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STATE OF ILLINOIS
ILLINOIS COMMERCE COMMISSION

NORTH SHORE GAS COMPANY : No. 12-0511
Proposed general increase in rates for gas service. : (Cons.)
THE PEOPLES GAS LIGHT AND COKE COMPANY No. 12-0512

Proposed general increase in rates for gas service.

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

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

Company (“Peoples Gas”) (together the “Utilities”), submit this Post-Hearing Reply Brief.

l. INTRODUCTION

A. Overview/Summary

The Utilities have significantly increased their investments since their 2011 rate cases in
order to better serve their customers. Most importantly, Peoples Gas has invested hundreds of
millions of dollars in its Accelerated Main Replacement Program (“AMRP”). The AMRP is in
its ramping up period, and yet in the first year (construction began in May 2011) Peoples Gas
spent $89.4 million; Peoples Gas then spent $228.5 million in 2012, and it forecasts spending
$220.75 million in 2013."

The Illinois Commerce Commission’s (the “Commission” or “ICC”) own prior findings,
and the testimony of the Utilities and of Local Union No. 18007, Utility Workers Union of
America, AFL-CIO (“Union Local 18007”) in the instant cases have established, without
refutation, that the AMRP has numerous important benefits for customers and has created

hundreds of jobs. The Commission previously has found that the long-term benefits of the

! E.g., Hayes Surrebuttal (“Sur.”), NS-PGL Exhibit (“Ex.”) 49.0 Corr. Conf., 5:117-119, 8:163 — 9:205, 11:247-248,
26:577 — 29:646, 30:666-673. (Portions of Mr. Hayes’ surrebuttal originally were confidential due to SEC filing
timing considerations, but they no longer are confidential.)



AMRP include, among other things, enhancements of reliability and safety, significant long-term
reductions in operating expenses, and, as to customers served by the legacy low-pressure system,
the ability to use more energy efficient appliances and equipment.? The Utilities and the Union,
moreover, submitted evidence of benefits of the AMRP here, which no witness challenged.® The
AMREP also involves a new apprentice training program and 500 highly skilled jobs that will be
at risk if the AMRP is put at risk, including hundreds of union jobs.*

The Commission’s Staff states that it wants the AMRP to continue. Yet, at the same
time, Staff urges that rates be set that disallow $95,794,000 of the actual 2012 AMRP costs and
deny recovery of an additional $122,804,000 of the forecasted 2013 AMRP costs (gross plant
amounts).®> Staff’s actions are thus at odds with its words. Staff’s proposed disallowances are
irreconcilable with its stated desire to see the AMRP continue, because no public utility, Peoples
Gas included, can sustain capital investments of this magnitude without timely and adequate
recovery of and on the amounts of funds so invested.®

Staff’s position is plain wrong. Staff’s position is neither fair nor reasonable, and its
acceptance would be an exercise in awful public policy that does harm to customers.
Furthermore, Staff’s position is contrary to well-established law as to when plant is properly

included in rate base. Staff’s proposal to deny recovery of AMRP costs rests entirely on

2 See North Shore Gas Co., et al., ICC Docket Nos. 09-0166, 09-0167 Cons. (Order Jan. 21, 2010) (“Peoples Gas
2009™), pp. 164-173, aff’d in part and rev’d in part, People ex rel. Madigan v. lllinois Commerce Comm’n, 2011 IL
App (1%) 100654, 958 N.E.2d 405 (2011), appeal denied, 963 N.E.2d 246 (I1l. 2012). (The Appellate Court, among
other things, reversed on single issue ratemaking grounds the Commission’s approval of Rider ICR — Infrastructure
Cost Recovery, which was related to the AMRP, but the Court made no holding contrary to the Commission’s
findings on the benefits of the AMRP.)

® E.g., Hayes Direct (“Dir”.), PGL Ex. 14.0, 4:72-85, 7:155 — 8:179; Passrelli Rebuttal (“Reb.”), Union Local 18007
Ex. 1.0, 2:30-33, 7:131-33.

* Schott Reb., NS-PGL Ex. 22.0 2" Rev., 7:127-140; Passarelli Reb., Union Local 18007 Ex. 1.0 (entire).

> E.g., Staff Initial Brief (“Init. Br.”) at 22. Staff proposes the 2012 AMRP cost adjustments directly. Staff
proposes half of the 2013 AMRP cost adjustments directly and half through its “average rate base” method proposal.
However, under Staff’s position, if the Commission rejects the average rate base method in favor of the Utilities’
proposed “end of year” (or “year-end”) method, then Staff seeks to impose all of the 2013 AMRP cost adjustments
directly. So, Staff’s total 2013 AMRP cost disallowance amount is the same either way.

® NS-PGL Init. Br. at 5-6; see also, e.g., Schott Transcript (“Tr.”) 2/6/13, 442:13 — 445:9.
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fundamental misconceptions that the evidence shows are mistakes, and that in many respects
make no sense, as discussed in Sections IVV.C.2.b of the Utilities’ Initial Brief and this Reply
Brief. See also Section I1V.C.1 of each Brief. Staff does not deny the Utilities’ evidence that the
AMREP projects are prudent. Staff also has not refuted the Utilities” evidence that the costs of the
AMRP projects are reasonable. Staff ostensibly professes concern about the amount of AMRP
work completed, but that is one of the subjects on which Staff misapprehends the plain facts.
Moreover, Staff’s own witness who testified in support of the proposed cost disallowances
agreed on cross-examination that the 2012 AMRP investments are or will be used and useful in
2013.

The impropriety and unfairness of the Staff proposal cannot be over-stated. Even the AG
and CUB-City® witnesses did not propose to disallow any 2012 AMRP costs, although they did
propose reductions (not as large as Staff proposes) in the forecasted 2013 AMRP costs.”

The Commission cannot disregard the fact that the Utilities have to run their businesses in
the real world. As Utilities witness James Schott, Integrys Energy Group, Inc. (“Integrys”) Chief
Financial Officer, stated:

The Staff, AG, and CUB-City proposals to reduce recovery of plant
investment costs have real world consequences in utility operations. No utility

can sustain its plant investment program over time if its regulator does not afford

the utility the real opportunity to recover the costs of those investments. In

particular, Peoples Gas cannot sustain its investments in accelerated main

replacement if the Commission were to approve Staff’s and intervenors’ proposed
extremely large reductions in AMRP cost recovery.  Substantial cost

under-recoveries also can reduce, over time, the ability of a utility to raise capital
in the capital markets at a reasonable cost.

" E.g., Seagle Tr. 2/7/13, 627:1-7.

8 The Illinois Attorney General’s Office (the “AG™) and the combination of the Citizens Utility Board (“CUB”) and
the City of Chicago (the “City”).

°  The CUB-City witness proposed no direct adjustments to 2012 AMRP costs. CUB-City’s Initial Brief for the
first time provided revenue requirement schedules that start with assuming all of the Staff-proposed adjustments as
of rebuttal, with certain mis-identified revisions, but the CUB-City witness never testified in support of adopting all
of Staff’s proposed adjustments and the CUB-City Initial Brief did not give independent reasons for doing so.

3



Schott Reb., NS-PGL Ex. 22.0 2" Rev., 2:38 —3:45. Union Local 18007, which opposes the
adjustments to AMRP costs proposed by Staff and intervenors, also recognized that
disallowances of AMRP costs “potentially threaten the continuation of the AMRP”. Passarelli
Reb., Union Local 18007 Ex. 1.0, 2:30, 7:131-33.

The Staff, AG, and CUB-City positions on a number of issues, including the recovery of
AMRP costs, are laced with a preference for theory over the relevant facts. Their positions also
suffer from major contradictions, including Staff’s inconsistency on whether the rate-setting
process should consider costs during the period in which the rates will be in effect, and the AG’s
and CUB-City’s accepting surrebuttal updates by the Utilities that reduce rate base but rejecting
other surrebuttal updates that increase rate base as untimely.

The Commission, however, must decide the cases before it based on the evidence in the
record. 220 ILCS 5/10-103; 220 ILCS 5/10-201(e)(iv)(A). Furthermore, in deciding these cases
based on the evidence, the Commission must apply the applicable law regarding rates and cost
recovery, 220 ILCS 5/10-201(e)(1V), which is discussed in Section I.A.1, below.

The Commission should reject the Staff and intervenor proposals that would deny the
Utilities the opportunity to recover fully their costs of service, whether they involve calculation
of the Utilities’ costs of service (their “revenue requirements”) or proposals to alter or thwart the

Utilities” proposed rate designs. Those proposals are inconsistent with the evidence and the law.



1. The Utilities’” Existing Rates Fall Far Short
of Recovering Their Costs of Service

The Utilities’ existing rates will recover far less than their actual costs of service in 2013.
In 2013, under existing rates, Peoples Gas will under-recover its base rate™® costs of service by
$96,996,000, and North Shore will under-recover its base rate costs of service by $9,570,000.
NS-PGL Init. Br. at 1-2.

The Utilities’” base rate cost under-recoveries — their “revenue deficiencies” -- are driven
almost entirely by increased operating expenses (such as increased costs of complying with
regulations of the City’s Department of Transportation, for example) and increased plant
investments. NS-PGL Init. Br. at 10-13. Only $3.7 million of Peoples Gas’ $97 million base
rate cost recovery shortfall is attributable to the very slightly increased rate of return that Peoples
Gas proposes over the level approved in the Utilities’ 2011 rate cases (North Shore Gas Co., et
al., 1ICC Docket Nos. 11-0280, 11-0281 Cons. (Order Jan. 10, 2012) (“Peoples Gas 2011”)).
NS-PGL Init. Br. at 2. The North Shore $9.6 million base rate cost recovery shortfall reflects a
$1.1 million offset due to its proposing a slightly decreased final rate of return versus the level
approved in Peoples Gas 2011 Order. NS-PGL Init. Br. at 2.

The Commission is legally required to establish new rates that allow the Utilities the
opportunity to recover fully their costs of service, as a matter of both constitutional and statutory
principle. NS-PGL Init. Br. at 2-3. Moreover, as the Commission stated in its Order in the
Utilities” 2011 rate cases: “Allowing a utility the opportunity to recover fully its costs of service,

including its costs of capital, is in the long-term interests of customers, because this is necessary

10 By “base rate costs of service”, the Utilities mean, essentially, their costs of distributing gas to customers and
providing related retail transportation and other services, including customer service. Base rates do not include the
cost of gas and other costs recovered under certain other tariff “riders”, and they also do not include “Other
Revenues”, which reflect the recovery of certain defined costs through separate fees and charges. E.g., Moy Dir.,
PGL Ex. 6.0, 2:36-41; PGL Ex. 6.1, p. 11, lines 1-10.



in order for the utility to be able to provide adequate, safe, and reliable service over time at the
least long term cost.” Peoples Gas 2011 Order, p. 5 (citations omitted).

The contested proposed adjustments of Staff, the AG and CUB-City to the Utilities’
revenue requirements lack merit, as shown throughout Sections | through VI of the Utilities’
Initial and Reply Briefs. They are not right given the record evidence and the applicable law.

The Commission, therefore, should approve the Utilities’ final revenue requirement
calculations, and, accordingly, establish new rates that allow the Utilities the opportunity to
recover fully their costs of service. In fact, even if the Commission approves the Utilities’ final
figures, the Utilities still will experience significant under-recoveries of their costs in 2013,
shortfalls that never will be remedied, because the rates being set in the instant Dockets will not
go into effect until July 2013, and thus the Utilities will experience the revenue impact of the
new rates for only half of 2013. NS-PGL Init. Br. at 3. Their existing rates, which were set in
their 2011 rate cases, are based on a forecasted 2012 test year, and thus do not reflect their

increased costs of service in 2013. See Peoples Gas 2011 Order, p. 5 (test year).

2. Staff, the AG, and CUB-City Propose Devastating
Adjustments to Peoples Gas’ Recovery of the Costs
of Its Accelerated Main Replacement Program

The reductions in AMRP cost recovery that Staff and intervenors propose should be
rejected. The Ultilities have given an overview, above, of the extreme, incorrect, and unwise
reductions in AMRP cost recovery that Staff proposes.

While the AG and CUB-City positions do not include denial of 2012 AMRP costs,™* they
do call for large reductions in 2013 AMRP costs, both through proposing the average rate base

method and, in the AG’s case, also with a direct adjustment.

1 But see fn. 9 of this Reply Brief, supra.



The Staff and intervenor proposals are wrong, and in some instances are contradicted by
other of their own positions. They should not be adopted. See NS-PGL Init. Br. at 1-6 and

Sections 1VV.C.2.b and 1V.C.1 of the Utilities’ Initial Brief and this Reply Brief.

3. Staff, the AG, and CUB-City Propose
Numerous Other Arbitrary Reductions
in the Utilities’ Costs of Service

Staff, the AG, and CUB-City also propose numerous other unwarranted adjustments to
the Utilities” costs of service. Their contested proposals generally disregard essential facts in
favor of numbers games and/or theory, in a number of instances are unlawful, and should be
rejected. E.g., NS-PGL Init. Br. at 6-7.

Staff, the AG, and CUB-City also are inconsistent. On the average rate base issue, Staff
argues against consideration of whether rates being set match costs during the period in which
the rates will be in effect, but on the non-Union wage increase issue, Staff argues the opposite.
See Section IV.C.1 of this Reply Brief. The AG and CUB-City challenge certain updates in the
Utilities” surrebuttal that increased rate base as untimely, while at the same time accepting other
updates in the Utilities’ surrebuttal that reduced rate base. See Sections IV.C.5 and IV.C.6.c of
the Utilities’ Initial Brief and this Reply Brief.

In addition, while at times Staff, the AG, and CUB-City purport to chide the Utilities for
opposing the application of past Commission Orders on some issues, they do the same on other
issues. For example, Staff seeks to reduce North Shore’s rate base by subtracting what would be
a pension liability if the end of year rate base method is used, even though the Commission has
rejected that practice, as discussed in Section 1V.C.4 of the Utilities’ Initial Brief and this Reply
Brief. The AG and CUB-City propose to disregard the past Commission ruling on how to reflect

a change in the state income tax rate, as discussed in Section 1V.C.6.a of the Utilities” Briefs.



The AG and CUB-City oppose moving toward greater recovery of fixed costs through fixed
charges, even though the Commission has indicated that such movement is its policy, as
discussed in Section IX.D of the Utilities’ Briefs.

The point is not that all past Commission Orders should be applied, or that none should
be applied. Neither is right. The Utilities have been consistent in their position on when and to
what degree to give weight to past Commission Orders, as analysis of the individual issues and
arguments shows. E.g., NS-PGL Init. Br. at 21-22, 54-55. Staff and intervenors also have
analyzed this point properly in some instances, but not in others. For example, on the pension
asset issue, CUB-City correctly acknowledge that past Commission Orders are not res judicata
although they are given some deference, and that whether the facts have changed matters in

determining whether to reach the same result as a past Order. CUB-City Init. Br. at 26.

