2010 using the most up-to-date pricing available for the price of
natural gas. NS-PGL CMG-3.0, pp. 3, 5-6. During cross examination, Staff witness Dr.
Rearden who was Staff’ expert witness on the price of natural gas accepted Peoples
Gas’ revised price for natural gas to be used in the calculation for the value associated
with its non-recoverable cushion gas injections in 2009 and 2010. Tr., p. 915, August
27, 2009. As such, Staff now accepts the Company’s revised calculation for the value
associated with its non-recoverable cushion gas injections in 2009 and 2010. The final
adjustments reflecting the uncontested prices for Peoples Gas are reflected in Appendix

A, page 3, column (k), and page 6, column ().

h. Capitalized Savings Plan Costs
i Gathering System Replacement Project Phase 1

Staff witness Seagle recommended the removal of all of Peoples Gas’ requested
costs associated with the Gathering System Replacement project at the Manlove
Storage field. Mr. Seagle noted the Company was unable to demonstrate the project
will be prudently incurred and used and useful. ICC Staff Ex. 13.0, pp. 7-8.

Peoples Gas provided additional information regarding phase 1 of this project in
its rebuttal testimony. This additional information alleviated Staff's concerns about

Phase 1 of the Gathering System Replacement project. Staff no longer disputes



Peoples Gas request to include the costs associated with Phase 1 of the Gathering

System Replacement project in its proposed rates. ICC Staff Ex. 27.0, p. 11.

3. Accumulated Reserve for Depreciation and Amortization
a. Inventory Reclassification

Staff withess Hathhorn proposed adjustments to reflect in operating expenses
and rate base the impact of the inventory reclassifications made as a result of the
Schlumberger Data & Consulting Services study (“DCS study”). ICC Staff Ex. 1.0,
Schedules 1.11 P and N, Inventory Reclassification Adjustment. The reclassification
adjustments resulting from the DCS study were not included in the Companies’ test year
Schedules B-1 and C-1. The Companies accepted Staff's adjustments. NS-PGL Ex.

JH-2.0, p. 4.

4. Materials and Supplies Correction
5. Gas in Storage

GCI witness David Effron raised a concern that the forecasted price of gas in the
test year impacted the Companies’ gas in storage inventories. Mr. Effron recommended
that the Companies update their test year gas in storage inventories to reflect updated
gas prices as well as the volume of gas the Companies relied upon in its calculation.
GCI Ex. 1.0, p. 10. Staff witness Seagle agreed with Mr. Effron’s concern regarding the
gas pricing, but did not agree with the volumes that Mr. Effron relied upon in his
calculation. ICC Staff Ex. 27.0, pp. 13-14.

In response to the concerns raised by Mr. Effron and Staff, the Companies
provided a revised gas in storage calculation that used updated gas prices and

corrected for an error they had made in their volume calculation. NS-PGL Ex. JH-3.0,
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pp. 5-6. Staff accepted the Companies revised calculation for their valuation of the gas
in storage inventories. Tr., p. 915, August 27, 2009. The final adjustment reflecting the
uncontested prices and the error correction for Peoples Gas is reflected in Appendix A,
page 7, column (l). The final adjustment for North Shore is reflected in Appendix B,

page 5, column (e).

6. Methodology to Account for Amortization of Remaining Pre-
Merger Unamortized costs

In the Companies’ prior rate case, Docket No. 07-0241/0242 (Cons.), the
Companies were allowed by the Commission to begin recovering costs to achieve
(“CTA") their merger which was approved in Docket No. 06-0540. Staff witness Pearce
proposed an adjustment to reconcile total recoveries collected through existing rates
and those that will be recovered as a result of the instant proceeding with actual CTAs
incurred to date and projected through the remainder of 2009. This adjustment is
necessary because the Companies have already begun recovering a portion of the
merger CTAs. In the prior rate case, the Commission recognized that some CTA costs
would not actually have been incurred yet. Since then, additional costs have been
incurred and, according to the Companies’ projections for the 2010 test year, all CTA
will be incurred by the end of 2009. Accordingly, the instant proceeding is the
appropriate time to reconcile recoveries of CTA with actual CTA incurred.

Ultimately, Staff and the Companies reached agreement as to the amount of this
adjustment, which reflects actual CTA incurred by the Companies through July 31, 2009
and the estimated CTA to be incurred during the remainder of 2009. NS-PGL Ex. SM-
3.0 REV, p. 6. The final adjustments that reflect this agreement were presented at the

hearing as NS-PGL Cross Ex. Pearce 25.
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C. Plant (All Subjects Relate to NS and PGL Unless Otherwise Noted)
1. Forecasted Plant Additions

The Commission should accept the revised level of forecasted plant additions the
Companies proposed in rebuttal (NS-PGL JH-2.3N and JH-2.3P) which Staff does not
contest. ICC Staff Ex. 18.0, pp. 2-3, |. 34-49.

Staff withess Mary H. Everson proposed reductions to Peoples Gas’ and North
Shore’s revenue requirements since the Companies had made several statements that
called into question the level of forecasted plant additions. Companies’ witness James
Schott discussed the effort Peoples Gas and North Shore had taken to reduce current
and future costs and stated that the revenue requirement would be changed based on
decisions made at a later time. NS-PGL Ex. JFS-1.0, p. 4, lines 81-86. The
Companies’ Section 285.7025, Assumptions Used in the Forecast, stated that the
Companies would likely reduce their 2009-2010 capital expenditures in response to the
current economic slowdown. North Shore Section 285.7025, Schedule G-5, page 6 of
6; Peoples Gas Section 285.7025, Schedule G-5, page 6 of 7. Further, in response to
data requests, Peoples Gas and North Shore quantified the level of reductions to their
2009-2010 forecasted levels of plant additions they were considering. ICC Staff Ex. 4.0,
pp.5-7, line 83-138. Ms. Everson testified that the Companies’ responses to various
data requests collectively gave the impression that only under a seemingly perfect set of
circumstances as described in Peoples Gas’ and North Shore’s data request responses,
would the 2009 and 2010 forecasted level of plant additions be achieved. Ms. Everson
concluded that the Companies had not demonstrated a commitment to proceeding with
the forecasted levels of plant additions and that an adjustment was appropriate. ICC

Staff Ex. 4.0, p. 9, line 184-192.
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In his rebuttal testimony, John Hengtgen testified that the Companies agreed that
the level of forecasted plant additions should be reduced, but that the Company did not
agree with certain related adjustments. NS-PGL Ex. JH-2.0, p. 4, line 83-92. Peoples
Gas and North Shore witness Hengtgen provided a revised level of forecasted plant
additions in rebuttal. NS-PGL JH-2.3N and JH-2.3P.

After reviewing the Companies’ responses to data requests related to the revised
level of forecasted plant additions, Ms. Everson testified in rebuttal that she had no
objection to the Companies’ revised levels of forecasted plant additions. ICC Staff Ex.

18.0, pp. 2-3, lines 34-49.

2. Gathering System Phase 2 Project (PGL)

Staff disputes Peoples Gas’ request to include Phase 2 of its Gathering System
project into its requested rates. Specifically, Staff testified that Peoples Gas failed to
provide sufficient information to demonstrate that Phase 2 of the project would be
prudently incurred and used and useful. Next, Staff noted that Peoples Gas failed to
demonstrate that it is pursing this project prior to the end of the 2010 test year. Finally,
Staff noted that Peoples Gas’ reduction of the test year cost estimates associated with
the project supports Staff's concerns that the project is speculative. Therefore, Staff
recommended the removal of Peoples Gas’ requested costs associated with Phase 2
from its requested rates.

Peoples Gas proposed Gathering System Replacement project is a two-phase
project. Phase 1 involves an engineering study to assess the existing system and the

development of an optimized replacement plan. PGL Ex. TLP-1.0, p. 8. Staff does not
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dispute Peoples Gas’ request to include the cost of Phase 1 of the project in its rates.
ICC Staff Ex. 27.0, p. 11.

Phase 2 of the project involves either the complete or partial replacement of the
gathering system at Peoples Gas’ Manlove storage field. Peoples Gas also explained
that it is only after Phase 1 of the project is completed will it prepare a cost benefit
analysis and business case for the project and then seek approval for any expenditures
from the Board of Directors. Peoples Gas also indicated under either option (partial or
complete replacement), the test year costs would be the same and that the project may
take up to 10 years to complete. PGL Ex. TLP-1.0, pp. 9-10.

Staff witness Seagle expressed three concerns regarding the inclusion of the
costs associated with Phase 2 of the Gathering System project in Peoples Gas’
proposed rates. First, Mr. Seagle was concerned that Peoples Gas was unable to
provide sufficient information to demonstrate that the project to replace a portion of the
gathering system at the Manlove storage field will be prudently incurred and used and
useful. Second, Peoples Gas failed to demonstrate that it is pursing this project prior to
the end of the 2010 test year. Finally, Peoples Gas’ reduction of the cost associated
with the project in the test year demonstrated the speculative nature of the Company’s
request. As a result, Mr. Seagle recommended the removal of all of the costs
associated with Phase 2 of the project from the Company’s proposed rates. ICC Staff
Ex. 13.0, pp. 7-8, 12.

Regarding Staff’s first concern Mr. Seagle noted that Peoples Gas must meet the

requirements of Section 9-211 of the Public Utilities Act (“Act”) to include the cost of
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Phase 2 of its Manlove gathering system project into its proposed rates. ICC Staff Ex.
13.0, p. 8. Specifically, this section of the Act states as follows:

The Commission, in any determination of rates or charges, shall include in

a utility’s rate base only the value of such investment which is both

prudently incurred and used and useful in providing service to public
utilities customers.

220 ILCS 5/9-211.]
He further noted that the Act provides a definition of used and useful in Section
9-212 of the Act (Id.) which states:
A generation or production facility is used and useful only if, and only to
the extent that, it is necessary to meet customer demand or economically
beneficial in meeting such demand.
220 ILCS 5/9-212.
Finally, Mr. Seagle pointed out that in prior cases the Commission has provided

guidance regarding the requirements for prudence. Id., p. 9. Namely, in Docket No. 88-

0142, the Commission defined prudence as follows:

Prudence is that standard of care which a reasonable person would be
expected to exercise under the same circumstances encountered by utility
management at the time decisions had to be made. In determining
whether a judgment was prudently made, only those facts available at the
time judgment was exercised can be considered. Hindsight review is
impermissible.
ICC Docket No. 88-0142, Order February 5, 1992, pp. 25-26.
In other words, Peoples Gas must demonstrate the project is necessary or
economically beneficial to customers as well as the prudence of its decision-making
associated with the project. However, the Company itself admits that the cost benefit

analysis and business case that it expects to demonstrate that the project will be

prudent and used and useful will not be developed until 2009. Peoples Gas Ex. TLP-
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1.0, p. 10. While Peoples Gas admits these documents are required for it to
demonstrate to its Board of Directors that expenditures should be made on the project,
Peoples Gas failed to provide these documents for the record in this proceeding for the
Commission to review and make a decision on the prudence and used and usefulness
of the project.

Peoples Gas was unable to provide such documentation because it must wait on
the result of its Phase 1 engineering study to determine the scope and need for Phase 2
of the project. Phase 1 of the project was only recently initiated, July 2009 with a
project kick-off meeting with the selected engineering firm the week of July 13, 2009,
and Peoples Gas projects a completion date of November 2009. NS-PGL TLP-2.0, p. 5.

Mr. Seagle indicated that documentation, such as a cost benefit analysis or
business case is necessary in order for it to determine if a project is prudent and used
and useful. ICC Staff Ex. 13.0, p. 11. Without such information, Peoples Gas cannot
demonstrate how it reached a decision, demonstrate a benefit, or show a need for the
project.