4. Staff, the AG, and CUB-City Oppose Rate Designs that Properly
Provide for Fixed Cost Recovery and Reduce the Extent of Over- or
Under-Recovery of the Utilities” Approved Revenue Requirements

Staff, the AG, and CUB-City also take certain positions on some rate design issues such
that the resulting rates: (1) would unnecessarily result in less accurate cost recovery that could
lead to over- or under-cost recovery and (2) would not be consistent with Commission policy and
decisions supporting increased fixed cost recovery through fixed charges and decoupling. The
AG and CUB-City oppose moving toward greater recovery of fixed costs through fixed charges,
and at the same time oppose the Utilities’ decoupling rider, Rider VBA — Volume Balancing
Adjustment (“Rider VBA”), even though the rider increases the accuracy of cost recovery to the
benefit of customers and the Utilities alike. Staff, the AG, and CUB-City also oppose an
alternative rate design that would place Commission-approved “straight fixed variable” (“SFV”)

rates (rates that recover 100% (or, in an alternative proposal at least 80%)) of fixed costs through



fixed charges) into effect were a court or the Commission to reject Rider VBA. The effect of
their opposition to that alternative is that the Utilities, and their customers, would have increased
vulnerability for over- or under-recovery of approved fixed costs, and, relative to the
Commission’s decisions for other large Illinois gas utilities (Ameren Illinois and Northern
Illinois Gas Company d/b/a Nicor Gas Company) would have significantly less fixed cost
recovery through fixed charges. The Commission should approve the Utilities’ rate design
proposals, including their alternative proposal. See NS-PGL Init. Br. at 8 and Sections VIII and

IX of the Utilities’ Initial Brief and Reply Brief.

B. Nature of Operations

1. North Shore
North Shore’s descriptions of its operations and system are uncontested. NS-PGL Init.

Br. at 8-9.

2. Peoples Gas

Peoples Gas’ descriptions of its operations and system are uncontested. NS-PGL Init. Br.

at 9.

1. TEST YEAR (Uncontested)

The Utilities’ proposed test year, calendar year 2013, the twelve months ending

December 31, 2013, is uncontested. NS-PGL Init. Br. at 9; Staff Init. Br. at 3.



I1. REVENUE REQUIREMENT

A.

North Shore

The Commission should approve North Shore’s final proposed base rate revenue

requirement of $85,703,000, or $87,313,000 if Other Revenues'? of $1,610,000 are added.

NS-PGL Init. Br. at 10-12. North Shore has proven its cost levels and their drivers (id.), and has

presented extensive, detailed direct, supplemental direct, rebuttal, and surrebuttal testimony that

the costs are prudently incurred and reasonable in amount (e.g., id. at 14, 72-73). The revenue

requirement reflects that in 2013, under existing rates, North Shore will under-recover its base

rate costs of service by $9,570,000 (its “revenue deficiency”). Id. at 2.

Staff, CUB-City, and the AG in their Initial Briefs propose significant reductions in

North Shore’s cost recovery.

Staff recommends a North Shore base rate revenue requirement of $79,479,000,
or $81,089,000 if Other Revenues of $1,610,000 are added. Staff Init. Br. at 3
and Appendix (“App.”) A, p. 1, col. (k), lines 1, 4, 5.

CUB-City, for the first time, presents a North Shore revenue requirement
calculation that: (1) starts with Staff’s contested proposed adjustments as of
Staff’s rebuttal, with certain limited updates (which CUB-City mis-identify); and
then (2) adds CUB-City’s own contested proposed adjustments. That results in a
North Shore base rate revenue requirement of $78,755,000, or $80,372,000 if
Other Revenues of $1,617,000 are added. CUB-City Init. Br. at 9 and
Attachment 1, col. (i), lines 1, 4, 5. CUB-City’s witness never recommended
wholesale adoption of the Staff-proposed rebuttal adjustments and its Initial Brief

provides no independent reason for such a result.

12 Other Revenues reflect certain mechanisms, such as fees, for recovering certain costs outside of base rate charges.
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. The AG does not present a revenue requirement calculation for North Shore, but
supports a North Shore base rate revenue requirement increase of (no more than)
$2.6 million, which is based on the AG’s rebuttal testimony. AG Init. Br. at 4;
see AG Ex. 4.2, Sched. A, line 7, col. (D). The revenue requirement the AG was
recommending as of its rebuttal may be found in AG Ex. 4.2, Sched. C, p. 1,
lines 1 and 4, col. (F), but that figure does not reflect subsequent developments in
the issues and evidence.

The contested Staff and intervenor adjustments are wrong and should not be adopted, as

discussed in Sections I, 1V, V, and VI of the Utilities’ Initial Brief and this Reply Brief.

B. Peoples Gas

The Commission should approve Peoples Gas’ final proposed base rate revenue
requirement of $628,894,000, or $645,089,000 if costs recovered as Other Revenues,
$16,195,000, are included. NS-PGL Init. Br. at 12-13. Peoples Gas has proven its cost levels
and their drivers (id.), and has presented extensive, detailed direct, supplemental direct, rebuttal,
and surrebuttal testimony that the costs are prudently incurred and reasonable in amount (e.g., id.
at 12-13, 72-73). The revenue requirement reflects that in 2013, under existing rates, Peoples
Gas will under-recover its base rate costs of service by $96,996,000 (its revenue deficiency). Id.
at 2.

Staff, CUB-City, and the AG in their Initial Briefs propose huge reductions in Peoples
Gas’ cost recovery.

. Staff recommends a Peoples Gas base rate revenue requirement of $548,033,000,

or $564,228,000 if Other Revenues of $16,195,000 are added. Staff Init. Br. at 3

and App. B, p. 1, col. (k), lines 1, 4, 5.
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. CUB-City, for the first time, presents a Peoples Gas revenue requirement
calculation that: (1) starts with Staff’s contested proposed adjustments as of
Staff’s rebuttal, with certain limited updates (which CUB-City’s Initial Brief
mis-identifies); and then (2) adds CUB-City’s own contested proposed
adjustments. That results in a Peoples Gas base rate revenue requirement of
$529,286,000, or $545,557,000 if Other Revenues of $16,271,000 are added.
CUB-City Init. Br. at 9 and Attachment 2, col. (i), lines 1, 4, 5. Again,
CUB-City’s witness never recommended adoption of all of the Staff-proposed
rebuttal adjustments and its Initial Brief provides no independent grounds for such
an outcome.

. The AG does not present a revenue requirement calculation for Peoples Gas, but
supports a Peoples Gas base rate revenue requirement increase of (no more than)
$15.4 million, which is based on the AG’s rebuttal testimony. AG Init. Br. at 4;
see AG Ex. 4.2, Sched. A, line 7, col. (D). The revenue requirement the AG was
recommending as of its rebuttal may be found in AG Ex. 4.2, Sched. C, p. 1,
lines 1 and 4, col. (F), but that figure does not reflect subsequent developments in
the issues and evidence.

The contested Staff and intervenor adjustments are wrong and should not be adopted, as

discussed in Sections I, 1V, V, and VI of the Utilities’ Initial Brief and this Reply Brief.
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IV. RATE BASE

A. Overview/Summary/Totals

1 and 2. North Shore and Peoples Gas

The Commission should approve North Shore’s year-end rate base of $209,116,000 and
Peoples Gas’ year-end rate base of $1,659,271,000 for the reasons discussed in Sections I, IlI,

and IV of the Utilities’ Initial Brief and this Reply Brief. E.g., NS-PGL Init. Br. at 14-15.

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

1. Cushion Gas Calculation

This subject is not contested. NS-PGL Init. Br. at 15.

2. Plant

a. Forecasted Test Year Capital Additions —
Utility Plant in Service (PGL)

This subject is not contested. NS-PGL Init. Br. at 15.

b. Advanced Metering Infrastructure Project

This subject is not contested. NS-PGL Init. Br. at 15.

c. LNG Control System Upgrade and Related Project

This subject is not contested. NS-PGL Init. Br. at 16.

d. Calumet System Upgrade

This subject is not contested. NS-PGL Init. Br. at 16. The Utilities note that CUB-City,
in adopting Staff’s rebuttal schedules, included a previously Staff recommended adjustment
related to this project. CUB-City Init. Br. at Attachment 2. CUB-City did not address this
project in testimony or in its Initial Brief (at 10). The Calumet System Upgrade should be

included in rate base. Staff now agrees. NS-PGL Init. Br. at 16; Staff Init. Br. at 5-6.
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e. CNG Fueling Station

This subject is not contested. NS-PGL Init. Br. at 16.

f. Incentive Compensation — Capitalized Amounts
Disallowed in Prior Cases

This subject is not contested. NS-PGL Init. Br. at 16.

g. Original Cost Determination as to
Plant Balances as of December 31, 2011

This subject is not contested. NS-PGL Init. Br. at 16-17.

3. Budget Plan Balances

This subject is not contested. NS-PGL Init. Br. at 17.

4. Accumulated Deferred Income Taxes — 50/50 Sharing
Related to Tax Accounting Method Change

This subject is not contested. NS-PGL Init. Br. at 17.

The Utilities note, however, that Staff (Init. Br. at 11) and CUB-City (Init. Br. at 10-11)
imply that the Utilities’ withdrew their recommendation for 50/50 sharing related to the
Overhead tax accounting change based on their respective witness’ testimony. That is not
accurate. As explained by Utilities witness Mr. Stabile, due to recent audit activity surrounding
the Overhead tax accounting change and the subsequent deductions that the new method created
in 2009 and 2010, the Utilities determined that the risks associated with the tax accounting
change no longer warranted the need for sharing.  Stabile Reb., NS-PGL Ex. 30.0,
16:397 - 17:407. In fact, the Utilities rebutted each of the arguments made by Staff, AG and
CUB-City regarding their recommendation to reject the Utilities’ proposed 50/50 sharing
mechanism. Id. at 20:481-26:646. Mr. Stabile concluded that “[w]ithout a sharing mechanism
or a least a mechanism allowing recovery of deferred interest and other costs ..., | would no
longer be able to recommend that certain tax positions be taken until the Utilities are comfortable
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that all appropriate guidance is issued. Customers will have to wait to enjoy benefits that the

Utilities are currently providing to them.” 1d. at 26:642-646.

C. Potentially Contested Issues (All Subjects Relate
to NS and PGL Unless Otherwise Noted)

1. Year End Rate Base or Average Rate Base

As discussed in Section I.A.1 of the Utilities’ Initial Brief and this Reply Brief, the
Commission is required by law to establish just and reasonable rates; the rates must be just and
reasonable to the utility and its stockholders as well as customers; and the rates must be set so as
to allow the utility the opportunity to obtain full recovery of its prudent and reasonable costs of
service. NS-PGL Init. Br. at 2-3. Moreover, as the Commission found in Peoples Gas 2011
Order (at p. 5), allowing a utility the opportunity to recover fully its costs of service is in the
long-term interests of customers. NS-PGL Init. Br. at 2-3.

The Commission may approve use of the year end rate base methodology in the instant
future test year rate cases. NS-PGL Init. Br. at 19-20, 21. No statute or rule bars use of the end
of year rate base method in future test year cases; in fact, as Staff agrees, the Commission’s rules
(83 11l. Adm. Code § 285.2005(e)) permit use of a year end rate base in a future test year rate
case. NS-PGL Init. Br. at 19-20.

The Commission, therefore, must decide whether use of the year end rate base
methodology proposed by the Utilities, or of the average rate base methodology proposed by
Staff, the AG, and CUB-City, is more appropriate in order to establish just and reasonable rates
that allow the Utilities the opportunity to obtain full recovery of their prudent and reasonable
costs of service. The Commission’s decision must be based on the facts in the record of these

Dockets. 220 ILCS 5/10-103; 220 ILCS 5/10-201(e)(iv)(A).
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The Utilities have presented arguments for use of the end of year method, and Staff, the
AG, and CUB-City have presented many counter-arguments. A fair review of the arguments
shows, however, that approval of the end of year method is the right thing to do in these cases.
In the alternative, the Commission should approve a compromise calculation based on rate bases
as of September 30, 2013.

The average versus year end rate base issue is a critical issue, because it has a very large
impact on the Utilities’ ability to recover the costs of plant investments, including Peoples Gas’
AMRP. (The benefits of the AMRP are discussed in Sections | and 1V.C.2.b of the Utilities’
Initial Brief and this Reply Brief.)

. Per Staff’s revised calculations in its Initial Brief, the average rate base
method will reduce Peoples Gas’ gross plant in rate base by $151,242,000,
including $61,402,000 of AMRP investment costs. Staff Init. Br., App. B,
p. 6, col. (c), line 1 (citing Kahle Reb., Staff Ex. 12.0 Rev., Sched. 12.01P
Rev., col. (C), line 4)); Kahle Reb., Staff Ex. 12.0 Rev., Sched. 12.07P
Rev, p. 2, col. (D), line 8.

. When all impacts are taken into account, per Staff’s calculations, the
average rate base method would reduce Peoples Gas’ rate base by
$98,890,000. Staff Init. Br., App. B, p. 6, col. (c), line 23. The Utilities
note that Staff’s calculations for this adjustment use data from Peoples
Gas’ rebuttal exhibits even though the starting point for Staff Initial Brief
App. B is Peoples Gas’ surrebuttal rate base. The calculations should be
based on Peoples Gas’ surrebuttal exhibit NS-PGL Ex. 43.1P, page 1 of 2,
by comparing column (F) to column (H). Based on that comparison, the
Staff average rate base adjustment would reduce rate base by $95,687,000
(col. (H), line 15, less col. (F), line 15, or the difference between
$1,563,584,000 and $1.659.271,000).

. Per Staff’s calculations, the average rate base method will reduce North
Shore’s gross plant in rate base by $11,235,000. Staff Init. Br., App. A,
p. 6, col. (c), line 1.

. When all impacts are taken into account, per Staff’s calculations, the
average rate base method would reduce North Shore’s rate base by
$5,353,000. Staff Init. Br., App. A, p. 6, col. (c), line 23. The Utilities
note that Staff’s calculations for this adjustment use data from North
Shore’s rebuttal exhibits even though the starting point for Staff Initial
Brief App. A is North Shore’s surrebuttal rate base. The calculations
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should be based on North Shore’s surrebuttal exhibit NS-PGL Ex. 43.1N,
page 1 of 2, by comparing column (F) to column (H). Based on that
comparison the adjustment would reduce rate base by $4,176,000
(col. (H), line 15, less col. F, line 15, or the difference between
$204,940,000 and $209.116,000).

Those reductions in cost recovery are unwarranted and should not be approved.®

The AG and CUB-City argue that despite the impacts of use of the average rate base
method on cost recovery of the AMRP in particular, Peoples Gas has confirmed that the impacts
would not mean that Peoples Gas could not afford to continue the AMRP at this time, and that
Peoples Gas previously has gone a lengthy period between rate cases. AG Init. Br. at 13;
CUB-City Init. Br. at 16-17, 17-18.

The adjustments proposed by those parties would not require instant cessation of the
AMRP, but the AMRP is not sustainable over time absent timely and adequate cost recovery.
NS-PGL Init. Br. at 5-6; see also, e.g., Schott Tr. 2/6/13, 442:13 — 445:9. Section 1.A.2 of the
Utilities Initial Brief and this Reply Brief discusses the real world consequences of the AMRP

disallowances proposed by Staff, the AG, and CUB-City.

a. Use of the Year End Rate Base Method Fits the Facts

The Utilities have advanced three overall grounds in support of the use of the year end
method in the instant cases:
1) the Commission’s rules (83 Ill. Adm. Code 8§ 285.2005(e)) permit use of a year
end rate base in a future test year rate case;
(2 the rates being set in these cases will not go into effect until July 2013, which
means that the Utilities will experience the revenue impact of any rate increase for

at most half of 2013; and

3 The AG notes that at one point in his pre-filed rebuttal Utilities witness Mr. Schott referred to a gross plant figure
as a rate base figure (AG Init. Br. at 11), but his revised rebuttal as well as his surrebuttal had this right.

17



3 use of a year end calculation will result in setting rates that better match the
Utilities’” cost of service during the period in which the rates will be in effect and
come closer to giving them the opportunity to recover fully their costs of service.

NS-PGL Init. Br. at 19-21, et seq.

The Utilities’ first point, that use of the end of year method is permitted in future test year
rate cases, is not contested by the Initial Briefs of Staff, the AG, or CUB-City, with one possible
narrow and incorrect exception discussed further below. As noted earlier, Staff agrees that use
of the method is permitted in future test year rate cases. Staff, the AG, and CUB-City argue that
past Orders mean that the average rate base method should be used, but those Orders do not
require its approval here, as discussed further below.

The Utilities’ second point, that the rates being set in these cases will not go into effect
until July 2013, which means that the Utilities will experience the revenue impact of any rate
increase for at most half of 2013, also is not disputed. Staff, the AG, and CUB-City have made
numerous arguments for their position, but they do not and cannot deny that the rates being set
will go into effect in July 2013 (Staff explicitly agrees), nor deny that this means that any rate
increase will be in effect for at most half of 2013.

The Utilities’ third point, that use of a year end calculation will result in setting rates that
better match the Utilities’ cost of service during the period in which the rates will be in effect and
will come closer to giving them the opportunity to recover fully their costs of service, is disputed
by Staff, the AG, and CUB-City. However, as discussed below, the Utilities have the correct
side of this argument. The Staff, AG, and CUB-City arguments rely on theory and selected facts
while ignoring other facts that negate their position. Moreover, Staff’s arguments on this point

here are contradicted by Staff’s arguments on two other issues in these cases where it argues that
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its position should be adopted because it better reflects costs in the period when rates will be in

effect. See Staff Init. Br. at 49, 68.

b. The Staff, AG, and CUB-City “Matching” Theory Fails Here

Staff, the AG, and CUB-City in the aggregate present two “matching” arguments and one
related theoretical argument in support of use of the average rate base method in all future test
year rate cases:

1) The use of the average rate base method better matches the costs of plant

investments in the test year;**

2 The use of the average rate base method better matches the determination of

expenses in the test year;™ and

3) A future test year is sufficiently forward looking that there is no need to use the

end of year method to reduce regulatory lag.*®

The first point is limited to calculating costs as such as if a utility had perfect rates, or a
reconciliation process, that allows it to exactly capture its costs incurred during the test year.
That concept has merit as a mathematical construct, as the Utilities have acknowledged. The
concept takes no account, however, of what is the relation of the test year to when the rates being
set will go into effect, and thus takes no account of whether use of the average rate base method
to set rates will result in rates that actually give the opportunity to recover fully its costs of
service, either in the test year or during the period in which the rates being set will be in effect.

When the timing of the effectiveness of the rates being set is considered, the use of the
average rate base method results in rates that under-recover costs. The Utilities” existing rates

are based on a forecasted 2012 test year (Peoples Gas 2011 Order, p. 5), and thus their rates in

4 Staff Init. Br. at 12; AG Init. Br. at 5-9; CUB-City Init. Br. at 12-13.
15 Staff Init. Br. at 12; AG Init. Br. at 5, 9, 10, 12; CUB-City Init. Br. at 13.
16 Staff Init. Br. at 12; AG Init. Br. at 12-14, 15, 17-18.
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effect for the first half of the 2013 test year will not include any recovery of the plant investment
costs incurred by the Utilities in that period. The rates being set will become effective in July
2013, which is undisputed. E.g., Schott Dir., PGL Ex. 1.0 Rev., 3:59-60; Kahle Dir., Staff
Ex. 2.0, 5:97-98. The proposed use of the average rate base method in the instant Dockets
assumes that when rates go into effect does not matter, contrary to the real world.

The second point of Staff and intervenors is wrong. Their proposal is not actually a
calculation of any sort relating to revenues, it is just about costs. E.g., Kahle Tr. 2/4/13,
156:13 - 164:18; CUB-City Init. Br. at 13-15. In any event, revenues and expenses generally are
measured on a cumulative basis as of December 31% of the test year. See, e.g., combination of
PGL Ex.6.1, Sched. C-1, and PGL Ex. 5.1, Sched. C-4; see also Kahle Tr. 2/4/13,
157:16 - 158:14. That is not an average. The AG suggests that Utilities witness Mr. Schott on
cross-examination agreed that depreciation expense is calculated on an average basis (AG Init.
Br. at 10), but the cross-examination was based on the presentation in a particular document in
Peoples Gas’ Part 285 filing. Depreciation expense is calculated on a cumulative basis as of
December 31% of the test year in the Utilities’ revenue requirements. See, e.g., PGL Ex. 5.1,
Sched. C-4, p. 1, col. [C], line 9 (forecasted depreciation expense figure of $90,903,000 as of
December 31, 2013); PGL Ex. 6.1, Sched. C-1, line 24 (using that figure in the revenue
requirement).’

CUB-City throws in the assertion that the Utilities” proposal is based on “match[ing]

rates with costs from outside the test year” (CUB-City Init. Br. at 14), but that assertion is

" The AG and CUB-City point to the Utilities’ use of an average to calculate the cost of long-term debt (AG Init.
Br. at 12; CUB-City Init. Br. at 14 15), which is a net income item, not an operating expense item, but the issues are
distinct and the Utilities’ calculation of that item is proper under 83 Ill. Adm. Code § 285.4000(b). NS-PGL Init. Br.
at 134-136.
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unexplained and has no supporting citation. The end of year figures, by definition, are from the
test year.

Finally, Staff and the AG argue that use of a future test year is sufficiently “forward
looking” even with the average rate base method that the Commission need not be concerned
about regulatory lag, although the AG is inconsistent about whether this results in regulatory lag.
See Staff Init. Br. at 12; AG Init. Br. at 13-14, 15, 17-18. That method does cause lag, as
discussed above and further below, and it matters. That Staff and AG conceptual argument begs
the question whether, on the facts of this case, use of the end of year method or the average rate
base method results in rates that best match costs. The end of year method does so, given when
the rates are going into effect.

Staff witness Mr. Kahle, on cross-examination, testified in part that revenues should
equal the rate base investment of the test year plus the expenses of the test year. Kahle Tr.
2/4/13, 156:13-19. That can only occur if rates are set such that they yield revenues matching
those costs.

The AG argues that end of year rate base is used in historical test year rate cases because
it is more representative of the investment that the Utilities will have in their rate bases at the
time that the rates go into effect. AG Init. Br. at 10. The AG once again is ignoring the facts
regarding when the rates will go into effect here, in the second half of the test year, and with no
means to recover costs of plant investments in the first half of the year if the average rate base
method is used, as discussed further below.

The Staff, AG, and CUB-City complaint about the inclusion in rate base of plant not yet
in service was addressed and shown to be without merit both legally and factually in the

Utilities’ Initial Brief (at 23-24).
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The Staff, AG, and CUB-City proposal is divorced from any consideration of how their
position interacts with rate-setting in the instant cases, as discussed above with respect to not
matching revenues and costs. Indeed, CUB-City are emphatic that the matching principal they
invoke is about calculation of costs and is separate from analysis of rates. See CUB-City Init. Br.

at 13-15. The instant cases, however, fundamentally are about setting proper rates.

C. The Average Rate Base Method Will Disallow Costs

Staff and the AG argue that the average rate base method does not “disallow” any costs.
Staff Init. Br. at 14-15; AG Init. Br. at 12, et seq. The Staff and the AG essentially are engaging
in the practice of semantics over substance, but, in any event, they are incorrect.

If the average rate base method is used, then the Utilities will not recover, and will never
recover, costs of plant investments in the first half of 2013. Costs are incurred to build plant, of
course, including the time value of the capital used to pay for the plant investment, and, once
plant goes into service, depreciation expense. For example, when a new meter is installed on
January 5™ the utility has paid for the meter, and it starts to depreciate, even if it is not in the rate
base used to set existing rates. E.g., Kahle Tr. 2/4/13, 158:15 —159:19. With new rates not
going into effect until July 2013, customers will not start paying any of the costs of those
investments until up to six months after they are made. E.g., Kahle Tr. 2/4/13, 166:17 — 167:1.
The average rate base method never makes up for the cost recovery foregone during that period
when, as here, the new rates do not go into effect until the second half of the year, and Staff and
the AG do not and cannot point to any means by which those costs ever will be recovered.

The AG is right that if a plant investment is paid for and goes into service in December,
then the utility, as of December, has not incurred a full year of loss of the time value of money or

a full year of depreciation expense. AG Init. Br at 9. However, the AG’s point once again
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ignores that the Utilities” existing rates recover none of the 2013 plant investment costs, that the
Utilities will not begin to recover any 2013 plant investment costs until July 2013, and that the
Utilities then will experience those new rates for only half of 2013, with no mechanism to
recover the un-recovered costs incurred in the first half of the year.

The Staff, AG, and CUB-City attempt to offset this point by pointing to the inclusion in
rate base of plant not yet in service was addressed and shown to be without merit both legally

and factually in the Utilities’ Initial Brief (at 23-24), as noted earlier.

d. The Prior Orders Do Not Require or Warrant Use of
the Average Rate Base Method in the Instant Cases

Staff, the AG, and CUB-City primarily cite past “Article 1X” Orders in support of use of
the average rate base method. Staff Init. Br. at 12, 14; AG Init. Br. at 8, 11-12; CUB-City Init.
Br.at 11, 12, 15.

The Commission, in meeting its duty to set just and reasonable rates, must base its
decision exclusively on the applicable law and the evidence in the record here. 220 ILCS
5/10-103; 220 ILCS 5/10-201(e)(iv)(A). Even CUB-City acknowledges, in its discussion of the
pension asset issue, that prior Orders are not res judicata and the Commission must decide the
issue based on the record here. CUB-City Init. Br. at 26. See also discussion of this legal point
in Section V.C.1 of this Reply Brief.

The past Article IX rate case Orders on which Staff, the AG, and CUB-City rely were
discussed in detail in the Utilities’ Initial Brief (at 21-23). Those past Orders, only two of which
were contested, in short, do not require, or warrant, the use of the average rate base method in the
instant cases. Id.

The AG also discusses the four recent Orders in the Ameren and ComEd electric formula

rate cases. AG Init. Br. at 9. Those Orders do not support use of the average rate base method
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here, and, if anything, do the opposite. There, the Commission agreed that, when setting rates,

the end of year rate base method should be used. E.g., Commonwealth Edison Co., ICC Docket

No. 11-0721 (Order May 29, 2012), pp. 17-18. The Commission decided to use the average rate
base method only in reconciling the revenue requirement used to set rates for the “rate year”, i.e.,

the year in which the rates were in effect, with actual costs of the rate year. Id., p. 18. The

Utilities, in contrast, have no means to reconcile the revenue requirements being set in the instant

cases with the actual costs they will incur in the period in which the rates being set are in effect.

e. The Utilities’ Test Year Choice

Staff and CUB-City note, correctly, that the Utilities legally could have chosen a future
test year with a later ending date. Staff Init. Br. at 14, 15; CUB-City Init. Br. at 15, 16, 17, 18.
Indeed, Staff and the CUB-City chide the Utilities for not doing so. Staff Init. Br. at 14;
CUB-City Init. Br. at 17.

In this instance, the Utilities, under the rule, could have selected a future test year ending
as late as July 31, 2014, 24 months from the tariff filing date. 83 Ill. Adm. Code § 287.20(b). In
fact, if the test year were a future test year ending July 31, 2014, use of the average rate base
method would yield a rate base that approximates a rate base as of January 31, 2014, which is
one month further out in time than the year end rate base that the Utilities propose. Hengtgen
Sur., NS-PGL Ex. 43.0, 6:122-132.

As a practical matter, however, preparing and filing a test year that is not the calendar
year or the utility’s fiscal year is difficult. Schott Reb., NS-PGL Ex. 22.0 2" Rev.,
8:162 - 9:168. Staff and CUB-City are correct that the Utilities did not prepare and present an
analysis of the costs and benefits of preparing such a test year filing (e.g., Staff Init. Br. at 14),

but that does not change the basic problem. The difficulty is, if anything, corroborated by,
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Staff’s identifying only one utility, Illinois American Water Co., which has filed recent rates
cases with test years other than its fiscal year. Kahle Reb., Staff Ex. 12.0 Rev., 11:227-232.

Even more importantly, in any event, the fact that the Utilities could have chosen a test
year with a later ending date is not a reason to reach a wrong decision in the rates cases that they
did file. The right decision here is use of the end of year method.

The Utilities note that, even while Staff and CUB-City criticize the Utilities for not
choosing a test year ending later, they make a number of somewhat inconsistent remarks about
post-2013 costs.

. Staff recognizes that the end of year rate base calculation reflects the Utilities’
cost level as of the end of 2013. Staff Init. Br. at 12. Staff also acknowledges that
plant investments may continue to increase after 2013, and even states that this is
the norm, but argues that because it is the norm Staff does not view it as a reason
to depart from the use of the average rate base method. 1d. at 12, 14."® Also, as
noted earlier, Staff elsewhere argues for proposals on the ground that they better
match costs during the period when rates will be in effect. Id. at 49, 68.

. The AG states that it is reasonable to assume that post-2013 plant investments on
both a gross and net basis will increase, but speculates that other costs may
decrease, including (ironically) the point that the AMRP may produce cost

savings. AG Init. Br. at 14.

8 The Utilities note that Staff also argues that even if the facts as to Peoples Gas were to warrant use of end of year
rate base, that would not mean the method should be used for North Shore. Staff Init. Br. at 13. The facts are what
they are, but if the facts show that Peoples Gas should use the end of year method (as they do), then any lack of
corresponding facts as to North Shore would not justify using the average rate base method as to Peoples Gas.
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. CUB-City complain that the Utilities did not present and support their post-2013
costs. CUB-City Init. Br. at 17. CUB-City argue that reliance on speculation
about post-test year costs would be unlawful. 1d. at 11-12.