Peoples Gas claimed that it needs to proceed with the project due to a concern
for CO,-related and microbial-influenced corrosion in the gathering system. The
Company also indicated the existing gathering system at the Manlove storage field was
not designed to accommodate pipeline pigs for either routine cleaning or internal
inspection. Finally, the Company noted that a program for replacement should begin
before the gathering system reaches the end of its useful life. PGL Ex. TLP-2.0, p.
9.While Staff does not disagree, the existing system cannot accommodate pipeline pigs,

Peoples Gas failed to demonstrate the gathering system corrosion has reached a point
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that the gathering system at Manlove needs replacement or that the gathering system
has reached the end of its useful life. Instead, Staff withess Seagle noted the only
support that Peoples Gas provided for its claims was a slide show presentation where it
made unsubstantiated claims of increased safety and reliability associated with the
project. In short, Peoples Gas did not provide to the record any documentation
regarding how the replacement project was needed or will benefit its ratepayers. ICC
Staff Ex. 13.0, p. 11.

Peoples Gas also failed to provide any documentation that demonstrates the
prudence of its decision to replace the Manlove storage field gathering system. In fact,
People Gas lacks the basic information that supports its conclusion that it needs to
replace the gathering system. This same lack of information also makes it impossible
for the Company to demonstrate the used and usefulness of this proposed project. As
such, Staff concluded that Peoples Gas failed to demonstrate the prudence and used
and usefulness of Phase 2 of its proposed Gathering System Replacement project.

Regarding Staff's second concern that Peoples Gas failed to demonstrate that it
is pursing this project prior to the end of the 2010 test year, Mr. Seagle noted that the
absence of a completed engineering study (Phase 1 of project) and the absence of a
cost benefit analysis or business case for the project demonstrates that the Company
cannot produce a definitive timeline for the project. Mr. Seagle noted that the recent
issuance of the engineering study RFP (Phase 1) indicated Peoples Gas was still at the
starting point in determining what, if anything, needs replaced at the Manlove storage

field. ICC Staff Ex. 13.0, pp. 11-12.
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Peoples Gas has provided a proposed timeline for Phase 2 of the project that
indicates it intends to start work on the gathering system in early 2010. However, the
Company admits that the determination of the length of time needed for the completion
of the project and the approximate start date of the project requires the completion of
the engineering study (Phase 1). NS-PGL Ex. TLP-2.0, p. 6. The Company also
admitted that until the completion of the engineering study, Phase 1, there will be some
uncertainty involved in pursuing this addition, but Peoples Gas is confident that enough
of the gathering system needs replacement that it begin making its projected
investments to replace at least a portion of the gathering system in 2010. Id., pp. 4-5.

Peoples Gas also admits until the completion of engineering study (Phase 1), it
does not know the full scope of the project, which includes if the project is needed in
2010 or not, and it cannot conduct a cost benefit analysis or business case for the
project. Due to the potential monetary investment needed for the proposed project,
Peoples Gas requires all of this information to seek approval for any expenditure from
the Board of Directors. However, Peoples Gas has not completed any of the required
studies nor has Peoples Gas received Board approval for any expenditure associated
with Phase 2 of the project. In short, Peoples Gas has provided nothing but its good
intentions to support that it will incur any costs or pursue Phase 2 of this project in the
2010 test year.

Regarding Staff’s final concern that Peoples Gas reduction of costs associated
with Phase 2 of the Gathering System Replacement project supported a conclusion that
the project is speculative in nature, Staff notes that given the lack of supporting

documentation regarding the scope and timing of the project, any cost projections are
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pure conjecture and do not support Peoples Gas’ request to include the Phase 2 costs
within its requested rates.

Peoples Gas originally requested $10.8 million associated with both Phase 1 and
2 of the gathering system replacement project. ICC Staff Ex. 13.0, p. 8. Then, Peoples
Gas reduced its requested amount to $1.5 million for Phase 1 and $5.7 million for
Phase 2. ICC Staff Ex. 27.0, p. 10. Staff concluded that Peoples Gas needed this cost
revision because Peoples Gas’ initial project cost projection was, at best, a rough
estimate for the cost of the project during the test year.

However, a closer review of Peoples Gas situation indicates its cost estimate is
speculative in nature. As noted above, Peoples Gas lack of detailed information
regarding Phase 2 of its proposed project, such as the Phase 1 engineering study, a
cost benefit analysis, or a business case, means it does not know the scope, timing, or
limitations associated with the project. In fact, Peoples Gas can only speculate
regarding the scope, timing, and limitations associated with the project.

Further, Peoples Gas assumption that it will acquire Board of Director approval
for Phase 2 of the project in either late 2009 or early 2010 (NS-PGL TLP-2.0, p. 7) is
pure conjecture. Even under the assumption that the engineering study (Phase 1)
indicates a portion of the gathering system at Manlove needs replaced and Peoples
Gas can develop a cost benefit analysis and business case to support the replacement,
Peoples Gas’ Board of Directors could still elect to defer the project to a later period.

In short, Peoples Gas cannot project a reasonable estimate for the overall cost or
extent of the project, nor can it guarantee its Board of Directors will provide immediate

approval of the project assuming some replacement of the gathering system is
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necessary. Given the unknown nature of the project and its costs, Staff cannot support
including any estimated costs associated with this project in the test year. ICC Staff Ex.
13.0, p. 12.

Staff recommends the Commission remove all the costs associated with Phase 2
of the Gas Gathering System project from Peoples Gas’ requested rates. Staff's
recommendation is based on Peoples Gas failure to provide sufficient information to
demonstrate that Phase 2 of the project would be prudently incurred and used and
useful. Next, Staff noted that Peoples Gas failed to demonstrate that it is pursing this
project prior to the end of the 2010 test year. Finally, Staff noted that Peoples Gas’
continued reduction of the test year cost estimates and the nature of its estimates
supports Staff’'s concerns that the project is speculative. Therefore, Staff recommends
the removal of Peoples Gas’ requested costs associated with Phase 2 of this project

from its requested rates.

3. Capitalized Incentive Compensation

Please refer to Section V.C.1 of Staff’s Initial Brief.

4. Capitalized Non-Union Base Wages

Please refer to Section V.C.2 of Staff's Initial Brief.

D. Reserve for Accumulated Depreciation and Amortization (Uncontested
Except for Derivative Adjustments from Contested Adjustments)

The Commission should accept the adjustments to Accumulated Depreciation
and Amortization the Companies’ proposed in rebuttal related to the revised level of
forecasted plant additions (NS-PGL JH-2.0, p. 4, I. 87; NS-PGL SM-2.0, p. 9, lines 202-

208) which Staff does not contest. ICC Staff Ex. 18.0, pp. 2-3, lines 34-49.
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Staff withess Mary H. Everson proposed an adjustment for Accumulated
Depreciation related to Staff's proposed adjustments to forecasted plant additions. ICC
Staff Ex. 4.0, p. 9, lines 193-198. Except to propose revised levels of Accumulated
Depreciation related to the Companies’ proposed revised levels of forecasted plant
additions, the Companies did not contest this adjustment. NS-PGL JH-2.0, p. 4, line 87;

NS-PGL SM-2.0, p. 9, line 202-208.

E. Cash Working Capital
1. Pass-Through Taxes

As explained by Staff withess Mike Ostrander, “Cash Working Capital (“CWC”) is
the amount of funds required from investors to finance the day-to-day operations of the
Companies. A company’s CWC requirement may be positive or negative, depending on
whether it receives cash from ratepayers for delivery of utility service, on average,
slower or faster than it pays expenses. One way to determine the level of CWC to be
included in rate base is a lead-lag study that analyzes test year cash transactions and
invoices. “In general, lag times are associated with the collection of revenues for
delivery of utility service owed to the Companies (that is, the collection of cash from
ratepayers for the provision of service lags behind the Companies’ cash outlays for the
provision of service), and lead times are associated generally with the payments for
goods and services received by the Companies (for example, vendors allow the
Companies to pay later for goods and services provided currently).” ICC Staff Ex. 3.0,
pp. 3-4. With respect to pass-through taxes, because Investors receive the benefit of
the Companies having pass-through taxes as cash on hand to finance the day-to-day

operations until the cash is remitted to the appropriate taxing authority they must be
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accounted for in the cash working capital calculation. Id., pp. 7-8. Therefore, the
Commission should adopt revenue lag days of zero for pass-through taxes and reject
the Companies’ argument that revenue lag days of 40.84 for North Shore and 50.22 for
Peoples Gas be included in the CWC revenue requirement.

Staff proposes to reduce the amount of CWC added to rate base for pass-
through taxes because pass-through taxes represent funds provided by ratepayers
rather than investors. Staff proposes to do this by applying revenue lag days of zero to
pass-through taxes in the CWC calculation because 1) in the context of a rate case,
pass-through taxes are not operating revenue, and therefore cannot have a revenue
lag; and 2) ratepayers provide pass-through taxes for the Company to hold and later
remit to taxing bodies. Through the CWC requirement, investors rightly receive a return
on their financing of operating expenses which produce operating revenue, if there is a
lag in operating revenue covering operating expenses. However, with respect to pass-
through taxes, investors have not invested funds to finance operations. If a revenue lag
for pass-through taxes is included in the CWC requirement and added to rate base,
investors will earn a return on ratepayer supplied funds. Staff Ex. 3.0, pp. 3-8; Staff Ex.
17.0, pp. 4-10. The Commission should not allow the Company to increase its rate
base for revenue lag on funds for pass-through taxes because funds for pass-through
taxes are provided by ratepayers.

Staff and the Companies agree that pass-through taxes are not recorded as
revenue or expense on the income statement but the collection and payment of these
amounts causes a timing difference in the Companies’ cash flow. Staff Ex. 3.0, p. 6.

The Companies, through the surrebuttal testimony of withess John Hengtgen, argue
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that the use of revenue lag days would reflect the proper timing difference between
receipt of pass through taxes and payment to taxing authorities, i.e., pass-through taxes
are paid to taxing authorities approximately as cash is received from its customers. NS-
PGL Ex. JH-3.0, p. 9. However, Staff maintains that the evidence indicates that the
Companies do have access to the funds provided from the pass through taxes until the
funds are remitted to the taxing authorities.

The Companies acknowledge that the Commission accepted the use of a lag of
zero days in the most recent Northern lllinois Gas Company (“Nicor”) rate case, Docket
No. 08-0363. However, the Companies say that their process for paying pass-through
taxes is different than the process used by Nicor in Docket No. 08-0363. The
Companies describe Nicor's process for pass through taxes as amounts are billed,
received and held for a period of time, and then remitted at a later date to taxing
authorities. The Companies pass-through payment process is based on an agreement
with the City of Chicago, which allows the Companies to pay the Municipal Utility Tax
and the Chicago Use Tax on the basis of estimated cash receipts. The Companies
describe their process for pass through taxes as amounts that are billed and paid to
taxing authorities approximately as received. NS-PGL Ex. JH-3.0, pp. 9-10.

The Companies assertion that pass through taxes are paid to taxing authorities
approximately when received from ratepayers is contradicted by the facts in evidence.
In response to Staff Data Requests JMO 14.04 through JMO 14.09 (Staff Ex. 17.0, pp.
7-8), the Companies describe the process and timing of collection and payment of the
various pass-through taxes as follows:

1. The taxes are included in the customer’s monthly bill.
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2. The Companies collect the taxes.

3. Taxes are paid on or before the due dates.

4. The payments are based on estimated amounts.

5. The payments are made regardless of whether or not the Companies

collect from the customers.
Mr. Hengtgen'’s testimony under cross examination and ICC Staff Cross Hengtgen Ex.
No. 21 (WPG-8, page 45 of 48) provide further support for Staff's position that the
Companies do in fact utilize a process for collection and payment of pass through taxes
similar to Nicor in that amounts are billed, collected, and held for a period of time, and
then remitted at a later date to taxing authorities. Mr. Hengtgen described how the pass
through tax liability to the City of Chicago for August 2009 is based on the estimated
gross receipts net of a provision of uncollectible accounts that are deemed collected
during August 2009 and subsequently paid by one check on September 30th. Tr., pp.
667-672. The Companies are liable to remit the proper amount due on a timely basis
whether the payment of pass-through taxes is based on actual cash receipts or
estimates or any other methodology. In re Northern lllinois Gas Co., ICC Docket No.
08-0363, p. 12 (Order, Mar. 25, 2009). The source of funds for such tax payments is
ultimately the collection of the ratepayers’ bills as confirmed by Mr. Hengtgen. Tr., pp.
668-669.
The Companies’ use of lead days for pass through taxes confirms that pass

through taxes deemed collected from ratepayers (during August 2009) are held until
remitted to a taxing authority at a later due date (September 30"). The length of time

that the Companies have pass-through taxes available for their use has been calculated

24



in the Companies’ lead/lag study. See ICC Staff Cross Hengtgen Ex. 21. The
Commission should not allow the Company to increase its rate base for revenue lag on
funds for pass-through taxes because the Companies do indeed receive pass-through
taxes from ratepayers, hold those funds, and later remit those funds to the taxing

authorities.

2.  All Other (Uncontested)

F. Accumulated Deferred Income Taxes (Uncontested Except for
Derivative Adjustments from Contested Adjustments)

The Commission should accept the adjustments to Accumulated Deferred
Income Taxes the Companies’ proposed in rebuttal related to the revised level of
forecasted plant additions (NS-PGL JH-2.0, p. 4, line 87; NS-PGL SM-2.0, p. 9, lines
202-208) which Staff does not contest. ICC Staff Ex. 18.0, pp. 2-3, lines 34-49.

Staff withess Mary H. Everson proposed an adjustment for Accumulated
Deferred Income Taxes Depreciation related to Staff's proposed adjustments to
forecasted plant additions. ICC Staff Ex. 4.0, p. 9, lines 193-198. Company witness
John Hengtgen did not agree with the calculation of Accumulated Deferred Income
Taxes related to Staff's proposed adjustments to forecasted plant additions and
provided revised calculations of Accumulated Deferred Income Taxes based on his
revised level of forecasted plant additions. NS-PGL Ex. JH-2.0, p. 9-10, line 200-210.
Ms. Everson revised her calculation of Accumulated Deferred Income Taxes related to
the revised level of forecasted plant additions in rebuttal testimony to agree with the

Companies’ methodology. ICC Staff Ex. 18.0, pp. 2-3, lines 34-49.
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G. Reserve for Injuries and Damages

The Companies accepted Staff withness Mike Ostrander’s proposed adjustments
to injuries and damages expense contingent upon what they allege are consistent
adjustments with respect to the injuries and damages reserves in rate base. NS-PGL
Ex. SM-3.0, p. 4. Staff disagrees that corresponding adjustments should be made to
the injuries and damages reserves in rate base.

The Companies believe that there is a direct correlation between the amount of
injuries and damages expense and the amount of the injuries and damages reserve
amount which would warrant that any adjustment made to expense should also be
made to the reserve. The Companies direct correlation argument is based on the
bookkeeping entries that are made when an expense is accrued or adjusted and when
a claim payment is made. NS-PGL Ex. JH-3.0, p. 12. Staff agrees in theory that the
Companies are making the proper bookkeeping entries to record the economic
transactions associated with injuries and damages. However, for purposes of
determining a revenue requirement, Staff does not agree that there is a direct
correlation between the injuries and damages reserve and the expense amounts. Nor is
there a need for a rate base adjustment due to the test year normalized operating
expense adjustments proposed by Mr. Ostrander. While the 2010 expense accrual
component of the injuries and damages reserve represents the Companies’ cumulative
estimate of what payments will be made in the future for incurred injuries and damages
claims as of December 31, 2010, the normalized level of injuries and damages
operating expense is based on actual historical claim payments. ICC Staff Ex. 3.0, p.
12. As such, Mr. Ostrander’s proposed adjustments to reflect a normal level of annual

operating expense or period cost are based on historical payments and have no direct
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corresponding impact on the estimate of the test year balance sheet liability or reserve

for future payments. Thus, it would be inappropriate to adjust the Companies’ injuries

and damages reserve in rate base due to a rate making adjustment to normalize the

injuries and damages operating expense in the revenue requirement.

H. Pension Asset (PGL) / Liability (NS) and OPEB Liabilities

The Companies included in their respective rate bases a total amount identified
as “Retirement Benefits, Net”. For Peoples Gas, the retirement benefits combine the
pension asset with the Other Post Employment Benefits (“OPEB”) liability to derive the
net amount of total retirement benefits the Company has added to its rate base. For
North Shore, the retirement benefits combine the pension liability with the OPEB liability
to derive the total liability for retirement benefits by which North Shore has reduced its
rate base.

Staff witness Pearce proposed an adjustment of $143,240,000 (before
accumulated deferred income taxes) to remove Peoples Gas’ pension asset from rate
base because it was created with funds supplied by ratepayers, not shareholders.
Accordingly, Staff's position is that shareholders should not be allowed to earn a return
on an asset that was created with normal operating revenues collected from utility
ratepayers. ICC Staff Ex. 2.0, lines 53 — 66.

GCI witness Effron also proposed an adjustment to remove from utility rate base
the pension asset of $143,240,000 for Peoples Gas and the pension liability of
$3,022,000 for North Shore, along with the related impact of accumulated deferred
income taxes. According to Mr. Effron’s direct testimony (AG/CUB/City Exhibit 1.0, lines

252 — 266), he proposed these adjustments to be consistent with his understanding of
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the Commission’s findings in the prior rate case for North Shore and Peoples Gas.
Docket Nos. 07-0241/-0242 (Cons.).

Companies’ witness John Hentgen sponsored rebuttal testimony in which the
Companies increased the amount of Peoples Gas’ pension asset to $155,496,000 and
reduced the amount of the North Shore pension liability to $2,728,000. He also
reiterated the Companies’ position that although the Commission did not agree to
include the pension asset in Peoples Gas’ rate base in the prior rate case, the
Companies have appealed that decision and the issue remains on appeal. NS-PGL Ex.
JH-2.0, lines 145 — 151. Companies’ witness Alan Felsenthal argued against removal
of the Peoples Gas pension asset based on his assertion that the pension asset
represents shareholder supplied funds. He further asserted that it is inconsistent to
remove the pension asset from Peoples Gas’ rate base but not the pension liability from
North Shore along with the OPEB liabilities for both Peoples Gas and North Shore. NS-
PGL Ex. AF-1.0, lines 24 — 33.

The Commission has addressed ratemaking treatment of pension assets and
OPEB liabilities in many dockets. As Mr. Hengtgen admitted, this issue came before
the Commission in the Companies’ prior rate case, Docket Nos. 07-0241/-0242 (Cons.).
In their initial filing for that case, the Companies excluded all pension and OPEB related
assets and liabilities from rate base. However, the Companies later sought to include
the Peoples Gas pension asset and the North Shore pension liability in rate base in
response to adjustments proposed by Staff and Intervenors that reduced rate base for
OPEB liabilities.  The Commission found that neither the pension asset nor

contributions to the pension plan should be reflected in the utility’s rate base. The
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Commission also found that the treatment of the pension asset should not determine
the treatment of the OPEB liability. Accordingly, the Commission supported Staff and
Intervenor adjustments to reflect OPEB liabilities as a rate base reduction. ICC Docket
No. 07-0241/-0242 (Cons.), Order February 5, 2008, at 36.

The Commission has addressed the pension asset issue in several cases
involving other lllinois utilities, as well. For example, in Docket No. 08-0363, the
Commission rejected Northern lllinois Gas Company’s (“Nicor Gas”) request to include
its pension asset in rate base. The Commission has consistently rejected Nicor Gas’
request to include its pension asset in rate base in prior cases as well, including Docket
Nos. 04-0779 and 95-0219. The Commission found, in both cases, that the pension
asset was created by ratepayer-supplied funds, not by shareholder-supplied funds, and
concluded that ratepayers should not be denied the benefits associated with the
previous overpayment for pension expense which they funded. Accordingly, the
Commission concluded that the pension asset should be eliminated from rate base.

Finally, although Companies’ withess Felsenthal asserted that the Commission’s
Order on Rehearing in Docket No. 05-0597 (Commonwealth Edison Company) allowed
an $803 million pension contribution in rate base (NS-PGL Ex. AF-1.0, pp. 25 — 26), the
Commission is well aware of what it allowed for Commonwealth Edison Company
(“ComEd”) and it did not allow ComEd to reflect any amount of the pension asset or
contribution in its rate base. Rather, the Commission allowed ComEd to earn a debt
return on the amount of the contribution, to be recovered through operating expense,
after the Company demonstrated that the contribution was directly financed through

long-term debt issuance. The fact pattern of Docket No. 05-0597 is unique to ComEd
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and the facts and circumstances of Docket No. 05-0597 do not resemble the facts of the
instant proceeding in any way. However, it is significant to note that the Commission’s
order in Docket No. 05-0597 was recently upheld on appeal. By upholding the
Commission’s decision on appeal, the Court did not disturb the Commission’s decision

to not allow a single part of ComEd’s pension asset or contribution into utility rate base,

(Commonwealth Edison Co. v. lll. Commerce Comm’n, ___Ill. App. 3d___, 2009 IIl. App.
LEXIS 913 (2d Dist. Sept. 17, 2009)) which is exactly what the Companies want the
Commission to do in this case. Accordingly, no part of a pension asset should be
allowed into the Companies rate base.

The Commission has also addressed the treatment of OPEB liability in the
previously discussed Nicor rate proceeding, Docket No. 04-0779 and in the Ameren
Companies’ request for an increase in delivery service tariffs (“DST”), Docket Nos. 06-
0070, 06-0071, and 06-0072, (Cons.) (AmerenCILCO, AmerenCIPS, AmerenIP) Order
dated November 21, 2006 at page 27. In these cases, the Commission found that the
OPERB liability should be treated as a reduction of utility rate base.

For ratemaking purposes, a rate base reduction of the accrued liability
associated with OPEB is appropriate to the extent that the test year obligation is
unfunded or partially funded. The accrued liability represents the aggregate OPEB
costs recognized in the income statement which has not been paid to a third party.
Ratepayers have supplied funds for future obligations; therefore, a source of cost free
capital has been provided to the utility which should be recognized in the revenue

requirement as a reduction from rate base.
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At issue in the instant proceeding is the treatment of the Peoples Gas pension
asset and the North Shore pension liability. Companies’ witness Mr. Felsenthal
characterized the essence of the disagreement over the proper treatment of Peoples
Gas’ pension asset for ratemaking purposes as follows:

| address both Ms. Pearce’s and Mr. Effron’s exclusion of Peoples Gas’

prepaid pension asset from the rate base on the incorrect notion that the
prepaid pension asset represents ratepayer supplied funds.

NS-PGL Ex. AF-1.0, lines 24 — 26 (emphasis added).