The Utilities believe that the Commission may take into account that the Utilities have
been and are increasing the level of their investments to better serve their customers. E.g., Schott
Dir., PGL Ex. 1.0 Rev., 3:61-62, 11:226-231, 13:277-279: Schott Dir., NSG Ex. 1.0 Rev.,
3:50-51, 10:206-209, 12:243-251. That point is not, however, a key point here.

The key points are that the end of year method is lawful, is based on the data as of the
end of test year, and better matches rates and costs given when the rates will go into effect, and
thus, unlike rates set with the average rate base method, will come closer to giving the Utilities

the opportunity to recover fully their costs of service.

f. The Utilities” Compromise Proposal

The Utilities also presented, as a proposed compromise, the alternative of a rate base
calculation as of September 30, 2013, the midpoint of the last six months of the year, which
reflects the logic of the Staff and intervenor position but also takes into account the fact that the
rates being set will not go into effect until the second half of 2013. Hengtgen Sur., NS-PGL
Ex. 43.0, 10:217 — 11:240; NS-PGL Ex. 43.1N, p. 2; NS-PGL Ex. 43.1P, p. 2.

Staff and the AG argue that the Utilities’ compromise proposal was presented too late,
with insufficient time for study, Staff adds that it was not supported, and the AG adds that the
proposal somehow is unfair. Staff Init. Br. at 15-16; AG Init. Br. at 18.

The compromise proposal is just that, an effort to find a middle ground, one that seeks to
reflect the logic of the Staff, AG, and CUB-City arguments for use of an average rate base

method with the fact of when the rates being set will go into effect.
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Q. Please explain why this proposal is more appropriate than the
positions of the Staff, the AG, and CUB-City.

A. Staff, the AG, and CUB-City are proposing use of an average rate base
and Staff and the AG have provided calculations reflecting a simple
average calculation of beginning of year and end of year which in effect
approximates the rate base amount at July 1, 2013. CUB-City provided
rebuttal testimony in support of an average rate base but provided no
calculations. It is not disputed that the rates will not go into effect until
approximately July 1, 2013. As reflected in Utilities” witness Mr. Schott’s
rebuttal testimony, that timing along with using an average rate base
methodology proposed by Staff and Intervenors denies the Utilities a
substantial part of their 2013 costs. A logical alternative proposal, given
the premises advocated by Staff, the AG, and CUB-City but recognizing
when the rates being set will become effective, would be to reflect a rate
base that approximates a September 30, 2013, value which is the midway
point between when the rates in this proceeding will go into effect and the
end of the test year. | have provided the rate base amounts based on this
alternative methodology in NS-PGL Ex. 43.1N and NS-PGL Ex. 43.1P,
however, the revenue requirement calculation sponsored by Utilities
witness Ms. Moy is based on an end of year rate base calculation.

Hengtgen Sur., NS-PGL Ex. 43.0, 10:224 — 11:240.

Staff and the AG do not identify, with respect to the compromise proposal, what further
support was needed or how the timing of its presentation denied them the opportunity to discover
and put into evidence any relevant fact. The calculation and its component figures were
provided in NS-PGL Ex. 43.1N, p. 2, and NS-PGL Ex. 43.1P, p. 2. Discovery was allowed and
occurred with respect to surrebuttal. Staff and the AG point to no related fact that needed to but
could not be developed.

Moreover, Staff, the AG, and CUB-City are inconsistent. They accepted surrebuttal
revisions with new calculations by the Utilities that reduced rate base based on the availability of
“bonus depreciation” in 2013 under the American Taxpayer Relief Act of 2012 (the “fiscal cliff”
legislation, enacted January 2, 2013). See Section IV.C.6.c of the Utilities’ Initial and Reply

Briefs. Staff also accepted an alternative proposal of the Utilities in surrebuttal for a new
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calculation of pass-through taxes in determining cash working capital. See Section IV.C.3.a of
the Utilities’ Briefs.

The AG’s unfairness argument, to the extent it is intended to be a substantive point, if
any, is not well-founded, because the compromise proposal reduces, but does not eliminate, the
under-recovery of the Utilities’ costs.

The Commission should approve use of the year end rate base method on the facts of the
instant cases. The use of the method is lawful and it is right. In the alternative, the Commission
should approve the Utilities’ compromise proposal. If the Commission nonetheless were to
approve use of the average rate base method, however, then the adjustments should be properly
calculated. None of the Staff, AG and CUB-City figures is correct given that the starting points

of their calculations do not reflect the Utilities’ surrebuttal adjustments.

2. Plant

a. Forecasted Test Year Capital Additions —
Utility Plant in Service (NS)

Staff continues to propose an adjustment to reduce North Shore’s forecasted additions to
plant-in-service for the test year ending December 31, 2013, based on the historical spending
pattern for budgeted capital expenditures for 2010, 2011, and 2012. Staff Init. Br. at 16-17. The
Utilities’ Initial Brief has already addressed Staff’s proposal regarding North Shore’s forecasted
additions. NS-PGL Init. Br. at 25-26. The Utilities will not repeat those arguments here. North
Shore believes that its rate base reflects the anticipated level of investment in 2013. Hoops Reb.,
NS-PGL Ex. 28.0 Rev., 4:84-5:99. However, if the Commission determines that an adjustment
is necessary, the last five years (2008 through 2012) would be more appropriate to determine the

adjustment:
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Year Budget (000’s)"° | Actual (000’s)® Average
2012 36,099 20,859
2011 13,040 12,438
2010 19,019 10,260

3-Year Total 68,158 43,557 63.91%
2009 9,627 14,490

4-Year Total 77,785 58,047 74.62%
2008 9,453 10,828

5-Year Total 87,238 68,875 78.95%

Based on the above table, using a five-year average is more reflective of current spending
patterns, particularly public improvement projects, and does not inappropriately skew the
average high or low based on an unusual year. NS-PGL Init. Br. at 25-26. It is “perceive[d] that
something is inherently wrong in the selection when the results change so drastically when either
3 or 4 year data is considered.” See North Shore Gas Co., et al., ICC Docket Nos. 07-0241/0242
(cons.) (Order Feb. 5, 2008) (“Peoples Gas 2007”), p. 57. Therefore, the Commission should

reject Staff’s proposal.

b. Accelerated Main Replacement Program Projects (PGL)

Staff continues to argue for adjustments that would remove AMRP project costs from
rate base that were or will be prudently incurred, reasonable in cost, and used and useful in
providing utility service. Staff Init. Br. at 17-28. Furthermore, based on purported problems for
which there is no evidence, Staff claims an investigation pursuant to Section 8-102 of the Public
Utilities Act (“Act”) (220 ILCS 5/8-102) (“Section 8-102 Investigation”) is warranted. Id.
While not adopting Staff’s baseless adjustments, the AG now joins Staff’s recommendation for a
Section 8-102 Investigation. AG Init. Br. at 19-26. CUB-City’s position is less clear. It appears

that CUB-City recommend that the Commission consider a Section 8-102 Investigation.

% Hoops Reb., NS-PGL Ex. 28.0 Rev., 5:93-94: Hoops Sur., NS-PGL Ex. 44.1.
% Hoops Reb., NS-PGL Ex. 28.0 Rev., 5:93-94; Hoops Sur., NS-PGL Ex. 44.1.
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CUB-City Init. Br. at 18-23. CUB-City’s Initial Brief, while not addressing Staff’s proposed
AMRP adjustments, by adopting Staff’s rebuttal schedules, with certain mis-identified revisions,
appears to be adopting Staff’s adjustments, without support from their witness or providing any
independent grounds for doing so. Id. at Attachment 2.

The Commission should reject both Staff’s adjustments and recommended investigation.
Staff only offers generalities, misinformation, and innuendo to support its proposals. The AG
and CUB-City offer nothing to save Staff’s recommendations. The evidence demonstrates that
Staff’s adjustment for 2012 would disallow $95.794 million of AMRP costs (gross plant) that
were prudently incurred, reasonable in cost, and were or will be used and useful in providing
customer service. Staff agrees that these projects already are or will be used and useful in
providing customer service in 2013. Seagle Tr., 2/7/13, 622:22 — 627:7; Buxton Tr., 2/5/13,
340:20 — 345:3. Further, Staff has not even argued that these costs or the 2013 AMRP costs
were not or will not be prudently incurred or reasonable in amount. Thus, such adjustments are
contrary to the law and unsupported by the record. Finally, as proved by its Initial Brief, Staff’s
recommended Section 8-102 Investigation is a second bite at the apple — as it is trying to
resurrect a recommendation the Commission rejected in Peoples Gas 2009 — without any
accurate basis for seeking a second bite. The evidence indicates that AMRP is being properly
managed and is making great strides to complete AMRP by 2030. As such, the recommended

adjustments and investigation should be rejected.

I. Staff’s Section 8-102 Investigation is Unsupported
by the Record and Should Be Rejected

Interestingly, in discussing whether Peoples Gas is properly implementing AMRP,

neither Staff, the AG, nor CUB-City determined it was necessary to discuss the plan itself and
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how it was structured.” In fact, Staff witness Mr. Buxton seemed unaware of the plan specifics,
for example that there is a five-year ramp up period, even though he is claiming that AMRP is
being mismanaged. Buxton Tr. 2/5/13, 327:6 — 351:14; Buxton Reb., Staff Ex. 20.0, 14:302.
Mr. Buxton also appeared unaware of the work that was actually completed even though again
he is testifying that little has been accomplished. Buxton Tr. 2/5/13, 327:6 — 351:14; Buxton
Reb., Staff Ex. 20.0, 9:159-160. Peoples Gas detailed the specifics of AMRP in its Initial Brief
(at 28-30) and will not repeat them here. In fact, Peoples Gas addressed many of the arguments
set forth in the Initial Briefs of Staff, AG and CUB-City in the Utilities’ Initial Brief (at 26-38).
However, Peoples Gas will respond to certain statements made by Staff and intervenors in their
respective Initial Briefs herein.

First, Staff claims that AMRP began in 2009 and after four years AMRP should be well
under way. Staff Init. Br. at 18-19. AMRP began in 2010 (with construction beginning in May
2011, as noted below). Staff witness Mr. Buxton agrees as there are 19 full calendar years of the
20-year program remaining at December 31, 2010. Buxton Tr. 2/5/13, 339:3-6. In 2010,
Peoples Gas engaged in detailed planning for AMRP, including the submission of detailed
engineering plans to the City of Chicago’s (“City”) Office of Underground Coordination, for
review by its members. NS-PGL Init. Br. at 36-37; Hayes Sur., NS-PGL Ex. 49.0 Corr.,
5:100-116. Following such detailed planning, AMRP construction began in May 2011. Id. at
6:140-143. In the first year of construction as Staff indicates (Init. Br. at 20), there were issues
that arose regarding certain permitting, coordination, and material delivery issues. This
information is not new as it was raised in Peoples Gas 2011. See Peoples Gas 2011 Order,

pp. 15-16. It is disingenuous for Staff to claim now that such issues exist when its only

! Because the AG and CUB-City reply on Staff testimony to support their positions, by responding to Staff’s
arguments, Peoples Gas also responds to the arguments of the AG and CUB-City.
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engineering witness in Peoples Gas 2011 was not assigned to review AMRP in that case, the
largest item on Peoples Gas’ Schedule F-4. Seagle Tr., 2/7/13, 627:9-14. However, setting aside
Staff’s review of AMRP in Peoples Gas 2011, the evidence demonstrates that Peoples Gas
resolved these issues, which did not occur during 2012, the first full year of construction. Hayes
Sur., NS-PGL Ex. 49.0 Corr., 10:214-11:245; Buxton Tr., 2/5/13, 345:4-349:14, 350:14-351:4.
Thus, Staff’s claim that “there is no evidence that Peoples Gas can solve its AMRP problems” is
wrong. Staff Init. Br. at 18.

Staff also claims that the actual amount of work completed to date is “irrelevant” and
what is important is the amount of projected and budgeted work that is not accomplished. Staff
Init. Br. at 19-20. This argument defies logic as it is unclear how actual work is both irrelevant
and indicative of AMRP’s progress at the same time. However, the facts demonstrate that
Staff’s argument must fail. The following chart depicts the progression of AMRP work for 2011

and 2012, the first 20 months of construction:

2011 2012 Total
New Gas Mains | 155 132 287
Installed (miles)
Old Mains | 24 118 142
Retired (miles)
Miles Restored | 85.3 141.6 226.9
New  Service | 10,330 13,289 23,619
Pipes
New Meter | 14,004 28,168 42,172
Regulator Sets
High  Pressure | 0.7 3.5 4.2
Steel
Interstation
Main Installed
(miles)

Hayes Sur., NS-PGL Ex. 49.0 Corr., 6:142-7:148, 7-8:162. Except for new mains installed, all

2012 construction totals exceed 2011 construction totals, the first year of construction for
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AMRP. See NS-PGL Init. Br. at 37. AMRP included a five-year ramp up period, which the
Commission acknowledged in approving Rider ICR in 2010, and Peoples Gas has demonstrated
that it is ramping up AMRP deployment. Averaging the remaining amount of main to be retired
at December 31, 2010, over the remaining 19 years of the program, 97 miles of main a year
needs to be retired. Buxton Tr., 2/5/13, 339:7-11. Peoples Gas surpassed that amount in 2012
and there is no evidence that Peoples Gas will not continue to meet or exceed that amount. Id.
Finally, CUB-City refer to the actual work completed in 2009 and 2010, however, the
construction in those years are outliers and were not part of AMRP. CUB-City Init. Br. at 20.
As Mr. Hayes explained, the level of capital spending for main replacement for those years was
significantly curtailed in response to the late 2008 financial crisis and continuing economic
uncertainty since then. Hayes Dir., PGL Ex., 5:98-100; see also Peoples Gas 2009 Order,
pp. 12-14. Further, AMRP construction began in 2011. Finally, CUB-City’s analysis of AMRP
work completed to date at page 20 of their Initial Brief is incomplete as they fail to discuss the
significant work completed in 2012.

With respect to Staff’s claims regarding Peoples Gas’ ability to achieve the amount of
work forecasted (Staff Init. Br. at 19-20), Peoples Gas established that it intentionally set more
aggressive installation goals in the first two years of construction in order to gain the necessary
momentum that is critical to success. Hayes Sur., NS-PGL Ex. 49.0 Corr., 9:208-10:213. As
experienced in the second year of AMRP construction, the number of field retired miles of cast
iron and ductile iron main, the number of service pipes, the number of meter regulator sets, and
the amount of final restoration have all increased significantly over the first year of AMRP
construction despite the fact that Peoples Gas has to curtail some work due to unforeseen events

and costs. 1d.; Hayes Sup. Dir., NS-PGL Ex. 21.0, 2:44-3:56, 3:57-4.81, 4:82-5:104. Peoples
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Gas’ ability to schedule AMRP projects will be discussed further in Section IV.C.2.b.(ii) of this
Reply Brief.