Essentially, Mr. Felsenthal believes the pension asset was created with
shareholder funds and therefore, represents an asset on which shareholders should
earn a return. In contrast, Staff contends the pension asset was created with
contributions using monies supplied by ratepayers through the collection of utility rates.
Although the determination of a net pension asset or liability at any given point in time
will be impacted by multiple factors, including returns on invested assets and actuarial
assumptions, ratepayers ultimately, through the collection of utility rates, have borne
and will continue to bear the cost of the pension plans. Since the pension asset was
funded by normal operations, rather than provided by shareholders, shareholders
should not earn a return on it. The pension expense is and has been reflected in utility
rates. The pension expense is determined by accounting rules based on actuarial
calculations that recognize an amount of pension cost for that period. Contributions to
the pension plan represent payments of that obligation with monies provided through
the collection of utility revenues from ratepayers. ICC Staff Exhibit 16.0, lines 64 — 97.

Companies’ witness Felsenthal asserted that “[a]s with any capital expenditure,
the source of the contribution is investors, as ratepayers pay for the cost of service

consisting of annual operating costs and return (rate base times rate of return).” NS-
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PGL Ex. AF-1.0, lines 232 — 234. Staff disagrees with this characterization. The net
pension asset is not the result of a “capital expenditure” by shareholders. Instead, it is
the net difference between the fair value of the pension fund and the projected pension
obligation, as measured at a specific point in time. The pension fund value is based on
the investments included in the pension fund and the pension obligation is based on
estimates, determined by actuarial analysis using various assumptions and methods.
Accordingly, the net pension asset is a function of comparing two components—the
value of the pension fund and the projected pension obligation. If either the value of the
pension fund or the amount of the pension obligation changes, the net difference (for
Peoples Gas, a net pension asset) will also change. This difference is basically a timing
difference that results from several factors, including differences between the amount of
pension expense reflected in rates and the amount of cash contributed to the plan,
actuarial assumptions, market performance that impacts the underlying investments,
and factors that impact the obligation, like curtailments. ICC Staff Ex. 16.0, pp. 5 — 6,
lines 104 — 119.

Companies’ witness Felsenthal agrees that pension expense for ratemaking and
financial reporting purposes (which is reflected in the test year revenue requirement) will
usually differ from funding requirements (i.e., cash contributed to the pension plan)
since the two amounts are determined according to different sets of rules.

The funding rules as set forth under ERISA (Employee Retirement Income

Security Act of 1974) and the IRC (Internal Revenue Code) are different

than the methodology used to determine pension expense under FAS 87

(Statement of Financial Accounting Standard). Over time, the cumulative

employer contributions made to the plan and the cumulative accounting

costs under FAS 87 should be equal. But in the shorter term there will be

differences.” (NS-PGL Ex. AF-1.0, lines 129 — 133) [Information in italics
added]. ICC Staff Exhibit 16.0, lines 99 — 132.
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Accordingly, the Companies and Staff agree that timing differences impact the resulting
net pension asset. However, the Companies’ withess further asserted that:

To the extent that cumulative contributions to the pension plan

exceed the cumulative accounting costs based on FAS 87, there is

a balance sheet entry equal to the excess. This is the prepaid

pension asset, representing the employer’s contributions which

have not yet been reflected as pension cost in the accounting

records or on the financial statements. NS-PGL Ex. AF-1.0, lines

133 - 137.
While that statement is not necessarily untrue, it provides a simple but incomplete
analysis because it fails to address the main factor that has contributed to the net
pension asset in the instant Peoples Gas proceeding; specifically, a regulatory asset
created by the application of accounting rules. Moreover, there is no evidence in the
instant proceeding to support the contention that cumulative cash contributions in
excess of the pension expense alone, account for the Peoples Gas’ pension asset. ICC
Staff Ex. 16.0, lines 134 — 152.

Companies’ witness Felsenthal described at length the origin of Peoples’ Gas
pension asset, as the difference between the fair value of assets set aside to pay for
projected benefit obligations and the projected benefit obligation. He further explained
there are two typical transactions that result in a pension asset, one being that the entity
makes pension contributions in excess of pension cost, and the other resulting when
annual pension cost according to FAS 87 is a negative, not a positive expense. NS-PGL
Ex. AF-1.0, lines 168 — 178. However, Mr. Felsenthal did not specifically indicate which

of these two transactions created the Peoples’ Gas pension asset in the instant

proceeding. He stated:
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In all cases, the prepaid pension asset and the related regulatory
asset represents the cumulative difference between what has been
contributed to the pension plan and what has been expensed under
the pension accounting rules. NS-PGL Ex. AF-1.0, lines 195 — 197.

Based on this rationale, the reader might infer that as of December 31, 2010,
cumulative pension contributions from Peoples Gas will exceed cumulative pension
expense reflected in utility rates by $155,496,000 (NS-PGL Ex. JH-2.0, Ex. JH-2.7P,
line 15, column (1)), the amount of net pension asset Peoples Gas seeks to reflect in the
test year rate base. This is simply not credible. As stated previously, there is no
evidence in the record of this proceeding to support the contention that Peoples Gas’
shareholders have made contributions to the pension plan in an amount $155,496,000
greater than the amounts collected from ratepayers through utility rates (or in any other
amount). Moreover, based on the Company’s response to Staff Data Request BAP-
12.03, during the most recent five-year period from 2004 to the present, including the
Company’s projection for the balance of 2009, total cash contributions by Peoples Gas
to the pension plan total $37,743,228 and pension expense recorded by Peoples Gas
totals $56,137,260. ICC Staff Exhibit 16.0, Attachment A. This evidence demonstrates
that just within the last five years, pension expense, which is recovered in rates, has
exceeded pension contributions by $18,394,032. ICC Staff Ex. 16.0, lines 189 — 225.

In the aforementioned quote, Mr. Felsenthal refers to the prepaid pension asset
and the related regulatory asset. Referring to the rebuttal testimony of Mr. John
Hengtgen, NS-PGL Ex. JH-2.7 P, reflects the Company’s updated pension and Other
Post Employment Benefits (“OPEB”) liability amounts. NS-PGL Ex. JH-2.0, lines 352 —

356. As this exhibit shows, the net pension asset consists of the Net Pension Funded
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Status, a liability of $70,859,000 (NS-PGL Ex. JH-2.7 P, line 9, column (I)) and the Net
Pension Regulatory Asset of $226,355,000 (NS-PGL Ex. JH-2.7 P, line 14, column (1)),
which sum to the Total Pension net asset of $155,496,000 (NS-PGL Ex. JH-2.7 P, line
15, column (1)) that Peoples Gas seeks to reflect in rate base. As is clear from the
descriptions used by the Company, the funded portion of the pension is a liability.
Accordingly, the net pension asset that the Company seeks to recover in rate base is
largely a function of accounting rules according to FAS 158, not a result of excess
contributions. It is also worth noting that the description “regulatory asset” is used to
denote timing differences that will eventually be collected from ratepayers. If ratepayers
were not eventually going to bear this cost, it could not by definition be classified as a
regulatory asset. ICC Staff Ex. 16.0, lines 234 — 253.

FAS 87 refers to Statement of Financial Accounting Standards No. 87 entitled
Employers’ Accounting for Pensions and FAS 158 refers to Statement of Financial
Accounting Standards No. 158 entitled Employers’ Accounting for Defined Benefit
Pension and Other Postretirement Plans. Basically, FAS 87 covers the employers’
accounting for pension plans. FAS 158 amends FAS 87 with regard to financial
statement disclosure and generally requires companies to reflect the funded status of
the pension plan on the balance sheet instead of disclosing the funded status in
footnotes attached to the financial statements, as previously allowed. (The funded
status of the pension plan basically is the difference between the fair value of pension
plan assets and the projected benefit obligation.) FAS 158 (issued in September 2006)
affects employers’ balance sheets by requiring the entity to recognize the overfunded or

underfunded status of the pension plan as an asset or liability and to recognize changes
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in the funded status as other comprehensive income. FAS 158 does not alter the way
annual pension cost is calculated. ICC Staff Ex. 16.0, lines 256 — 271.

The Companies obtained an actuarial update and revised the 2010 test year
pension expense and related regulatory asset in the rebuttal phase of this proceeding.
Based on the rebuttal testimony of Companies’ witness Ms. Christine M. Phillips, the
actuarial update increased the Peoples Gas 2010 test year pension expense by
$6,268,000. NS-PGL Ex. CMP-1.0, lines 104 — 106. The impact on the forecasted
average balances for the 2010 test year rate base is as follows:

For the 2010 test year, the initial filing reflected an average prepaid
pension of $16,416,000 with a related regulatory asset of
$124,715,000; reflecting a net pension asset of $141,131,000. The
updated forecasted average balances for the 2010 test year are an
accrued pension liability of $70,859,000 with a related regulatory
asset of $223,373,000; reflecting a net pension asset of
$152,514,000, a net increase of $11,383,000. NS-PGL Ex. CMP-
1.0, lines 144 — 149.

The impact of the actuarial update on the test year filing proves two things: (1)
since pension expense increased, ratepayers are the ones who bear the cost of the
pension plan and provide the revenues that fund the Company’s contributions; and (2)
the $98,658,000 increase in the pension regulatory asset, ($223,373,000 -
$124,715,000) is the result of a timing difference created through application of the
accounting rules, not excess cash contributions from shareholders. ICC Staff Ex. 16.0,
lines 273 — 296.

In summary, although Mr. Felsenthal and Staff agree on many aspects of this

issue, the fundamental disagreement concerns the source of the funds that gave rise to

the net pension asset. For all the reasons stated above, Staff maintains that the net
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pension asset was created with ratepayer funds; accordingly, the net pension asset
should be removed from the test year rate base so that shareholders do not earn a
return on this asset.

Because ratepayers bear the cost of the pension plans in utility rates, it is
improper to reflect pension contributions or pension assets in rate base. Such treatment
would allow shareholders to earn a return on ratepayer-supplied funds. Similarly, it is
proper to reduce rate base by the amount of pension liability. The North Shore pension
liability represents the amount of expense that has been recovered in rates and not yet
contributed to the pension plan by the Company. Therefore, it represents a cost-free

source of capital to the Company and must be a reduction of rate base.

V. OPERATING EXPENSES
A. Overview/Summary/Totals
1. North Shore

Staff recommends the Commission adopt Staff’'s proposed operating expenses of
$57,780,000, resulting in a revenue requirement of $77,412,000 as reflected on page 1

of Appendix B to Staff’s Initial Brief.

2. Peoples Gas

Staff recommends the Commission adopt Staff’'s proposed operating expenses of
$386,315,000, resulting in a revenue requirement of $514,190,000 as reflected on page

1 of Appendix A to Staff’s Initial Brief.

37



B. Uncontested Issues

1. Natural Gas Prices for Purposes of Company Use Gas,
Uncollectibles Expense, and North Shore Franchise Gas

Natural gas prices affect the Companies’ costs of operating expenses, in
particular, costs of uncollectibles, company use gas and North Shore franchise gas. ICC
Staff Ex. 29.0, p. 3.

The Companies’ calculated their costs using a future test year, therefore, natural
gas prices need to be forecasted in order to calculate these costs. The forecasts used
were the NYMEX futures prices adjusted for where the gas is purchased and for any
volumes that are hedged. (Id., p. 3) NYMEX prices are updated every trading day;
accordingly there are many forecasts to choose from. Id., p. 3-4.