In an effort to bolster its “investigation”, Staff refers to Staff witness Mr. Stoller’s
testimony from Peoples Gas 2009, where Staff also recommended a separate proceeding be
initiated. In rejecting Mr. Stoller’s recommendation, the Commission stated:

Thus, we remain unconvinced regarding Mr. Stoller‘s assertion that approval of

the plan be contingent on a separate docketed proceeding. Indeed, we note that

Mr. Marano testified that Jacobs and PGL have examined the initial actions

needed to begin the accelerated program and carry it through the ramp-up period.

He further explained that the tasks outlined in the implementation program are

starting up.

Peoples Gas 2009 Order, p. 195. The Commission was aware of the ramp up period of which
Peoples Gas is in year three of five as indicated by the actual work performed to date above and
acknowledged by Mr. Buxton on cross-examination. Buxton Tr. 2/5/13, 332:16-334:6.
Therefore, Staff’s recommendation is at best premature given the significant results made in
2012 as Peoples Gas ramps up AMRP activity pursuant to its plan.

Finally, Staff claims that the cost of its proposed investigation would be $2.5 million,
which would be recoverable from customers as allowed under Section 8-102. Staff’s estimate is
incomplete as it does not account for the associated costs for the third party to perform the
investigation, such as expenses for travel, meals, hotels, and other miscellaneous expenses.
Hayes Sur., NS-PGL Ex. 49.0 Corr., 20:452-456. Also, Staff’s estimate does not include the
direct costs of Peoples Gas employees and consultant employees that support AMRP that would
aid in the investigation. Id. at 20:457-21:464. When all these costs are accounted for, the actual
cost of Staff’s proposed investigation would be $3.5 million. Id. at 21:464-465.

For all these reasons and the reasons set forth in the Utilities’ Initial Brief (at 26-38), the

Commission should reject Staff’s recommendation for a Section 8-102 Investigation.
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ii. Staff’s Adjustments to Rate Base for 2012 and 2013
AMRP projects are Contrary to the Record and Law

Staff is proposing to reduce Peoples Gas’ rate base by $95.794 million for 2012 AMRP
project costs and by $122.8 million for 2013 AMRP project costs. Staff Init. Br. at 22. Staff
claims that Peoples Gas is incapable of scheduling the AMRP work required for the 20-year
program. Id. at 21-26. Peoples Gas has demonstrated that it is not only capable of scheduling
the AMRP project on a year-to-year basis but that it has a 20 year plan in place. Hayes Sur.,
NS-PGL Ex. 49.0 Corr., 14:300-15:343, 22:497-25:559. Furthermore, as discussed in the
Utilities’ Initial Brief (at 32-33) and below, Peoples Gas has proven that it can respond to
unforeseen costs when they arise. As such, Staff’s adjustments should be rejected as they would
be disallowing costs that were or will be prudently incurred, reasonable in cost, and used and
useful in providing customer service.

Staff claims that Peoples Gas’ scheduling processes are inadequate given the supposedly
poor progress Peoples Gas has made when compared to its forecasted work to complete. Staff
Init. Br. at 24. Staff’s argument fails not only in light of the actual work completed in the first
20 months of construction as described in the Utilities’ Initial Brief (at 37) and in
Section IV.C.2.b.(i) of this Reply Brief, but also based on its established 20-year AMRP plan and
the aggressive strategy in place in the early years to ensure that AMRP gains the appropriate
momentum. Peoples Gas developed a detailed AMRP Construction Strategy and a 20-year
deployment plan based on 5-year rolling periods. Hayes Sur., NS-PGL Ex. 49.0 Corr.,
14:303 - 15:343. Based on the zonal approach, Peoples Gas’ service territory is delineated into
three shops with a breakdown of AMRP projects per shop. Hayes Sur., NS-PGL Ex. 49.0 Corr.,
14:303 - 15:343, 22:503-505. Projects are then scheduled based on known drivers such as

system needs, public improvement opportunities, community events, and street resurfacing

35



projects. 1d. at 23:514-516. Peoples Gas then sets project milestones upon which it works
closely with winning contractors to establish a detailed block by block schedule. Id. at
23:518 - 24:536. Thus, Staff’s claims that construction work is left to the discretion of the
contractors is incorrect. Staff Init. Br. at 23. In fact, Peoples Gas has final approval over the
contractor schedules to ensure they remain in line with the established milestones. Hayes Sur.,
NS-PGL Ex. 49.0 Corr., 24:537-547. Given variables such as coordination with the City’s
public improvement and resurfacing projects and community events, it is impractical and
impossible for Peoples Gas to create a detailed 20-year schedule for every street in its service
territory.

Staff also claims that Peoples Gas does not have a process in place to track the progress
of AMRP and that there is no oversight of its contractors. Staff Init. Br. at 24-25. Again Staff is
incorrect. Under Peoples Gas’ plan, each contractor submits weekly updates to the project
management office (“PMOQO”) progressing all the activities on their portion of the detailed
schedule. Hayes Sur., NS-PGL Ex. 49.0 Corr., 24:548-549. In turn, the PMO then does a
schedule analysis on each contractor to see if the milestone dates will be impacted. Id. at
24:549-550. Peoples Gas’ 2011-2012 AMRP Construction Strategy White Paper (NS-PGL
Ex. 49.2) and its Five Year Construction Plan White Paper (Staff Ex. 20.0, Attachment 20.02)
identify the plan of work to be accomplished in future years. Id. at 25:552-553. Each year that
construction work is bid and awarded will follow the very detailed planning process explained by
Utilities witness Mr. Hayes. Id. at 25:555-557, NS-PGL Ex. 49.5. Peoples Gas demonstrated
that it has appropriately developed a schedule for AMRP deployment for the short term as well

as the long term. Furthermore, Peoples Gas appropriately tracks contractor work. Based on the
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foregoing, Staff’s assertion that Peoples Gas has provided “vague generalizations” on how it
provides guidance to contractors falls flat. Staff Init. Br. at 24.

Further, Staff claims that Peoples Gas is not meeting scheduled work as a basis for its
adjustment. Id. The AG claims that customers are receiving less plant for more money and
Peoples Gas has to demonstrate that it can appropriately manage costs. AG Init. Br. at 20-21.
These arguments must be rejected for several reasons. First, as discussed in Section IV.C.b.(i) of
this Reply Brief, in the early years of AMRP, Peoples Gas intentionally set more aggressive
installation goals in the first two years of construction in order to gain the necessary momentum
that is critical to success. Hayes Sur., NS-PGL Ex. 49.0 Corr., 9:208 - 10:213. Second, Mr.
Seagle agrees that the amount of 2012 AMRP projects costs included in rate base reflects the
actual work completed. Seagle Tr., 2/7/13, 627:1-7.

Staff’s adjustment results in disallowing 2012 AMRP costs that have been prudently
incurred, are reasonable in cost, and used and useful in providing customer service. It has long
been the law in Illinois that when the utility provides a prima facie case as to its prudence
generally, as it did here (see, e.g., NS-PGL Init. Br. at 28-38), the burden of going forward with
the evidence for disallowing the utility’s proposed rates shifts to those proposing adjustments.
NS-PGL Init. Br. at 94-95. The Commission may disallow costs only if record evidence shows
the utility’s business decisions to have been unreasonable, or if the amounts spent thereon were
shown to have been not prudently incurred. BPI v. lllinois Commerce Comm’n, 279 Ill. App. 3d
824, 829-830, 665 N.E.2d 553, 557 (1% Dist. 1996). See also Citizens Utility Bd. v. Illinois
Commerce Comm’n, 166 Ill. 2d 111, 121, 651 N.E.2d 1089, 1095 (1995) (“In setting rates, the
Illinois Commerce Commission must determine that the rates accurately reflect the cost of

delivery service and must allow the utility to recover costs prudently and reasonably incurred”).
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The Utilities have established that the AMRP costs are reasonable, prudently undertaken and
used and useful in providing utility service. Staff’s adjustment is contrary to the well-established
law that is even cited by Staff witness Mr. Seagle himself.

Finally, Peoples Gas has demonstrated that it can manage costs. In supplemental direct
testimony, Peoples Gas explained why it had to adjust both the 2012 AMRP budget and
scheduled work. See NS-PGL Init. Br. at 31-32. Apparently, the AG would have wanted the
2012 costs to balloon to $262 million. Neither Staff nor intervenors argue that Peoples Gas
when forecasting 2012 work should have

. predicted it would encounter rock at depths that interfered with the placement of

pipe and valve clusters, requiring major rock excavation or that the City would
require deep shoring for certain excavations, which typically is not required; see
Hayes Sup. Dir., NS-PGL Ex. 21.0, 2:42-6:115; NS-PGL Init. Br. at 31-32;
. predicted the City Department of Transportation would issue new regulations; Id.;
. known that the field conditions encountered in the areas and facilities where the
AMRP work has taken place would not be as indicated on as-built documents; 1d.;
and
. known that a cross bore program would be warranted. Id.
To make such arguments would be nonsensical. Staff and intervenors did not rebut Peoples Gas’
testimony regarding these unforeseen events. To argue now that Peoples Gas did not meet the
scheduled 2012 work or that Peoples Gas cannot manage the project costs is disingenuous.
Further, the record does establish that Peoples Gas can respond to unexpected costs and still

make great strides towards completion of AMRP.
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iii. The Calculation of Staff’s Adjustments to
Rate Base is Seriously Flawed.

As explained in the Utilities’ Initial Brief (at 34-35), Staff’s calculation of its adjustments
to rate base for 2012 and 2013 projects is seriously flawed. Nothing in Staff’s Initial Brief

(at 17-28) saves these poorly calculated and conceived adjustments.

iv. Peoples Gas Needs Appropriate Rate Recovery
in Order to Continue to Invest in AMRP.

In their Initial Briefs, both the AG and CUB-City question Peoples Gas’ commitment to
AMRP and claim that Peoples Gas no longer considers itself required to complete AMRP. AG
Init. Br. at 23; CUB-City Init. Br. at 18-23. The AG and CUB-City arguments regarding Peoples
Gas ability to recover AMRP costs should be rejected for several reasons. First, these arguments
are dispelled by the simple fact that Peoples Gas spent $228.5 million in 2012 and is forecasting
to spend $220.75 million in 2013 — all after Rider ICR was reversed by the Appellate Court.??
This is far from expressing “commitment issues” as the AG claims.

Second, in approving Rider ICR in Peoples Gas 2009, the Commission stated:

We find on the entirety of this record in this case, that Rider ICR reflects a

“unique” system needing improvement (Marano testimony); a pressing public

concern of “extraordinary” circumstance (City); a necessary safety initiative

(Staff); a worker safety benefit (Union); and, a fluctuating cost matter (AG and

Marano). The City of Chicago has it right. The Commission is in the position of

removing disincentives to the acceleration of system modernization and it is the

record that compels us to this end. All of what we have reviewed presents such an

extraordinary and unique circumstance as upon which we might properly and
should pragmatically exercise our legal authority to approve Rider ICR.

Peoples Gas 2009 Order, p. 178. Thus, the Commission acknowledged that fluctuating costs
was a factor in approving Rider ICR. This has not changed because Rider ICR was overturned.

Peoples Gas cannot afford to maintain such large investments if its rate base is reduced based on

22 people ex rel. Madigan v. Illinois Commerce Comm’n, 2011 IL App (1%) 100654, 958 N.E.2d 405 (2011), appeal
denied, 963 N.E.2d 246 (lIl. 2012).
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unsupported adjustments as proposed by Mr. Seagle and Staff and intervenors positions
regarding year-end rate base. Schott Reb., NS-PGL Ex. 22.0 2" Rev., 6:102-106. Peoples Gas
cannot keep to its planned levels of investing in its system without a cost recovery that, over
time, meets the costs of those investments. Id. at 6:107-109. This cannot occur if costs that are
prudently incurred, reasonable in cost, and used and useful in providing utility service are
excluded from rate base as Staff proposes. Significant under-recoveries also can erode the
ability of a utility to raise capital at a reasonable cost. Id. at 6:109-110.

Third, the CUB-City argument that the Utilities cannot assure the safety of the system is a
red herring and disingenuous because CUB-City also apparently are adopting Staff’s adjustments
to AMRP. CUB-City Init. Br. at 19. The AMRP is a program that enhances safety and
reliability to Peoples Gas’ customers. It identifies and replaces those segments of main that may
have the highest risk. Hayes Dir., PGL Ex. 14.0, 6:119-7:154; Hayes Tr. 2/5/13 198:10-17.
CUB-City appears to be seeking a 100% guarantee in the safety of Peoples Gas system. CUB-
City Init. Br. at 19. However, as Mr. Hayes explained, there can be no absolute guarantee as
there are inherent risks in any system. Hayes Tr., 2/5/13, 197:1-7.

Finally, Peoples Gas explained in its Initial Brief (at 30) all the benefits associated with
the AMRP. The AMRP enhances safety and reliability of service for customers. Hayes Reb.,
NS-PGL Ex. 34.0 2:47-3:51. Additional benefits of the AMRP include enhanced public safety
for both Peoples Gas’ customers and crews, construction and Operating and Maintenance cost
savings, job creation, reduced environmental impact and increased functionalities with the higher
pressure system. Id.; see also Hayes Dir., PGL Ex. 14.0, 7:155-8:179; Peoples Gas 2009 Order,
pp. 169, 172. Further, without the ability to recover its AMRP investments, at risk are (1) 500

recently created highly skilled jobs; (2) the employment of 120 Gas Workers Union Local 18007
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field personnel to offset the added AMRP manpower support; and (3) the new apprenticeship
program. Schott Reb., NS-PGL Ex. 22.0 2" Rev., 7:132-138. Failure to allow Peoples Gas to
adequately recover these costs as it is allowed to do for all plant investment would jeopardize

such an important program. See UWUA Local 18007 Ex. 1.0, 4:70-5:96, 6:121-7:133.

V. Conclusion

For all the foregoing reasons and the reasons set forth in the Utilities’ Initial Brief
(at 26-38), Staff’s proposed adjustments to rate base related to 2012 and 2013 AMRP projects
should be rejected as unsupported by the record. Furthermore, Staff’s proposed Section 8-102

Investigation, which is supported by the AG and perhaps by CUB-City, must be rejected.

C. Construction Work in Progress (PGL)

As the Utilities noted in their Initial Brief, AG witness Mr. Effron opposes inclusion in
rate base of $36.2 million of CWIP related to AMRP projects. The substance of Mr. Effron’s
objections was refuted in that Initial Brief. NS-PGL Init. Br. at 38-39.