Prices were periodically updated in order to find the most recent, and presumably
better, set of prices for the test year. Id., pp. 4-5 and Attachments 3-NS and 3-PGL.
Peoples Gas and North Shore filed their cases using June 2008 prices, but updated
those prices using February 2009 prices in a response to a Staff data request. Id., p. 4.
The February 2009 prices were substantially lower than the June 2008 prices. Id., p. 5.
Staff used them to formulate adjusted costs in direct testimony. In the Companies’
rebuttal testimony, they developed costs based upon prices in June 2009. NS-PGL Ex.
CMG-2.0, pp. 6, 8. By the time Staff was scheduled to file its rebuttal testimony at the
end of August, futures prices had fallen below the June 2009 levels. ICC Staff Ex. 29.0
at 5. Staff's position was that, since the February 2009 prices were closer to current
levels than the June 2009 prices, costs were better represented by February 2009
prices. Id., p. 6. In surrebuttal, the Companies updated prices again, this time to

August 2009 prices. NS-PGL Ex. CMG-3.0, p. 4-6. Staff does not contest these prices.
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Tr., pp. 914-915, August 27, 2009. The final adjustment reflecting the uncontested
prices for Peoples Gas is reflected in Appendix A, page 3 column (m). The final
adjustments for North Shore are reflected in Appendix B, page 2 column (h), page 3

columns (l) and (m).

2. Union Wages (Falls in Multiple Categories of O&M)

Staff witness Hathhorn proposed adjustments to reduce each of the Companies’
rate base and operating expenses to correct their error in calculating the test year union
wages at the non-union rate. ICC Staff Ex. 1.0, Schedules 1.9 P and N, Union Wages

Adjustment. The Companies accepted Staff’'s adjustments. NS-PGL Ex. JH-2.0, p. 4.

3. Company Use Gas (Falls in Multiple Categories of O&M)

GCI witness Effron testified that the forecasted price of gas in the test year
impacted the Companies’ company-use gas expense request. Mr. Effron
recommended that the Companies update their company-use gas expense with more
recent gas prices. GCI Ex. 1.0, p. 23. Staff also recommended that the Companies
update the gas price used to calculate their company-use gas expense. ICC Staff Ex.
27.0, pp. 15-16.

In response to the concerns raised by Mr. Effron and Staff, the Companies
calculated a revised company-use gas expense based upon updated gas prices. NS-
PGL Gas Ex. CMG-3.0, p. 3. During cross examination, Staff witness Dr. Rearden who
was Staff’ expert witness on the price of natural gas accepted the Companies’ revised
price for natural gas to be used in the calculation of company —use gas expense. Tr., p.
915, August 27, 2009. As such, Staff now accepts the Company’s revised calculation

for company-use gas. The final adjustment reflecting the uncontested prices for
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Peoples Gas is reflected in Appendix A, page 3, column (0). The final adjustment
reflecting the uncontested prices for North Shore is reflected in Appendix B, page 3,

column (1).

4. IBS Charges (Falls in Multiple Categories of O&M)

Staff and AG/CUB/City proposed adjustments to operating expenses to reflect
the Companies’ planned reductions in spending at Integrys Business Support, which the
Companies provided in revised responses to Staff Data Request DLH-4.06. ICC Staff
Ex. 1.0, Schedules 1.10 P and N, Reduction in IBS Charges Adjustment; AG/CUB/City
Ex. 1.0. The Companies accepted the total dollar amount of the adjustments of
$7,493,000 for Peoples Gas and $360,000 for North Shore, but revised them to reflect

proper account allocations. NS-PGL Ex. SM-2.0, p. 4, footnote 2.

5. Distribution
a. Gasoline and Fuel

Staff witness Seagle testified that the pricing the Companies used to value its
gasoline and diesel (“transportation”) fuels in the test year was overstated and
recommended the Companies use an updated transportation fuel price. ICC Staff Ex.
13.0, pp. 14-16. The Companies agreed to update their requested transportation fuel
expense by using more up-to-date transportation fuel pricing information. NS-PGL Gas
Ex. CMG-2.0, p. 7. Staff agreed with the Companies’ updated position and no longer
disputes the Companies requested transportation fuel expense. ICC Staff Ex. 27.0, pp.

2-3.
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6. Customer Accounts

a. Uncollectibles Expense Except for AG-CUB Sales Revenues
Adjustment-Related

Staff and the Companies agree upon the adjustments to Uncollectibles Expenses
as presented in the surrebuttal testimony of Christine M. Gregor. NS-PGL Ex. CMG-
3.0, NS-PGL Ex. CMG-3.1N; and NS-PGL Ex. CMG-3.1P. In his direct testimony, Staff
witness Bridal examined the Companies’ Uncollectible Expenses, and determined the
uncollectibles percentages used by the Companies in their Schedules C-16 and in their
data request responses are reasonable. The bases for Mr. Bridal's conclusions were
that the uncollectibles percentages used by the Companies are comparable to the
Companies’ net write-offs as a percentage of revenues for the last four historical years,
and they are identical to the percentages granted to the Companies in their previous
rate case in ICC Docket Nos. 07-0241/07-0242 (Cons.). ICC Staff Exhibit 5.0, pp 7-8.
However, Mr. Bridal did propose adjustments to reduce the Companies’ Uncollectibles
Expense to amounts based on the Companies’ March 2009 reforecast revenues. ICC
Staff Exhibit 5.0, pp. 6-8 and Schedules 5.2 P and N.

In her rebuttal testimony, Company witness Ms. Gregor proposed reducing
Uncollectibles Expense to amounts based on the June 5, 2009 NYMEX gas price (NS-
PGL Ex. CMG-2.0, lines 119 — 122), rather than the amounts presented in the
Companies’ March 2009 reforecast. The issue of the appropriate gas price for
purposes of Mr. Bridal's calculation as well as certain other Staff witnesses’ calculations
was addressed by Staff witness Dr. Rearden In his rebuttal testimony, Dr. Rearden
stated the February 2009 NYMEX gas prices (which are the basis of the Companies’

March 2009 reforecast) are more representative of current and future prices than the
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June 2009 prices used by Ms. Gregor in her rebuttal testimony (ICC Staff Exhibit 29.0,
p. 6), and Mr. Bridal again proposed reducing the Companies’ Uncollectibles Expense
to amounts based on the Companies’ March 2009 reforecast revenues. ICC Staff
Exhibit 19.0, pp. 3-4 and Schedules 19.1 P and N. In surrebuttal, Ms. Gregor explained
that while the NYMEX price is a major factor in the determination of natural gas costs,
there are other factors which also must be taken into consideration. These factors
include the hedges the Utilities have in place and the non-commodity costs. The
hedges in place for 2010 are at a higher price than the current NYMEX prices and, as a
result, the total gas costs are higher and therefore the “LIFO prices” are at higher rates
than in February 2009. Ms. Gregor again proposed adjusting the Companies’
Uncollectible Expenses, this time to amounts based on the July 2, 2009 NYMEX price
which was used in the Companies’ August Gas Charge Filing, their most recent Gas
Charge filing. NS-PGL Ex. CMG-3.0, pp. 2-5.

During cross-examination, Dr. Rearden stated the price of natural gas used in the
Companies’ surrebuttal to calculate uncollectibles expenses is acceptable to him. As
such, Staff now accepts the adjustments to Uncollectibles Expenses as presented in the
surrebuttal testimony of Companies’ witness Gregor. NS-PGL Ex. CMG-3.0, and NS-
PGL Ex. CMG-3.1N and NS-PGL Ex. CMG-3.1P. For Peoples Gas, this is reflected in
Appendix A, page 3 column (m). For North Shore, the final adjustment is reflected in

Appendix B, page 2 column (h).
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7. Administrative & General
a. Account 921
b. Interest on Budget Payment Plans

Staff withess Ostrander proposed adjustments to decrease the amount of test
year interest expense on the Companies’ budget payment plan balances. Mr.
Ostrander’s adjustments utilize the interest rate to be paid on all customer deposits as
ordered in Docket No. 08-0679, the most recent ordered interest rate, which is lower
than the interest rate used by the Companies in the calculation of the interest expense
accrual for the 2010 test year revenue requirement. The Commission accepted the use
of the most recent ordered interest rate with a future test year in Docket No. 08-0363.
ICC Staff Ex. 3.0, pp. 13-14 and Sch. 3.4 N and P. The Companies accepted Staff's

adjustment. NS-PGL Ex. SM-2.0, p. 5.

c. Interest on Customer Deposits

Staff witness Ostrander proposed adjustments to decrease the amount of test
year interest expense on the Companies’ customer deposits. Mr. Ostrander’'s
adjustments utilize the interest rate to be paid on all customer deposits as ordered in
Docket No. 08-0679, the most recent ordered interest rate, which is lower than the
interest rate used by the Companies in the calculation of the interest expense accrual
for the 2010 test year revenue requirement. The Commission accepted the use of the
most recent ordered interest rate with a future test year in Docket No. 08-0363. ICC
Staff Ex. 3.0, pp. 14-16 and Sch. 3.5 N and P. The Companies accepted Staff's

adjustment. NS-PGL Ex. SM-2.0, p. 5.
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d. Lobbying

e. Social and Service Club Dues

f.  Civic, Political, and Related

g. Non-union Base Wages Adjustment in DLH-4.06 (PGL)

Peoples Gas accepted an $86,000 reduction in non-union merit increases noted
in footnote (e) of ICC Staff Ex. 1.0, Schedule 1.8 P. NS-PGL Ex. SM-2.0, p. 4. The
$86,000 is deducted from Staff's contested adjustment in ICC Staff Ex. 15.0, Schedule

15.8 P.

h. Liberty Audit Outside Contractor Fees (PGL)

Peoples Gas accepted Staff withess Hathhorn’s adjustment to disallow $540,000
in test year fees for Liberty Consulting Group and Huron Consulting Group related to the
Liberty Audit follow up work. ICC Staff Ex. 1.0, Schedule 1.13P and NS-PGL Ex. SM-

2.0, p. 4.

i Rate Case Expenses

Staff witness Ostrander proposed no adjustments to the Companies rate case
expenses. Section 9-229 of the PUA (220 ILCS 5/9-229) became law during this
docketed proceeding and requires the Commission to expressly address rate case
expense in its final order. Based on the public version of the Companies’ Response to
Staff Data Request JMO 18.01 (ICC Staff Ex. 17.0, Attachments O and P), Mr.
Ostrander recommended that the Commission expressly address in its order that the
proposed amounts to be expended by the Companies for rate case expense in this
proceeding are just and reasonable. ICC Staff Ex. 17.0, pp. 13-15. The Companies

agree with Staff’'s recommendation. NS-PGL Ex. SM-2.0, p. 4.
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J. Franchise Gas Requirements (NS)

GCI witness Effron testified that the forecasted price of gas in the test year
impacted North Shore’s requested franchise gas expense in the test year. Mr. Effron
recommended that North Shore update its requested test year franchise gas costs. AG-
CUB-City Ex. 1.0, p. 26. Staff also requested that North Shore update its request with
more recent gas prices. ICC Staff Ex. 27.0, pp. 15-16.