Little that is new appears in the AG’s Initial Brief on this subject. Setting aside the AG’s
inflammatory language, there is no substance to its argument. In fact, the AG does not even
address the statute that is directly on point — Section 9-214(e) of the Act, 220 ILCS 5/9-214(e).
Section 9-214(e) is specifically applicable to CWIP, and provides that “the Commission may
include in the rate base of a public utility an amount for CWIP for a public utility’s investment
which is scheduled to be placed in service within 12 months of the date of the rate
determination” without any necessity that the short-term CWIP be shown to be used and useful.
Hengtgen Reb., NS-PGL Ex. 27.0, 34:738-750. Additionally, Staff agrees that the AG
“advocates too strict a test to determine if CWIP should be included in rate base by using a

December 31, 2013 as the date by which CWIP must be placed in service.” Staff Init. Br. at 28.
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Staff also notes that the AG’s position is contrary to the Act and offers no support that CWIP
will not be placed into service within 12 months of the date of rate determination in this
proceeding. Id. at 28-29. Therefore, the AG’s argument falls flat. CWIP related to the AMRP is

expected to be placed in service in 2013 or early 2014. AG Cross EX. 6.

d. Non-Union Wages (see also Section V.C.2)

See Section V.C.3 of the Utilities’ Initial Brief and this Reply Brief.

e. Capital Costs for Non-AMRP Gas Services

The Utilities’ Initial Brief address the arguments included in Staff’s Initial Brief
(at 29-30). See NS-PGL Init. Br. at 40. The Utilities will not repeat those arguments here.
Inclusion of the corrected amounts for Non-AMRP Gas Services in the 2013 Peoples Gas rate
base is proper as the amount is conservative and more reflective of Peoples Gas’ actual
experience. The Utilities will respond to one Staff argument. Staff claims that correcting this
amount in surrebuttal testimony prejudices other parties who do not have an opportunity to
review the corrected amount. Staff’s argument falls flat. Staff and intervenors did have an
opportunity to review and respond to the corrected Non-AMRP Gas Services amount as robust
discovery occurred after the Utilities filed surrebuttal, and there was an the opportunity to cross
examine the appropriate Utilities” witness. For example, Staff witness Seagle reviewed Utilities
witness Mr. Hoops’ testimony concerning the Calumet System Upgrade and agreed that the
project should be included in rate base. See NS-PGL Cross Ex. 13; Seagle Tr., 2/7/13, 637:5-15.
Staff witness Mr. Kahle reviewed Utilities witness Mr. Hengtgen’s surrebuttal and agreed with
the alternative proposal for pass-through taxes in the lead-lag study. NS-PGL Cross Ex. 1. Both
discovery and cross-examination occurred. Id. Furthermore, Staff’s argument is somewhat

hypocritical. Staff did not take a similar position with respect to Staff’s motion for leave to file
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the Supplemental Rebuttal Testimony of Daniel Kahle, Staff Ex. 23.0, which revised a proposed
adjustment to North Shore’s Plant in Service to reflect actual 2012 data, served approximately
25 hours before the Utilities” surrebuttal testimony was due. Additionally Staff and intervenors
did not object to the Utilities reflecting 2013 bonus depreciation, reducing rate base, based on the
passage of the American Taxpayer Relief Act of 2012 in January 2013. Therefore, Staff and

intervenors have not been precluded from reviewing such data.

3. Cash Working Capital

a. Pass-Through Taxes

Staff and the AG continue to advocate setting the revenue lag for pass-through taxes and
energy assistance charges (“EAC”) to zero days. Staff Init. Br. at 30; AG Init. Br. at 30-37.
CUB-City now join in this recommendation. CUB-City Init. Br. at 23-24. The Utilities’ Initial
Brief (at 41-50) has already addressed the proposal of Staff and the AG to reduce the lag days for
pass-through taxes. However, if the Commission continues to believe that lag days for pass-
through taxes and EACs should be set to zero, in the alternative, it should adopt the Utilities’
proposal to net the revenue lag days for pass through taxes against the expense lead days for such
taxes and charges. Staff agrees with this alternative, however, the calculations in App. A and
App. B of Staff’s Initial Brief do not reflect the adjusted lead times. Staff Init. Br. at 30;
NS-PGL Cross Ex. 1.

Having addressed the arguments of Staff and intervenors in their Initial Brief, the Utilities
will not repeat those arguments here. However, the Utilities will respond to one portion of the
AG’s argument. The AG dedicates several pages of its Initial Brief confirming that AG witness
Mr. Brosch uses the lead days that the Utilities propose and that the Utilities somehow attempt to

criticize the use of these lead days based on the schedules Utilities witness Mr. Hengtgen
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sponsored in rebuttal testimony (NS-PGL Exs. 27.12P, 27.13P 27.12N and 27.13N). However,
the purpose of the schedules was not to discredit Mr. Brosch’s use of lead days, with which the
Utilities clearly agree. Hengtgen Sur., NS-PGL Ex. 43.0, 22:492-504. The purpose of the
schedules is to demonstrate the fundamental flaw of reflecting zero lag days for pass-through
taxes and EACs. Through the use of these schedules, the Utilities have demonstrated for each
tax and charge that they do not hold the amounts collected as long as the Staff and AG claim
when they remove the effect of the revenue lags. Hengtgen Reb., NS-PGL Ex. 27.0,
17:369 - 22:476. It is only when the lead days and the lag days are both used in the lead-lag
study is the actual experience of the Utilities’ collection and payment of such taxes and charges
reflected.

For all the reasons stated herein and in the Utilities’ Initial Brief (at 41-50), the
Commission should reject Staff and intervenor arguments setting the revenue lag for
pass-through taxes and EACs to zero. In the alternative, the Commission should adopt the
Utilities” proposal to net the revenue lag days for pass through taxes against the expense lead

days for such taxes and charges. Staff agrees with this alternative, as noted above.

b. Pension/OPEB

Staff continues to argue that a lead value reflecting the intercompany billing amount
should be used for pension and OPEB expense. Staff Init. Br. at 31. CUB-City have adopted
Staff’s position. CUB-City Init. Br. at 25. The AG continues to argue that the lead value for
other operations and maintenance expense should be used for Pension and OPEB. AG Init. Br.
at 37-40. The Utilities’ Initial Brief has already addressed the fact that both of these proposals
are flawed and as such should be rejected. NS-PGL Init. Br. at 50-51. The Utilities will not

repeat those arguments here. The Utilities would only note, in addition, that the Commission has
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already twice rejected AG’s witness Mr. Brosch’s proposal in Docket No. 10-0467, ComEd’s
2010 rate case (“ComEd 2010”) and Docket No. 11-0721, ComEd’s 2011 formula rate filing
(“ComEd 2011”). ComEd 2010 Order at 47-48; ComEd 2011 Order at 51. Nothing in the Initial
Briefs of Staff or the AG adds support to its proposal to assign a lead day value to pension and

OPEB expense in the lead-lag study.

C. All Other

The Utilities are unaware of any other issues related to cash working capital.

4, Retirement Benefits, Net

As discussed in the Utilities’ Initial Brief, based on the updated data presented in the
Utilities’ rebuttal: (1) under the end of year rate base method, Peoples Gas has a pension asset
and North Shore has a pension liability; and (2) under the average rate base method, both of the

Utilities have pension assets.”®

End of Year Rate Base Method | Average Rate Base Method
Peoples Gas Pension asset $64,662,000 Pension asset $83,705,000
North Shore Pension liability $865,000 Pension asset $478,500

NS-PGL Init. Br. at 52.%*

Staff, the AG, and CUB-City oppose inclusion of the pension asset(s) in rate base, while
only Staff proposes inclusion of the North Shore pension liability, if any (i.e., in the year end rate
base scenario), which CUB-City opposes and the AG has not supported. Staff Init. Br. at 32-40;

AG Init. Br. at 40-42; CUB-City Init. Br. at 25-27.

2 The average and end of year rate base methods are discussed in Section IV.C.1 of the Utilities’ Initial Brief and

this Reply Brief.

% In the scenario where rate base is calculated based on the attempted compromise method of using a rate base
based on the average of the second half of 2013, Peoples Gas has a pension asset of $74,184,000 and North Shore
has a pension liability of $193,000. Hengtgen Sur., NS-PGL Ex. 43.0, 10:217-223; NS-PGL Ex. 27.6P, line 11,
col. B less (75% times (line 11, col. B less line 11, col. C)); NS-PGL Ex. 27.6N, line 11, col. B less (75% times
(line 11, col. B less line 11, col. C)).
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Staff, the AG, and CUB-City together make the following three arguments for exclusion
of the pension asset(s):

Q) The pension asset(s) were paid for by customers, not shareholders, and therefore

the Utilities should not earn a return on the pension assets. Staff Init. Br.
at 33-36; CUB-City Init. Br. at 25.
2 Past Commission Orders so found, and one of those Orders was affirmed by the
Appellate Court. Staff Init. Br. at 38-40; CUB-City Init. Br. at 25-26; AG Init. Br.
at 40-42.
3) The Utilities have presented no new facts in support of their position. Staff Init.
Br. at 40; CUB-City Init. Br. at 25.
Staff also, inconsistently, argues for inclusion of the North Shore pension liability, if any, even
though that is contrary to the prior Orders and Staff does not even claim to have presented new
facts to support that proposal.

Thus, the main question is whether the Utilities have shown new facts so as to warrant
inclusion of the pension asset(s) in rate base. They have. Moreover, Staff has made multiple
statements in its Initial Brief that undercut the claim that customers paid for the pension asset.
Meanwhile, Staff’s proposal regarding a North Shore pension liability is without merit.

The Utilities made five points in their Initial Brief. The first two points are: (1) as a
matter of law, customers pay for service, not for utility assets; and (2) the Utilities in fact own
the pension asset(s). NS-PGL Init. Br. at 53. Staff has made two responses. Staff argues that it
does not matter that a utility owns an asset, if the utility did not pay for the asset, because then
the utility is not entitled to a return on the asset. Staff Init. Br. at 33-34. Thus, Staff’s first

response depends on whether customers paid for the pension asset(s), which is discussed below.
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Staff’s second response, of sorts, is Staff’s throw-away comment that it does not “concede” that
the Utilities own the asset(s). Staff Init. Br. at 34 (with no supporting citations on this point).
The Utilities presented uncontradicted evidence that they own the pension asset(s). Phillips
Reb., NS-PGL Ex. 31.0, 12:258-261. Staff presented no counter-evidence. The AG and
CUB-City have not denied that the Utilities own the pension asset(s).

The third point in the Utilities’ Initial Brief is (3) customers, by paying their bills, do not
pay for the pension asset(s), because the bills customers pay are based on the accrual of pension
expense (i.e., they do not include future pension obligations that have not yet been recognized).
NS-PGL Init. Br. at 53. Staff and CUB-City claim that customers paid for the pension asset(s)
(and the AG does so implicitly by citing past Orders to that effect), but they do not really explain
how customers supposedly pay for the pension asset(s), as discussed further below, and,
specifically, they do not refute the fact that the bills customers pay are based on the accrual of
pension expense. Not only that, but Staff’s Initial Brief (at 36) itself states that what customers
pay is for the accrual of pension expense. That statement undercuts the claim that customers

paid for the pension asset(s). A pension asset exists when cumulative funding exceeds the

cumulative amount of recognized pension expense. Phillips Reb., NS-PGL Ex. 31.0, 10:218 -
11:230. That is why the term “prepaid pension” (or prepaid pension expense) sometimes is used
to refer to a pension asset. E.g., id. at 11:224. Customers did not pay for the excess by which
cumulative pension funding exceeds cumulative recognized pension expense. That means they
did not pay for the pension asset.

Staff counter-argues that the pension plans are under-funded, and asserts that that means
the pension asset(s) is/are nothing more than regulatory assets reflecting amounts that customers

are expected to pay in the future for currently unrecognized future pension expense. Staff Init.
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Br. at 34-35. To begin with, Staff witness Ms. Pearce expressly stated that her claim that there is
not a pension asset due to under-funding was not a basis of her position. Pearce Dir., Staff
Ex. 4.0, 3:57-66. In any event, Staff’s position is wrong, for many reasons.

The pension plans are “under-funded” on a Generally Accepted Accounting Principles
(“GAAP”) basis, which simply means that projected benefit obligation is larger than the fair
market value of assets in the pension trust at the reporting date, i.e., at the reporting date, they do
not have enough assets to cover 100% of the projected future pension obligations, but (1) that
does not mean that there is no pension asset, because a pension asset as calculated by the Utilities
is the excess of funding over recognized pension expense (the proper method, as discussed above
and supported further below); and (2) it does not mean that customers paid for the pension asset
which is a result of excess funding compared to the pension expense recognized. Staff’s position
Is incorrect and it is contrary to GAAP. The testimony of Utilities witness Ms. Phillips, who is
an experienced benefits accounting expert (Phillips Dir., PGL Ex. 11.0, 2:39 — 3:56), makes all
of those points clear.

Q. Ms. Pearce stated that, while it was not a basis of her proposed
adjustment, she believes that the Utilities do not have pension assets.
Do you agree with Ms. Pearce that no pension asset exists?

A. No, | do not, subject to the update as to North Shore I discussed earlier.
As described in my testimony, the “pension asset” defined by the Utilities
equals the amounts contributed by the Utilities less the amounts
recognized in cost. Ms. Pearce opines that no “pension asset” actually
exists because the plan has an underfunded status. The underfunded status
of the plan does not negate the fact that the Utilities” contributions have
exceeded amounts recognized in expense. Referring to NS-PGL EXs.
31.2N and P, the OPEB liability that has been included in the Utilities’
rate base (line 25) includes the net of the unfunded status of the plan (lines
14 - 19) and the amounts reclassified as regulatory assets (lines 20 — 24).
The net of these two items is referred to as the “OPEB liability”. In
parallel, the net of the same items for the pension plans is referred to as the
“pension asset”. Ms. Pearce herself referred to the Peoples Gas pension
asset as a pension asset in her rebuttal testimony in the Utilities’ 2007 rate
cases (Docket Nos. 07-0241/0242 (cons.), Staff Ex. 14.0, p. 22) and in her
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direct and rebuttal testimony in the Utilities’ 2009 rate cases (e.g., Docket
Nos. 09-0166/0167 (cons.), Staff Ex. 2.0, p. 3; Staff Ex. 16.0, p. 3). So
did Staff witness Theresa Ebrey in her direct and rebuttal testimony in the
Utilities” 2011 rate cases (e.g., Docket Nos. 11-0280/0281 (cons.), Staff
Ex. 3.0, p. 3; Staff Ex. 12.0, p. 3). Neither Ms. Pearce nor Ms. Ebrey
testified that Peoples Gas did not have a pension asset. Although the
numbers have changed from case to case, the applicable accounting
principles have not. The contention of Ms. Pearce here that there is no
pension asset, which is based on taking into account the unrecognized
liabilities but rejecting the associated regulatory asset in the calculation, is
arbitrary and one-sided and is not consistent with GAAP. In discovery,
Ms. Pearce has acknowledged that if a person or entity has saved money to
pay amounts they will owe in the future (such as a parent saving for a
child’s future college education), and the amount saved is less than 100%
of the amounts they will owe, the amount saved is an asset. See Ms.
Pearce’s responses to data requests PGL-NS 3.16, 3.17.

Phillips Reb., NS-PGL Ex. 31.0, 13:274 — 14:302.

Q.

Ms. Pearce indicated in her direct testimony that her proposed
adjustments were not based on whether the Utilities have pension
assets, but her rebuttal continues to argue that an “underfunded”
pension fund, meaning one that has not yet fully funded future
unrecognized liabilities, means there is not a pension asset. Is her
view correct?

No, her view is not consistent with GAAP accounting and is incorrect for
the reasons | discussed in my rebuttal testimony. If a parent has put away
money for a child’s college education, but not enough to cover 100% of
the expected costs, that does not mean that the money put away is not an
asset. Similarly, if a utility has prepaid pension expense (as reflected in a
pension asset, properly defined), the fact that less than 100% had been
prepaid does not mean that the amount prepaid is not an asset. Moreover,
customers benefit from the prepaid pension expense because it reduces
future pension expense. Her reference to the pension asset calculation as
“novel” is incorrect and unsupported. Her theory that customers are being
required to pay a return on amounts they will pay to the utility in the
future also is incorrect. She reaches that conclusion only by treating
unrecognized future liabilities, the “underfunded” portion, as a subtraction
in order to deny there is a pension asset. The regulatory asset for future
recoveries is an offset to the unrecognized future liabilities. Also, Ms.
Pearce’s rebuttal does not provide what | would consider a convincing
explanation for her and Staff witness Ms. Ebrey’s past testimony referring to
Peoples Gas as having a pension asset. The subject of whether the Utilities have a
pension asset may be addressed further by the Utilities in briefing based on past
Commission orders.
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Phillips Sur., NS-PGL Ex. 47.0, 6:111-131.%

The fourth point in the Utilities’ Initial Brief is (4) as Staff witness Ms. Pearce has
acknowledged, normal operating revenues of a utility include amounts collected through rates to
repay the utility’s cost of capital, and the portion of amounts collected from customers that ends
up as net income is retained earnings, and thus is part of shareholder’s equity, to the extent it is
not paid out in dividends. NS-PGL Init. Br. at 53-54. Not surprisingly, given Ms. Pearce’s
acknowledgement, Staff does not dispute the facts of the fourth point. Nor do the AG and
CUB-City. Indeed, Staff’s Initial Brief (at 33) states that the pension asset is funded by normal
operations, and this appears to be the underlying basis of the Staff, AG, and CUB-City claim that
customers pay for the pension asset(s), other than the additional incorrect Staff theory discussed
above. However, as the evidence makes clear, funds from normal operations include repayment
of the utility’s cost of capital, so the utility’s use of that repayment for pension funding does not
mean that the funding is not capital of the utility. Phillips Dir., PGL Ex. 11.0, 13:288-289;
Phillips Dir., NS Ex. 11.0, 14:294-295; Phillips Reb., NS-PGL Ex. 31.0, 13:264-268.

The fifth point in the Utilities’ Initial Brief is (5) cumulative pension contributions, that is
direct contributions into the trust, have exceeded cumulative recognized pension expense.
NS-PGL Init. Br. at 54. Staff does not appear to disagree but rather to make a separate point
about whether customers had the benefit of negative pension expense. See Staff Init. Br.
at 36-38. Staff’s point is a kind of single-issue ratemaking analysis, in that Staff does not look at
costs as a whole during the period between rate cases, to see whether other cost items were

above, below, or at the level reflected in setting rates. Staff’s point also lacks merit, in any

% Staff does not cite any Commission Order that agrees with the Staff theory that under-funding means there is not

a pension asset. The two times the Commission initially took a view along those lines, the Orders were changed on
that point on rehearing. Commonwealth Edison Co., ICC Docket No. 05-0597 (Corrected Order on Rehearing
Dec. 20, 2006), p. 28; Commonwealth Edison Co., ICC Docket No. 11-0321 (Order on Rehearing Oct. 5, 2012),
pp. 22-25.
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event, because it does not alter that there is a pension asset and, moreover, customers did benefit
from negative pension expense. Phillips Sur., NS-PGL Ex. 47.0, 4:84 — 5:110.

Thus, the facts of the instant case, including the new facts presented by the Utilities® plus
the statements made by Staff’s Initial Brief that in effect support (in whole or in part) points (3)
and (4), justify the Commission’s reconsidering this subject, and, of course, in any event, the
decision must be based on the evidence in the record in the instant Dockets. 220 ILCS 5/10-103;
220 ILCS 5/10-201(e)(IV)(A). CUB-City agrees that the prior Orders on this subject are not res
judicata and that the Commission must decide the pension asset issue based on the record here.
CUB-City Init. Br. at 26. See also discussion of this legal point in Section V.C.1 of this Reply
Brief. CUB-City argues that the past decisions should be given some deference, and that a
departure from them is unreasonable when the facts are substantially the same (CUB-City Init.
Br. at 26), but there are important differences in the facts, as shown above.

In addition, Staff, only, argues for inclusion of the North Shore pension liability, if there
is one (the end of year rate base scenario), in rate base, while CUB-City opposes that view,
noting that it is inconsistent with the past Orders. Compare Staff Init. Br. at 35-36; with
CUB-City Init. Br. at 27; Smith Reb., CUB-City Ex. 2.0, 49:1069-1078. The AG’s Initial Brief,
like the testimony of the AG’s witness, did not explicitly address the point but did not propose
inclusion of the North Shore pension liability.

In the alternative, the Commission should: (1) allow recovery on the Utilities’ pension
contributions in the form of payments into the trusts, specifically, the North Shore contributions

of $4.0 million in 2009 and $11.1 million in 2010, which customers did not fund; or, further in

%6 Point (4) was raised, but not refuted, and it was not addressed by the Order’s findings and conclusions, in Peoples
Gas 2011. NS-PGL Init. Br. at 54. Point (5) rested on new data, although somewhat similar points were made in
some of the prior cases. Id.
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the alternative, (2) exclude the Utilities’ OPEB liabilities from rate base to be consistent.
NS-PGL Init. Br. at 54-55.

Finally, while Staff espouses adherence to the prior Orders as to exclusion of the pension
asset(s) from rate base, Staff inconsistently argues for subtracting the North Shore pension
liability (again, North Shore has a pension liability only if a year-end rate base is approved), even
though that same Staff proposal was rejected in the prior Orders. Staff made the same proposal
in the Utilities’ 2009 rate cases, and the Peoples Gas 2009 Order (at pp. 36-37) rejected it, just as
had occurred in the Utilities’ 2007 rate cases, and Staff has not provided any change in
circumstances or really any basis for a different outcome here. Phillips Sur., NS-PGL Ex. 47.0,
3:55-67. CUB-City’s witness opposed inclusion of the North Shore pension liability in the rate
base calculation if the Peoples Gas pension asset is excluded. Smith Reb., CUB-City Ex. 2.0,
49:1069-1078; see also CUB-City Init. Br. at 27. The AG’s witness did not expressly address
this point, but he also did not propose inclusion of the North Shore liability in the rate base
calculation if the Peoples Gas pension asset is excluded, nor did the AG’s Initial Brief.

The Commission (1) should approve the inclusion of the pension asset(s) in rate base, or
(2) should adopt one of the two alternative positions of the Utilities, but (3) should not adopt the
Staff proposal to exclude the Peoples Gas pension asset but include the North Shore pension

liability in the year end rate base scenario.

5. Net Operating Losses

The AG and CUB-City argue that the effects that the 2012 Net Operating Losses be
excluded from rate base. The AG claims that (1) the Utilities first raised this issue in surrebuttal,
(2) the Utilities state that the 2012 NOLSs relate to the passage of the American Taxpayer Relief

Act of 2012 (the “fiscal cliff” legislation, enacted January 2, 2013); and (3) the 2012 NOLs are
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contrary to Section 287.30 of the Commission’s Rules (83 Ill. Adm. Code § 287.30). AG Init.
Br. at 42-46. CUB-City claim that the Utilities have made inconsistent statements in this
proceeding and in People Gas 2011 and that the 2012 NOLs were known for months. CUB-City
Init. Br. at 28-30. The AG and CUB-City arguments misrepresent the record and demonstrate a
complete misunderstanding of how a consolidated entity claims an NOL of one of its members
for tax purposes, and are legally erroneous. As such, these arguments should be rejected.
Notably, Staff agrees that the effect of the 2012 and 2013 NOLs be incorporated into rate base
and recognizes that failing to do so would be a violation of normalization rules. Staff Init. Br.
at 40-41.
The Utilities addressed many of the AG and CUB-City arguments in their Initial Brief
(at 56-57) and will not repeat those arguments here. However, the Utilities will address certain
statements made by the AG and CUB-City in their Initial Briefs. The AG claims that the first
mention of a 2012 NOL was in surrebuttal testimony. This is simply incorrect. Evidence of the
NOLs are contained in:
. The direct filing in Schedule G-5 where the Utilities reported that: “There is
currently no forecasted net operating loss (“NOL”) deferred income tax asset.
This results from the assumption that while [the Utilities] may be generating
taxable losses, the consolidated group is assumed to be able to use those losses.”
NS Ex. 5.1, Schedule G-5, p. 10; PGL Ex. 5.1, Schedule G-5, p. 10-11.
(Emphasis added)
. Responses to discovery as demonstrated by Staff. See NS-PGL Cross Exs. 12-15.
. Rebuttal testimony where Mr. Stabile acknowledged Peoples Gas was forecasted

to be in a NOL for 2012 but no deferred tax asset existed for 2012 or 2013
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because the consolidated group’s income was forecasted to absorb those losses.
Stabile Reb., NS-PGL Ex. 30.0 Rev., 27:649-652, 28:692-693.

Additionally, the AG’s argument that the Utilities claim to have a 2012 loss as a result of
the passage of the American Taxpayer Relief Act of 2012, which was enacted in January 2013
also fails. The Utilities were already forecasting 2012 NOLs at the time it filed rebuttal
testimony in December 2012. At that time, however, the Utilities were forecasting that the
consolidated group’s income would be able to absorb these losses. Stabile Reb., NS-PGL
Ex. 30.0 Rev., 27:649-652; Staff Cross Exs. 12 and 13. Thus, recognizing a NOL at that time
would be unnecessary and improper.

CUB-City argues that the Utilities have set forth inconsistent positions here and in
Peoples Gas 2011. This argument is a red herring. In Peoples Gas 2011, the test year chosen
was a 2012 future test year. As indicated in the Schedule G-5 in this proceeding, which is also a
future test year,

The financial forecast has been prepared by The Peoples Gas Light and Coke

Company (“the Company” or “PGL”) and presented in accordance with the

guidelines established in the March 1, 2009 AICPA Guide for Prospective

Financial Information. This financial forecast presents, to the best of

management's knowledge and belief, the Company's expected financial position,

results of operations, retained earnings and cash flows for the forecast period.

Accordingly, the forecast reflects its judgment as of December 15, 2011, the date

of this forecast, of the expected conditions and its expected course of action. The

assumptions disclosed herein are those that management believes are significant

to the forecast. There will usually be differences between the forecasted and

actual results, because events and circumstances frequently do not occur as
expected, and those differences may be material.

NS Ex. 5.1, Schedule G-5, p. 1; PGL Ex. 5.1, Schedule G-5, p. 1. (Emphasis added) Forecasts
are subject to change. This is why the Utilities indicated in Schedule G-5 that no NOLs were
being forecasted but would be monitored at every step of the case. NS Ex. 5.1, Schedule G-5,

p. 10; PGL Ex. 5.1, Schedule G-5, p. 10-11; see also Staff Cross Exs. 12 and 13. There is no
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inconsistency. At the time of Peoples Gas 2011, the Utilities were forecasting NOLs for their
2012 future test year based on information known at the time. When the current proceeding was
filed, using the expected position of the Utilities and their consolidated group, no NOLs were
forecasted. Thus, no inconsistency exists.

Further, CUB-City’s argument that 2012 NOLs were known for months shows a
fundamental misunderstanding of how a consolidated group files a tax return. The Utilities are
included in the consolidated United States income tax return filed by Integrys. NS Ex. 5.1,
Schedule G-5, p. 4; PGL Ex. 5.1, Schedule G-5, p. 4. To the extent that the consolidated group
can absorb the NOLs of Peoples Gas and North Shore, no NOLs are needed to be reflected in
rate base. NS Ex. 5.1, Schedule G-5, p. 10; PGL Ex. 5.1, Schedule G-5, p. 10-11; Stabile Reb.,
NS-PGL Ex. 30.0 Rev., 27:649-652; Staff Cross Exs. 12 and 13. CUB-City would have the
Utilities include the effects of NOLs in rate base when information available at the time would
indicate it would be improper to do so.

Finally, the AG’s argument, regarding Section 287.30 of the Commission rules, 83 llI.
Adm. Code § 287.30, is equally without merit and inconsistent with the AG’s own position on
2013 bonus depreciation. While the language of Section 287.30 is unclear, the Utilities’
understanding, based on the language of Section 287.30 and the absence of invocation of
Section 287.30 in their previous rate cases using future test years, in brief, is to prohibit more
than one across the board update (perhaps also including a major update resulting in major
changes) to a utility’s revenue requirement during a future test year rate case.”’ It is not to
prevent the use of new data in isolated instances, and as to updating of individual items it only

has a specific provision regarding updating the rate of return. In fact, Staff has used actual year-

2! The rule arguably is ambiguous about whether this limit includes or excludes across the board updates in
scheduled rebuttal or surrebuttal testimony, but that question need not be addressed here.
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end 2012 data to update one of its adjustments. See Kahle Supp. Reb., Staff Ex. 23.0, 2:26-3:51.
The AG has not cited any past rulings that support the application of Section 287.30 as the AG
proposes. In contrast, updates in surrebuttal are routine.

Even assuming that Section 287.30 somehow were to be applied in the novel manner that
the AG now proposes to an individual item update in surrebuttal, the rule would not support the
AG’s argument. With respect to Section 287.30(b)(2), it was unknown to the Utilities at the time
of their initial filing and rebuttal filing that 2012 NOLs as of year-end would exist. All facts
known to the Utilities indicated that the Integrys consolidated group would be able to absorb the
Utilities” NOLs — Utilities’ testimony, schedules, and data request responses support this fact.
Second, with respect to Section 287.30(b)(3), Staff and intervenors did have an opportunity to
review the 2012 NOLs. There was robust discovery in these consolidated proceedings and it
continued after the filing of the Utilities’ surrebuttal testimony. Therefore, Staff and intervenors
have not been precluded from reviewing such data or unfairly prejudiced. With respect to
Section 287.30(b)(1), the net effect of the changes in the Utilities’ surrebuttal, including but not
limited to the simultaneous rate base reductions based on the update regarding bonus
depreciation, was to reduce the Utilities’ revenue requirements.