Based on the concerns raised by Staff and Mr. Effron, North Shore agreed to
update its requested franchise gas expense based on updated gas prices. NS-PGL Gas
Ex. CMG-3.0, p. 3. During cross examination, Staff witness Dr. Rearden who was Staff’
expert witness on the price of natural gas accepted the Companies’ revised price for
natural gas to be used in the calculation of franchise gas expense. Tr., p. 915, August
27, 2009. As such, Staff now accepts the Company’s revised calculation for franchise
gas expense. The final adjustment reflecting the uncontested prices for North Shore is

reflected in Appendix B, page 3, column (m).

k. Regulatory Asset — Welfare
l. Regulatory Asset — Pension

The Companies each reflected two ratemaking adjustments to recognize
amortization of the remaining pre-merger unamortized gains and losses from North
Shore and Peoples Gas’ pension and other post retirement benefit plans. Schedules C-
2.9 and C-2.10 of North Shore Ex. SM-1.1 and Peoples Gas Ex. SM-1.1, respectively.
Companies’ witness Ms. Christine Gregor explained the rationale for the change in
accounting treatment being proposed by the Companies as a refinement of the method

to account for the amortization of the remaining pre-merger unamortized costs related to
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actuarial gains and losses, prior service costs, and transition costs as of the date the
Companies adopted SFAS 158, December 31, 2006. Instead of including them in the
amortization in accordance with SFAS Nos. 87 and 106, the Companies proposed to
separately identify the remaining pre-merger net regulatory assets for pension and other
welfare benefit plans and amortize those costs using a straight-line amortization based
on the average remaining service lives of the underlying benefit plans. According to Ms.
Gregor, this treatment eliminates the need for the actuary to prepare a separate
accounting valuation. North Shore Ex. CMG-1.0, lines 389 - 420 and Peoples Gas Ex.
CMG-1.0, lines 418 — 449.

Both Companies’ ratemaking adjustments are attached to the direct testimony of
Companies’ withess Ms. Sharon Moy. North Shore Ex. SM-1.1 and Peoples Gas EXx.
SM-1.1, Schedules C-2.9 and C-2.10. In her rebuttal testimony, Ms. Moy updated her
adjustments related to amortization of the regulatory assets for pension and welfare
costs. Her updates reflected a change based on the most recent actuarial valuation
provided to the Companies, as well as a “correction” to reflect these adjustments
entirely as expense, with no portion being capitalized. NS-PGL Ex. SM-2.0, lines 220 —
252.

In his rebuttal testimony, GCI witness Effron proposed an adjustment to
capitalize a portion of the amortization of the regulatory assets for welfare costs
reflected by the Companies in their rebuttal testimony. AG/CUB Exhibit 4.0, lines 179 —

187.
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In surrebuttal testimony Ms. Moy corrected the adjustments to properly capitalize
a portion of the amortization of regulatory asset for pension and welfare costs. NS-PGL
Ex. SM-3.0 Rev., lines 136 — 143.

Accordingly, it appears this issue is no longer contested.

m. Employee Benefits Update

Companies’ witness Christine Phillips described the impact of an updated
actuarial valuation on employee benefits in rebuttal testimony. NS-PGL Ex. CMP-1.0.
As Ms. Phillips explained, the updated calculations were provided to the Companies by
their actuaries in June 2009 and as such, were not available when the Companies
made their initial rate case filings in February 2009. Accordingly, the updated actuarial
valuations represent the most recent actuarial studies and should properly be reflected
in the test year. No witness challenged the Companies’ use of the updated actuarial

valuations.

n. Merger Costs and Savings

See explanation at IV. B. 6.

8. Depreciation

The Commission should accept the adjustments to Depreciation Expense the
Companies’ proposed in rebuttal related the revised level of forecasted plant additions
(NS-PGL JH-2.0, p. 4, line 87; NS-PGL SM-2.0, p. 9, lines 202-208) which Staff does
not contest. ICC Staff Ex. 18.0, pp. 2-3, lines 34-49.

Staff withess Mary H. Everson proposed an adjustment for Depreciation Expense
related to Staff's proposed adjustments to forecasted plant additions. ICC Staff Ex. 4.0,

p. 9, lines 193-198. Except to propose revised levels of Accumulated Depreciation
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related to the Companies’ proposed revised levels of forecasted plant additions, the

Companies did not contest this adjustment. NS-PGL SM-2.0, p. 9, lines 202-208.

a. Inventory Reclassification
b. IBS Mainframe

9. Taxes Other Than Income Taxes
a. Real Estate Taxes

In his direct testimony, Staff witness Bridal proposed adjustments to the
Companies’ Real Estate Taxes using the 2009 — 2013 Consumer Price Index inflation
percentage of 2.2% as an escalation factor to 2008 actual real estate taxes (ICC Staff
Ex. 5.0, Schedules 5.1 N and P) rather than on the Companies’ assumed “increase in
the effective tax rate of 5.0%” for the forecasted periods 2008, 2009, and 2010
(Companies’ Section 285.7065, Schedules G-12, Line 1, Column F). In their rebuttal
testimony, the Companies, in order to narrow issues, accepted Mr. Bridal's adjustments.

NS-PGL Ex. SM-2.0, p. 5.

10. Revenues

a. Accounting Charge Revenues

C. Contested Issues
1. Incentive Compensation (Falls in Multiple Categories of O&M)

The Commission should accept Staff withess Hathhorn’s proposed adjustments to
reduce each Company’s rate base and operating expenses for incentive compensation
expenses. ICC Staff Exhibit 15.0, Schedules 15.7 P and N, Incentive Compensation

Adjustment. The adjustment is comprised of four subparts, and is the same as reflected
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on Schedule 1.7 P and N, pages 2 through 5, summarized on page 1 of Schedule 1.7 P
and N, except for a correction of the calculation of accumulated deferred income taxes.
The four subparts of this adjustment are:

A) Disallowance of Executive Incentive plan costs related to shareholder-

oriented goals, performance goals unlikely to be achieved, Company
affiliate-performance goals, and performance goals tied to financial goals;

B) Disallowance of Non-Executive Incentive plan costs related to
shareholder-oriented goals, performance goals unlikely to be achieved,
Company affiliate-performance goals, and performance goals tied to
financial goals;

C) Disallowance of the Companies’ stock plan costs related to shareholder-
oriented goals; and

D) Disallowance of capitalized incentive compensation previously disallowed
by the Commission.

Each of these subparts, will be discussed below.

Before beginning this discussion, however, Staff notes that the lllinois Appellate
Court issued a decision on September 17, 2009, in which it upheld this Commission’s
decision to exclude incentive compensation from Commonwealth Edison Company’s
base rates. Commonwealth Edison Co. v. lll. Commerce Comm’n, ___lll. App. 3d___,
2009 1ll. App. LEXIS 913 (2d Dist. Sept. 17, 2009). This decision makes clear that the
long line of Commission cases conditioning recovery of incentive compensation costs
based upon consideration of whether those costs benefit ratepayers is proper. As noted
by the court, “both Citizens Utility Board [v. lllinois Commerce Comm'n, 166 Ill. 2d 111,
121 (1995)] and the Act expressly make room for considerations beyond simply whether
an expenditure is reasonable and prudent.” Id. at 10. After reviewing relevant case law,
the court concluded “there is ample precedent making a benefit to ratepayers a

condition upon which the recovery of salary-related expense depends.” Id. at 12. The
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court also confirmed that the utility has the burden of demonstrating a sufficient nexus
between plan measures and a benefit to ratepayers. Id. at 13. Thus, any argument by
the Companies that it is legally improper for the Commission to consider benefits to
ratepayers with respect to incentive compensation costs is without merit and contrary to

lllinois law.

a. Disallowance of Certain Executive Incentive Plan Costs

Staff addresses in this section its proposed disallowance of Executive Incentive
plan costs related to shareholder-oriented goals, performance goals unlikely to be
achieved, Company affiliate-performance goals, and performance goals tied to financial
goals. ICC Staff Ex. 15.0, Schedules 15.7 P and N, p. 2.

Staff recommends disallowances of approximately 88% and 87% respectively of
the Executive Incentive plan costs [$722,000 of $816,000 (Peoples Gas) and $140,000
of $161,000 (North Shore)] the Companies propose to recover in the revenue
requirement since those costs were not shown to benefit ratepayers. ICC Staff Ex. 1.0,
pp. 9-10, lines 184-204. Specifically, and as discussed in more detail below, Staff
proposed the following disallowances:

e Shareholder oriented goals — Disallow 70% of the costs of the Executive
Incentive Plan because 70% of the payout is based upon the achievement
of the specified financial measures of the following entities: 1) Integrys
Energy Group, Inc.’s (“IEG”) consolidated net income, 2) Peoples Gas’ or
North Shore’s net income, 3) Integrys’ combined regulated subsidiaries®

net income, and 4) Integrys Energy Services’ net income; ICC Staff Exhibit
15.0, Attachment A.;

! The combined regulated subsidiaries are: Minnesota Energy Resources (“MER”), Michigan
Gas Utilities (“MGU”), North Shore (*NSG”), Peoples Gas (“PGL”), Upper Peninsula Power
Company (“UPPCQO”) and Wisconsin Public Service Company (“WPSC”). ICC Staff Exhibit
15.0, Attachment A.
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e Unlikely achievement of performance — Disallow 20% (Peoples Gas) and
10% (North Shore) of the remaining Executive Incentive plan expense for
performance goals unlikely to be achieved;

e Company affiliate-performance goals — Disallow 17% (Peoples Gas) and
24% (North Shore) of the remaining Executive Incentive plan expense as
an estimate for the performance goals that are based upon achievements
of Peoples Gas’ and North Shore’s affiliates; and

e Performance goals tied to financial goals — Disallow 50% of the remaining

Executive Incentive plan expense performance goals which are tied to
IEG’s net income.

i. Shareholder-oriented goals

Referring to Schedules 15.7 P and N, page 2, line 4, Staff disallowed 70% of the
administrative and general expense costs of the Executive Incentive plan that is based
upon the achievement of stated financial measures of the above-stated entities
[$571,000 (Peoples Gas) and $113,000 (North Shore)]. The Companies acknowledge
that “...the ICC has previously approved measures that are specifically related to cost
control or to cost reduction, although it has not approved the net income measure.” NS-
PGL Ex. JCH-1.0, p. 4, lines 76-78. However, the Companies contend that to the extent
net income is a “hybrid of revenue and cost, the costs associated with the Ultilities’
Executive Incentive Plan should be allowed even under the logic of the Commission’s
standards.” 1d. The Companies are correct that the Commission has repeatedly denied
cost recovery of incentive compensation costs based upon achievement solely of a net
income level, as discussed below -- a goal determined to benefit shareholders primarily
over ratepayers. Net income is a result of revenues minus costs. The Companies have
made no showing that any specific cost reduction goals exist, that any such goals are
related to Peoples Gas’ or North Shore’s operations, or that any such cost reductions

are reflected in the test year expense. Rather, the test year net income goals are
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determined on an Integrys Energy Group consolidated basis and include the results of
both regulated and unregulated Peoples Gas’ and North Shore’s affiliates. ICC Staff Ex.
15.0, pp. 13-14, lines 312-329.

Further, similar to the lllinois-American Water Company (“IAWC”) case discussed
below, much of the financial measures in the Executive Incentive plan relate to the
operations of Peoples Gas’ and North Shore’s affiliates rather than those of the utilities.
The Companies cannot demonstrate benefits to lllinois ratepayers for goals based upon
total enterprise results encompassing regulated operations in Minnesota, Michigan, and
Wisconsin, as well as non-regulated operations throughout Integrys Energy Group, Inc.
ICC Staff Ex. 1.0, p. 12, lines 255-260.

The Companies oppose Staff’'s adjustment for the Executive Incentive Plan costs
because, according to them, it “fulfills a legitimate purpose, and is not excessive...and,
as a result, is prudent.” NS-PGL Ex. JCH-1.0, p. 3, lines 62-63, 66. Staff disagrees with
the Companies’ criteria for rate recovery of incentive compensation expense. ICC Staff
Ex. 15.0, p. 11, lines 273-274. Staff's adjustment is not based on the amount of the
Executive Incentive Plan, but rather on the failure to meet criteria previously found
necessary by the Commission, as discussed further below. Further, an expense may
not be allowable in rates even if it is not, in and of itself, “excessive.” Lobbying
expenses are an example of this scenario, since they are barred from rate recovery no
matter the amount. Id., lines 302-307. Even if the levels of incentive compensation
included in the revenue requirement were not considered to be excessive, the costs of

incentive compensation should not be included in the revenue requirement if the utility
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fails to demonstrate that the costs are prudent, reasonable and provide tangible benefits
to lllinois ratepayers.

As discussed in the Companies’ most recent rate case, Docket Nos. 07-0241/07-
0242 (Cons.), the Commission concluded that incentive compensation costs are
recoverable in rates only if the utility demonstrates tangible benefits to ratepayers:

The record shows that there are many instances where the Commission

has approved incentive compensation as there are cases where such an

expense has been denied. The main and guiding criterion is that the

expense be prudent, reasonable and operating in a way to benefit the
utility’s customers.

In re North Shore Gas Co. and The Peoples Gas Light and Coke Company, ICC Docket
Nos. 07-0241/07-0242 (Cons.), p. 66 (Order, Feb. 5, 2008) (emphasis added).
Specifically, the Commission denied cost recovery of the Short-Term Incentive
Compensation, Affiliate Charges, and Restricted Stock & Performance Shares plans
because the Companies failed to demonstrate the required cost savings or other direct
ratepayer benefit. The Commission did allow partial cost recovery of the Team
Incentive Award and Individual Performance Bonus plans. ICC Staff Exhibit 1.0, p. 18,
lines 377-393.

In Northern lllinois Gas Company’s (“Nicor”) 2004 rate case, Docket No. 04-
0779, the Commission discussed several prior orders in its conclusion that incentive
compensation costs are recoverable in rates only if the utility demonstrates tangible
benefits to ratepayers:

Costs related to incentive compensation are recoverable in rates

only if the utility demonstrates tangible benefits to ratepayers. (See,

e.g., 03-0403 at 15 (“[T]o recover incentive compensation, the plan must

confer upon ratepayers specific dollar savings or other tangible

benefits. Furthermore, the degree of benefit that accrues directly to

ratepayers, rather than to other stakeholders, is a significant factor in
determining whether incentive compensation should be recovered in
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rates.”); 01-0696 at 10 (requiring evidence of “specific dollar savings or
any other tangible benefit for the ratepayers”); 01-0432 (Mar. 28, 2002) at
42-43 (“the Commission has generally disallowed such expenses
except where the utility has demonstrated that its incentive
compensation plan has reduced expenses and created greater
efficiencies in operations. ... [lJf a utility is seeking to recover such
projected expenses from ratepayers, the utility should demonstrate that
its plan can reasonably be expected to provide net benefits to
ratepayers.”) The utility bears the burden to establish that such tangible
benefits accrue to ratepayers, in order to prove that the recovery of
incentive compensation costs is just and reasonable. (See 220 ILCS
9-201(c).)

In re Northern lllinois Gas Co., ICC Docket No. 04-0779, p. 44 (Order, Sept. 20, 2005)
(emphasis added); see also ICC Staff Exhibit 1.0, page 19, lines 398-425.

In lllinois American Water Company’s (“IAWC”) 2007 general rate case, the
Commission Conclusion begins with a summary of the Commission’s policy on incentive
compensation:

The Commission has consistently disallowed recovery of payouts

that are tied to overall company financial goals. As is apparent from

previous rate orders, the Commission has generally disallowed such

expenses except where the utility has demonstrated that its incentive
compensation plan has reduced expenses and created greater efficiencies

in operations which provide net benefits to ratepayers. In this case, no
such showing has been made by IAWC.

In re lllinois American Water Co., ICC Docket No. 07-0507, p. 25 (Order, July 30, 2008)
(emphasis added). The Commission denied rate recovery of 100% of IAWC's annual
incentive plan costs including performance goals since they were dependent on IAWC's
corporate parent obtaining its financial earnings goals. ICC Staff Ex. 1.0, p. 20, lines
427-443.

The Commission has remained consistent in its denial of incentive compensation

expense for costs associated with achievement of financial goals. In Docket No. 07-
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0566 concerning Commonwealth Edison Company (“ComEd”), the Commission
disallowed 100% of ComEd’s Annual Incentive Plan (“AIP”) net income goals.

Regarding ComEd’s AIP’'s Net Income Metric, the Commission agrees
with Staff’'s proposed adjustment disallowing 100% of AIP costs related to
the financial net income goal which primarily benefits shareholders.
ComEd’s net income goals are financially based and primarily result in
shareholder benefits. The Commission has repeatedly held that the
cost of financial goals should not be paid by ratepayers.

In re Commonwealth Edison Co., ICC Docket No. 07-0566, p. 61 (Order, Sept. 10,
2008) (emphasis added). As noted earlier, the Commission’s ruling was recently upheld
on appeal. Commonwealth Edison Co. v. Illl. Commerce Comm’n, ___|ll. App. 3d___,
2009 Ill. App. LEXIS 913 (2d Dist. Sept. 17, 2009). In the more recent Nicor general
rate case, Docket No. 08-0363, Nicor agreed to remove the costs of all its financially
based plans except one, the Incentive Compensation Units (“ICU”) plan. The
Commission concluded that it, too, was tied to financial goals and denied cost recovery
of the ICU expense:

Although the ICU Plan was created and administered in accordance with

Commission policies, the Commission finds that the evidence does not

demonstrate that the costs related to the Company’s ICU Plan are just and

reasonable. The plan is no longer in effect and payout under the Plan is

tied to financial goals. Recent Commission orders have set forth the

requirements that incentive compensation plans demonstrate

tangible benefits to ratepayers, and that incentive compensation not
be based on shareholder goals.

In re Northern lllinois Gas Co., ICC Docket No. 08-0363, p. 28 (Order, March 25, 2009)
(emphasis added). The Commission further elaborated on its policy to deny recovery of
costs for goals based on achievement of financial metrics in its Ameren order, Docket
Nos. 07-0585 et al. (Cons.):

If during the period that the rates approved herein are in effect, however,

the incentive compensation plans are revised such that financial goals of
Ameren become the payment trigger for a greater portion of the plans, the
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Commission will not look favorably on incentive compensation expenses
in AlU’s next rate cases. The Commission is allowing AlU to recover
50% of its incentive compensation expenses with the understanding
that at least 50% of the payments made thereunder will be based on
performance or goals other than Ameren’s financial goals.

In re Central lllinois Light Co., et al, ICC Docket Nos. 07-0585, 07-0586, 07-0587, 07-
0588, 07-0589, 07-0590 (Cons.), p. 108 (Order, Sept. 24, 2008) (emphasis added).
Older Commission orders reflect similar conclusions. In Docket No. 93-0183
concerning lllinois Power Company, the Commission concluded that, since financial
goals benefit shareholders, ratepayers should not have to bear the costs of incentive
compensation plans tied to financial goals:
Two of the goals, earnings per share and reduced O & M expenses are

goals that benefit shareholders. If the shareholders are the ones to
benefit, they should be the ones who foot the bill.

In re lllinois Power Co., ICC Docket No. 93-0183, p. 52 (Order, April 6, 1994) (emphasis
added). And, in Docket No. 99-0534 concerning MidAmerican Energy Company, the
Commission reached a similar conclusion regarding ratepayer benefit from incentive
compensation based on financial goals:
The Commission is not convinced that the ratepayers are protected
in the event that the targeted return on capital investment is not achieved.

Ratepayers would still fund the projected levels of incentive compensation
even if that level is not achieved.

In re MidAmerican Energy Co., ICC Docket No. 99-0534, p. 9 (Order, July 11, 2000).

ii.  Performance goals unlikely to be achieved

Historical results demonstrate that the Companies are unlikely to achieve their
performance goals. Referring to Schedules 15.7 P and N, page 2, line 7, Staff disallows
20% (Peoples Gas) and 10% (North Shore) of the remaining administrative and general

expense for the Executive Incentive plan costs for performance goals unlikely to be
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achieved under the Executive Incentive plan [$49,000 (Peoples Gas) and $5,000 (North
Shore)]. For Peoples Gas only, 10% of incentive compensation based upon
achievement of performance goals relates to a goal based upon reduction in system
leaks. The goal is based on the ratio of outside gas leaks cleared as compared to the
number of outside gas leaks received. ICC Staff Ex. 15.0, Attachment A. However, in
2008, the actual reduction in system leaks result for Peoples Gas was below target.
ICC Staff Ex. 15.0, Attachment D. This historical performance calls into question the
accuracy of the test year forecasted amount being based upon achievement of target
level measures that have not been achieved in the past. ICC Staff Ex. 1.0, pp. 10-11,
lines 216-226.

Further, another 10% of each Company’s incentive compensation is based upon
achievement of performance goals for employee safety goals based on the
Occupational Safety and Health Administration (*OSHA”) recordable incident rates.
However, in 2007 and 2008, the actual performance of both Companies related to its
employee safety goals was below target. ICC Staff Exhibit 15.0, Attachment D. This
historical performance calls into question the accuracy of the test year forecasted
amount being based upon achievement of OSHA recordable incident rates that have
not been achieved in the past. ICC Staff Ex. 1.0, p. 11, line 227-236.

The Companies present a discussion of the Executive Incentive Plan’s non-
financial measures and conclude that, “in summary, these measures have a direct
impact to customers.” NS-PGL Ex. JCH-1.0, pp. 5-6, lines 92-116. However, to
consider a plan’s costs for rate recovery, the plan along with the Company’s historical

plan achievements, discussed above, must be considered. ICC Staff Ex. 15.0, p. 14,
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lines 335-346. The Companies further argue that their performance goals based upon
the achievement of Peoples Gas’ and North Shore’s affiliates represent a “team-based
Company philosophy” wherein the Companies share best-practices which benefits
lllinois customers. The Companies further state that “all subsidiaries share in staff
support and should share in the support expense.” NS-PGL Ex. JCH-1.0, p. 6.
However, following this logic would lead to the unreasonable requirement that the
Commission analyze in this record the Companies’ affiliates’ performance goal results in
Minnesota, Michigan, and Wisconsin. The Companies must be able to demonstrate in
this proceeding’'s record the benefits of incentive compensation expense to lllinois
ratepayers. The Companies are free to design their plans using a team-based
philosophy, but are not exempt from the rate recovery criteria established by the
Commission over a number of consistent orders, discussed below. ICC Staff Ex. 15.0,
pp. 15-16, lines 354-361.

The Companies discuss their compensation philosophy and conclude that
“[a]ttracting and retaining a sufficient, qualified and motivated work force benefits the
Utilities’ customers by making sure there are enough employees to perform needed
work, by maintaining and improving the productivity and quality of work, and by reducing
the expenses associated with recruiting and training new employees.” NS-PGL EXx.
JCH-1.0, pp. 7-8, quoting lines 161-164. However, the test year costs are not directly
based upon these goals. As discussed above, the goals that trigger the test year
incentive compensation costs are not based upon this statement, but rather the specific

goals and measures identified in ICC Staff Ex. 15.0, Attachments A, B, and C.
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Staff's adjustments are consistent with the Commission’s policy to disallow
incentive compensation plan costs when the plans do not provide a ratepayer benefit.
In Docket No. 01-0432 the Commission concluded that lllinois Power Company should
not be allowed to recover from ratepayers the expenses associated with its incentive
compensation plan because the Company did not demonstrate that the plan provides
net benefits to ratepayers. In re lllinois Power Co., ICC Docket No. 01-0432, p. 42
(Order, March 28, 2002). The Commission’s policy to disallow incentive compensation
plan costs when the plans do not provide a ratepayer benefit is further demonstrated by
its order in Docket No. 00-0802:

First, as Staff has argued, the Commission has generally disallowed such
expenses except where the utility has demonstrated that its incentive
compensation plan has reduced expenses and created greater efficiencies
in operations. For example, in its Order in the CILCO proceeding in
Dockets 99-0199/99-0131 (Cons.), the Commission disallowed such
expenses, and in doing so stated on pages 37-38, "The Commission
remains convinced that such expenses are not recoverable in the
absence of any evidence that the . . . Plan benefits ratepayers.” In the
limited number of cases in which such expenses were allowed, those
companies had historical patterns of paying incentive compensation and
were able to demonstrate that the incentive compensation payments
provided benefits to ratepayers. Generally speaking, the Commission
believes that if a utility is seeking to recover such projected expenses from
ratepayers, the utility should demonstrate that its plan can reasonably be
expected to provide net benefits to ratepayers. In the instant case, while
Ameren has provided test year amounts for the expenses purportedly
associated with its incentive compensation plan, as discussed below, it
has not demonstrated that its plan has provided or will provide net benefits
to ratepayers. ....

...Accordingly, while the Commission believes that incentive
compensation plans have the potential to provide benefits in terms of
improving performance and reducing costs, and that the recovery of
expenses associated with incentive compensation plans may be
appropriate in some circumstances, the Commission concludes, for the
reasons set forth above, that Ameren should not be allowed to recover
from ratepayers the expenses associated with its current incentive
compensation plan as requested in this docket.
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In re Central Ill. Public Service Co., ICC Docket No. 00-0802, pp. 18-19 (Order, Dec. 11,
2001) (emphasis added. Also, in its Order dated November 21, 2006, in Docket Nos.
06-0070/06-0071/06-0072 (Cons.), Ameren DST proceeding, the Commission stated as
follows in denying the recovery of incentive compensation expenses:
For the Commission to include any portion of incentive compensation
costs in approved operating expenses, Ameren must demonstrate that
the plan confers upon ratepayers specific dollar savings or other
tangible benefits. As Staff notes, the Commission has generally
disallowed recovery of incentive compensation costs except where the
utility has demonstrated that its ICP has reduced expenses and created
greater efficiencies in operations, as was done in Dockets No. 05-0597,
03-0403, 97-0351 and 95-0219. Consistent with those decisions, we are
disallowing funding measures that primarily depend on meeting
financial goals. In this case all three funding measures rely on earnings

per share (“EPS”) targets and therefore all operational goals are
dependent upon meeting the EPS target first.

In re Central Illinois Light Co., et al., Docket Nos. 06-0070, 06-0071, 06-0072 (Cons.), p.

72 (Order, Nov. 21, 2006) (emphasis added).

iii. Company affiliate-performance goals

Referring to Schedules 15.7 P and N page 2, line 8, Staff disallows 17%
(Peoples Gas) and 24% (North Shore) of the remaining administrative and general
expenses of the Executive Incentive plan costs as an estimate for the performance
goals that are based upon achievements of Peoples Gas and North Shore’s affiliates
[$8,000 (Peoples Gas) and $1,000 (North Shore)]. The 17% (Peoples Gas) and 24%
(North Shore) disallowances represent the ratio of the Companies’ IBS/Corp SSO
(shared services) and IBS Gas Services groups’ incentive compensation expense for
the Executive Incentive plan to the total Executive Incentive plan cost. ICC Staff Ex. 1.0,

p. 13, lines 273-278.
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The test year incentive compensation expense for all plans assumes the “target”
level of performance is achieved, with the target based on the approved 2008 incentive
compensation plans. ICC Staff Ex. 1.0, p. 12, lines 242-245. The Executive Incentive
plan states that “[tlhere will be no payouts for financial measure results unless Integrys
Energy Group, Inc. Consolidated Net Income threshold outcome level is reached.” ICC
Staff Ex. 1.0, Attachment A. However, in 2008, the IEG net income actual result was
below target. ICC Staff Ex. 1.0, Attachment D. This historical performance calls into
guestion the accuracy of the test year forecasted incentive compensation amount being
based upon achievement of target level IEG net income that has not been achieved in
the past.

Further, the performance goals included in the Executive Incentive plan also
include goals based upon results of Peoples Gas’ and North Shore’s affiliates. The
IBS/Corp SSO (shared services) and IBS Gas Services groups, both of which allocate
expenses to the test year, measure achievement of performance goals based on MER,
MGU, UPPCO, and WPSC results in addition to Peoples Gas’ and North Shore’s
results. Therefore, these groups could generate incentive compensation expense
because performance goals are met in Wisconsin, Minnesota, and Michigan but not
necessarily for achievements by Peoples Gas or North Shore. ICC Staff Exhibit 1.0, p.
13, lines 262-271. Staff’'s adjustments are consistent with the Commission’s policy to
disallow incentive compensation plan costs when the plans do not provide a tangible

benefit to Illinois ratepayers.
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iv. Performance goals tied to financial goals

Referring to Schedules 15.7 P and N, page 2, line 9, Staff disallows 50% of the of
the remaining administrative and general expenses for the Executive Incentive plan
costs associated with performance goals that are tied to IEG net income [$94,000
(Peoples Gas) and $21,000 (North Shore)]. In 2009, the plan changed so that if the
consolidated net income threshold performance level of IEG is not reached, any earned
non-financial measure payouts will be reduced by 50%. ICC Staff Ex. 1.0, pp. 13-14,
lines 280-286 and ICC Staff Ex. 15.0, Attachment E. This calls into question the
accuracy of the test year forecast that the performance goals will be paid out at the
100% target level since the payouts will be based upon IEG’s consolidated net income
targets, which have not been achieved in the past. ICC Staff Ex. 15.0, Attachment D.

Staff's adjustment is consistent with the IAWC order discussed above.

b. Disallowance of Certain Non-Executive Incentive Plan Costs

This section addressed Staff's proposed disallowance of Non-Executive Incentive
plan costs related to shareholder-oriented goals, performance goals unlikely to be
achieved, Company affiliate-performance goals, and performance goals tied to financial
goals. ICC Staff Ex. 15.0, Schedules 15.7 P and N, p. 3.

The structure of the Non-Executive Incentive plan mirrors the Executive Incentive
plan. ICC Staff Ex. 15.0, Attachments B and C. The only differences are the weighting
of the financial goals versus performance or non-financial goals, and the estimated
proportionate share of performance goals costs based upon the Companies’ affiliates’
goals. First, the financial weighting is 50/50 for the Non-Executive Incentive plan, rather

than 70/30 for the Executive Incentive plan. ICC. Staff Ex. 1.0, pp. 14-15, lines 303-306.
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Second, the estimated disallowance for Company affiliate goals based upon the ratio of
the Companies’ IBS/Corp SSO (shared services) and IBS Gas Services groups’
incentive compensation expense for the Non-Executive Incentive plan to the total Non-
Executive Incentive plan cost are 74% and 59% for Peoples Gas and North Shore,
respectively. See Schedule 1.7 P and N, page 3, note (f). Therefore, Staff's
adjustments for the Non-Executive Incentive plan are based upon the same facts and
arguments as for the Executive Incentive plan discussed above. The result of Staff's
analysis disallows approximately 98% (Peoples Gas) and 92% (North Shore) of the
operating expense and rate base Non-Executive Incentive plan costs [$4,218,000 of
$4,280,000 (Peoples Gas expense); $509,000 of $517,000 (Peoples Gas rate base)
and $989,000 of $1,071,000 (North Shore expense) and $97,000 of $105,000 (North
Shore rate base)] the Companies propose to recover in the revenue requirement but

have not shown to benefit ratepayers.

c. Disallowance of the Companies’ stock plan costs related to
shareholder-oriented goals

Referring to Schedules 15.7 P and N page 4, Staff disallows the Companies’
stock plan costs related to shareholder-oriented goals because the goals are based on
financial measures that primarily benefit shareholders and not ratepayers. The three
stock plans are awarded based on the following financial outcomes:

1. The Integrys Restricted Stock Unit Award plan is valued solely using the stock

price of Integrys Energy Group, Inc.

2. The Integrys Performance Stock Right Agreement plan is valued using a

model comparing Integrys Energy Group, Inc.’s stock price, shareholder

returns, total stock return volatility and dividend yield with a peer group.

63



3. The Integrys NonQualified Stock Option Agreement plan is valued using a
model comparing Integrys Energy Group, Inc.’s stock return volatility and
dividend yield.

ICC Staff Ex. 1.0, pp. 15-16, lines 325-337. The result of Staff's analysis is
disallowance of 100% or $3,067,000 (Peoples Gas) and $609,000 (North Shore) of the
stock plan costs that the Companies propose to recover in the revenue requirement but
have not shown to benefit ratepayers. Id., lines 339-342.

The Companies oppose this sub-part of Staff's adjustment to remove the
incentive compensation costs of its stock-based plans since the “stock plans are
designed to attract and retain a qualified and motivated workforce.” NS-PGL Ex. JCH-
1.0, p. 9. However, there is no debate that the stock plans are based solely on financial
goals that primarily benefit shareholders. ICC Staff Ex.. 1.0, pp. 15-16, lines 322-342
and Staff Ex. 15.0, Attachment F. The Companies were denied cost recovery of their
restricted stock and performance shares plan costs in their last rate cases since they
failed to demonstrate cost savings or other direct ratepayer benefit. ICC Staff Ex. 1.0, p.
18, lines 388-391.. The Commission stated the following:

We agree with Staff that three of the five plans (STIC, Affiliate Charges,

Restricted Stock & Performance Shares) fail to demonstrate the cost
savings or other direct ratepayer benefit that we require.

In re North Shore Gas Company and The Peoples Gas Light and Coke Company, ICC
Docket Nos. 07-0241/07-0242 (Cons.), p. 66 (Order, Feb. 5, 2008). The current record

similarly lacks a demonstration of cost savings or other direct ratepayer benefit.
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d. Disallowance of capitalized incentive compensation
previously disallowed by the Commission

Referring to Schedules 15.7 P and N, page 5, Staff disallows capitalized
incentive compensation previously disallowed by the Commission. In the Companies’
last rate case, Docket Nos. 07-0241/07-0242 (Cons.), the Commission disallowed a
portion of the Companies’ capitalized incentive compensation. In re North Shore Gas
Company and The Peoples Gas Light and Coke Company, ICC Docket No. 07-0241/07-
0242 (Cons.), pp. 66-67 (Order, Feb. 5, 2008) The Companies did not make any
entries, though, to remove the disallowed amount from rate base. ICC Staff Ex. 1.0, p.
17, lines 356-360. Therefore, the previously disallowed capitalized incentive
compensation is included in the test year rate base and should be disallowed in
accordance with the Commission’s prior order. The Companies agree that they did not
make entries to remove disallowed capitalized incentive compensation from rate base
denied by the Commission in Docket Nos. 07-0241/0242 (Cons.), but maintain that
these amounts should be included in rate base in this proceeding since its appeal
remains pending. NS-PGL Ex. JH-2.0, p. 16. However, rulings of the Commission
remain valid unless and until they are reversed or set aside by a reviewing court. 220
ILCS 5/10-204. Accordingly, the rates set in this case should not include amounts that
the Commission has already disallowed from rate base.

Just over a year ago, the Commission adopted an adjustment similar to what
Staff proposes in this case in another rate case. In ComEd’s 2007 rate case, Docket
No. 07-0566, Staff proposed to decrease rate base and operating expenses to disallow
incentive compensation costs capitalized but disallowed in Docket No. 05-0597. In re

Commonwealth Edison Co., Docket No. 07-0566, p. 12 (Order, Sept. 10, 2008).
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ComEd did not contest Staff’'s adjustment subject to its appeal of the Commission’s
prior order. ICC Staff Ex. 1.0, pp. 17-18, lines 367-372. Staff