Moreover, if the AG’s proposition were true, then, for example, the inclusion of 2013
bonus depreciation to reduce rate base in the Utilities’ surrebuttal, based on the recent change in
law, should be equally barred. The AG, however, did not argue that any update that reduced
revenue requirements be excluded. Finally, the Utilities do not believe that Section 287.30 is
intended to or can override the Utilities’ right to provide proper surrebuttal evidence, which was

established in the case management order and also follows from their right to close the evidence.
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For all the foregoing reasons and the reasons set forth in the Utilities’ Initial Brief, both
the 2012 and 2013 NOLs should be included in rate base. Failure to reflect known 2012 or 2013
NOLs in this proceeding may cause a violation of the normalization rules. Such a violation
would result in the Utilities not being able to claim the rate base-reducing impacts of accelerated
and bonus depreciation. Stabile Reb., NS-PGL Ex. 30.0 Rev., 33:788-796; Stabile Tr. 2/8/13,
777:7-21. The consequences of violating the normalization rules are unrebutted. Further,
because all evidence related to the 2012 and 2013 NOLs are properly within the record, by
arbitrarily allowing 2013 bonus deductions but disallowing NOLs, the Commission actions can
be viewed as purposefully violating the normalizations rules. Thus, if either the 2012 or the
2013 NOLs are excluded from rate base, the Commission should also remove 2013 bonus
depreciation from the computation of ADIT, and if the basis is a ruling that Section 287.30

requires such as to the NOLs, then the Commission must do so.

6. Accumulated Deferred Income Taxes

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

The Utilities’ Initial Brief has already addressed why the AG and CUB-City proposed
methodology to reflect the change in the state (lllinois) income tax rate is incorrect and contrary
to the established methodology determined by the Commission in its Order in ICC Docket
No. 83-0309 (“83-0309 Order”). NS-PGL Init. Br. at 57-67. The Utilities will not repeat those
arguments here. Nothing in the AG and CUB-City’s Initial Brief add support to their arguments
regarding the regarding the Utilities’ use of the Average Rate Assumption Method (“ARAM?”).

First, Staff agrees that the Utilities’ use of ARAM is reasonable. Staff Init. Br. at 42.
CUB-City assert that the Utilities “attempt to undermine the approach of Staff, AG and CUB-

City witnesses” who CUB-City claims support a methodology consistent with the recent
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Commission orders in ICC Docket No. 12-0321, Commonwealth Edison Company’s
(“ComEd’s”) formula rate proceeding (“ComEd 2012”) and ICC Docket No. 12-0293, Ameren
Illinois’ (*Ameren”) formula rate proceeding (“Ameren 2012”). CUB-City Init. Br. at 34.
However, this statement is incorrect. Staff has determined that the use of ARAM is reasonable
and that the AG and CUB-City have not shown reasonable cause to use the partial flow through
methodology® that they advocate. Staff Init. Br. at 42; Pearce Reb., Staff Ex. 14.0, 22:484-489.
Second, the AG and CUB-City argue that the 83-0309 Order is both inapplicable (AG
Init. Br. at 49-50; CUB-City Init. Br. at 34-35) and applicable (AG Init. Br. at 47-48; CUB-City
Init. Br. at 34-35) at the same time. This is nonsensical. The 83-0309 Order applies to the
temporary state income rate change at hand. Interestingly, neither the AG nor CUB-City cite the
Commission’s Finding and Ordering paragraphs in the 83-0309 Order, which finds:

the record herein establishes that the utilization of the so-called weighted
average method, requiring reversals or debits to the accumulated deferred
tax reserve account by applying a weighted average historical tax rate to the
excess of book depreciation for a given asset, appears most appropriate for
ratemaking purposes for_lllinois utilities which utilize deferred tax accounting
in that (a) it is consistent with generally accepted accounting principles and APB
11, (b) it is consistent with the Commission's Uniform System of Accounts, (c) it
appears nonviolative of the IRS's prescription of normalization for utility
ratemaking purposes, and (d) it is fair and equitable to both utility ratepayers and
stockholders, and such uniform treatment for ratemaking purposes of such
deferred tax accounts for Illinois utilities which utilize deferred tax accounting
should be adopted in each utility's next rate filing, unless sooner prescribed by the
Commission; provided, however, that such treatment should be presumptive only
and can be rebutted for good cause shown;

IT IS THEREFORE ORDERED by the Illinois Commerce Commission that
Illinois utilities subject to the Commission's jurisdiction over rates which utilize
deferred tax accounting shall for ratemaking purposes account for reversals
resulting from changes in federal and Illinois corporate income tax rates for
income taxes deferred in prior years at the weighted average rates at which such
deferred income taxes were originally recorded (i.e., by applying a weighted

%8 Both the AG and CUB-City argue that the Utilities’ describe their methodology as a “flow through” method. This
is incorrect as Utilities witness Mr. Stabile refers to their methodology as a partial flow through methodology.
Stabile Reb., NS-PGL Ex. 30.0 Rev., 15:369-371; Stabile Sur., NS-PGL Ex. 46.0, 3:65-4:75.
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average historical tax rate to the excess of book depreciation for given assets);
provided, however, that any accounting change required to conform with the
weighted average method shall not be required until each utility's next rate filing,
unless sooner prescribed by the Commission; and further provided, however, that
such accounting treatment for ratemaking purposes shall be presumptive only and
can be rebutted for good cause shown.

83-0309 Order, 1985 Ill. PUC Lexis 5 at *29-31. (Emphasis added) Contrary to the AG and
CUB-City arguments, the 83-0309 Order makes no qualification that the approved ARAM
methodology applied only to Reagan era tax rate changes or that it only applies to reversals of
excess tax rates. It does make clear that the method shall apply to Federal and State tax changes
and “is most appropriate for ratemaking purposes for Illinois Utilities.”

While arguing that the 83-0309 Order is inapplicable, the AG and CUB-City rely on the
testimony submitted in ComEd 2012. AG Init. Br. at 47-48; CUB-City Init. Br. at 36. However,
ComEd witness Mr. Martin G. Fruehe specifically states that Accumulated Deferred Income Tax
(“ADIT”) balances at December 31, 2010 were remeasured using ARAM as provided in the 83-
0309 Order. AG Cross Ex. 23. Therefore, with respect to temporary differences that originated
in years prior to 2011, ComEd applied its historical regulatory accounting method as outlined in
the 83-0309 Order. Stabile Sur., NS-PGL Ex. 46.0, 17:399 - 18:404. ComEd’s excesses and
deficiencies in deferred taxes related to pre-2011 timing differences will be normalized into rates
applying ARAM. Id.

Furthermore, the record demonstrates that there have been other instances of temporary
changes in state income tax rates in 1989 and 2003. Id. at 18:422-19:426. See also Stabile Reb.,
NS-PGL Ex. 30.0 Rev., 12:283-293. Most notably, the Commission last approved the use of
ARAM for the Utilities in Peoples Gas 2011 to address the passage of the Patient Protection and

Affordability Act of 2010, which changed the effective rate of deferred income taxes on post
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retirement temporary difference.”® Stabile Reb., NS-PGL Ex. 30.0 Rev., 12:292-293. Peoples
Gas 2011 Order, p. 10. The only instance that utilities have deviated from the 83-0309 Order in
over 25 years are in ComEd 2012 and Ameren 2012. Thus, the Utilities are appropriately and
consistently applying ARAM in compliance with the 83-0309 Order, which is still applicable. It
is the AG and CUB-City position that is the inconsistent outlier position and should be rejected.
Third, the use of ARAM is GAAP compliant despite the arguments made by AG and
CUB-City. AG Init. Br. at 53; CUB-City Init. Br. at 36. AG and CUB City reply upon
Accounting Standards Codification (“ASC”) 740, which provides that deferred income taxes are
computed under a liability method. ASC 740 is the codification of Financial Accounting
Standard (“FAS”) 109. FAS 109 was a radical departure from Accounting Principal Board
Opinion No. (“APB”) 11, which was cited in the 83-0309 Order. Stabile Sur., NS-PGL Ex. 46.0,
15:358-16:363. APB 11 allowed for deferred method, such as ARAM, for deferred income tax
accounting, whereas ASC 740 requires the liability method. Id. at 16:366-369. However, this
does not mean that the Utilities are not in compliance with GAAP. GAAP recognizes that a
regulated utility may be ordered to use a different methodology, such as ARAM. In particular,
ASC 980 recognizes that where a utility has a prescribed regulatory method, such as ARAM, and
requires the utility to record the difference between the regulatory method that goes to income
and what would have been the result following ASC 740 as a balance sheet adjustment. Id. at
17:383-389. Therefore, the Utilities are in compliance with GAAP. Finally, CUB-City claim
that their proposed methodology is the “standard utility normalization accounting” (CUB-City
Init. Br. at 33) and the AG claims that their methodology is “the GAAP-required liability method

of tax normalization accounting.” AG. Init. Br. at 53. As explained in the Utilities’ Initial Brief

# n its Initial Brief at 49, the AG implies that because income tax expense was not listed as a contested issue, this
somehow makes this approval inapplicable. However, as indicated, ARAM was approved for the tax rate change
related to the passage of the Patient Protection and Affordability Act of 2010.
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(at 63-64), there is no such concept as “proper normalization accounting as prescribed by
GAAP.”

Fourth, contrary to the AG’s argument, the AG and CUB-City proposed methodology
distorts the cost of service of utility assets across the assets’ in-service life. AG Init. Br.
at 51-52. This distortion occurs because the AG and CUB-City adjustment is based on
originating plant-related book to tax differences related to the repairs deduction that the Utilities
expect to arise in the test year, 2013. Stabile Reb., NS-PGL Ex. 30.0 Rev., 6:141-145. The AG
and CUB-City methodology lowers the cost of service for an estimated future tax benefit in the
initial years of an asset’s useful life, flowing through a benefit to tax expense that is uncertain
and will be realized in a future tax period. Id. at 6:145-149. Because the benefit will not repeat
itself, there is a resulting increase in the carrying cost of the asset. 1d. at 6:149-151. This effect
is demonstrated in NS-PGL Ex. 30.1, where the distortion occurs because of flowing the tax
benefit in year 1 of the asset’s useful life. Id. at 7:152-163. The AG claims that the Utilities’
example is without merit. AG Init. Br. at 51-52. To the contrary, it is the AG’s argument that
defies logic. The AG argues that the continual repetition of a distorted method in every year
somehow eliminates the distortion. Id. at 52. The argument is absurd because it is akin to saying
that a utility should recover the full cost of property placed in service in a given year as opposed
to depreciating the cost of such property because all plant will be recovered in that same manner
“in each and every year.” Stabile Sur., NS-PGL Ex. 46.0, 6:131-7:162. Further, the assertion is
factually inaccurate as it ignores the tax rate differential between 2013 and 2025, when the
differential no longer exists, it ignores the increasingly negative effect the additional rate base
added each year on cost of service, and it ignores that AMRP will be concluded by 2030. Id. at

7:165 - 8:182.
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Finally, the AG argues that normalization rules are not at issue here because there has
been a state tax rate change and not a federal tax rate change. AG Init. Br. at 50. CUB-City
argue that the Utilities’ method ignores the known future decline of state income tax. CUB-City
Init. Br. at 33-34. The fact that federal normalization rules do not apply to a state income tax rate
change does not make the AG’s methodology proper. Illinois is a full normalization state and
the Commission has instructed regulated utilities to normalize deferred taxes into rates applying
ARAM. Stabile Reb., NS-PGL Ex. 30.0 Rev, 12:277-282. Further, as explained in their Initial
Brief at 57-67, the Utilities” method best incorporates the change in state income tax rate. Using
the Commission’s guidance, the Utilities have applied the normalization method to all federal
and state items and not just those covered by the Federal income tax normalization rules. Stabile
Reb., NS-PGL Ex. 30.0 Rev, 12:277-282. As a result, ARAM is fair to all customers, current
and future, as it normalizes the tax benefit or tax deficiency into rates over the assets’ in-service
life — matching the depreciation expense which originally caused the book to tax difference. Id.
at 8:191-193. The AG and CUB-City proposed partial flow through methodology distorts costs
of service and does not balance and protect the interests of all stakeholders, contrary to the
Commission’s reasoning in its 83-0309 Order.

For all the foregoing reasons and the reasons stated in their Initial Brief, the Commission
should reject the AG and CUB-City’s proposed methodology for the temporary change in state
income tax. The AG argues that the Utilities’ use of the Commission-approved ARAM
“overcharges ratepayers” and is “hiding behind a thirty year old Commission Order.” AG Init.
Br. at 47. While this makes great rhetoric, it is unsupported by the record. It is the Utilities’
application of ARAM that considers all customers, current and future. Further, despite the AG

and CUB-City’s claims, two decisions that use a methodology other than ARAM does not
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constitute consistency. As the Utilities’ state in their Initial Brief (at 66-67), a piecemeal
approach to establishing a new method of computing deferred income taxes for Illinois utilities is
not proper. Such a methodology change in best handled in a separate non-rate case proceeding

that includes all Illinois utilities just as was done in ICC Docket No. 83-0309.

b. Repairs Deduction Related to AMRP Projects

The AG continues to argue that the Commission should impute a larger Peoples Gas
repairs deduction related to AMRP projects than Peoples Gas has not taken on their 2011 tax
return and will not take in their 2012 tax return. AG Init. Br. at 53-56. The AG’s argument is
without merit and should be rejected. As explained in the Utilities’ Initial Brief (at 67-70), the
assumptions that formed the basis of the Utilities’ position in its direct filing were changed by a
number of circumstances surrounding this election. There is still substantial risk involved with
its tax position as it relates the repairs deduction. Stabile Dir., NS Ex. 10.0, 9:198-199; PGL
Ex. 10.0, 9:198-199.

The AG’s reliance on The Narragansett Electric Company, d/b/a National Grid Gas
(*National Grid”) case is without merit. National Grid’s Infrastructure, Safety, and Reliability
program is not substantially similar to Peoples Gas® AMRP. Stabile Sur., NS-PGL EXx. 46.0,
25:590-26:609. Furthermore, the AG’s criticism of Peoples Gas’ analysis of the risks involved
in claiming the repairs deduction related to AMRP-related projects also falls short. AG Init. Br.
at 55-56. The assumptions formed by Peoples Gas can only be based upon the information
known at the time. In its direct filing, Peoples Gas would have no knowledge of the position
Staff would take regarding AMRP in its direct testimony filed in October 2012. Thus, until final
guidance is received for gas utilities, Peoples Gas can only draw assumptions based on

information received at national tax technical meetings, such as the Edison Electric
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Institute/American Gas Association Tax Committees, information from the Internal Revenue
Service regarding the application of the electric transmission and distribution guidance (Revenue
Procedure 2011-43) and the long awaited gas utility guidance, and positions taken in the current
proceeding regarding AMRP. Stabile Reb., NS-PGL Ex. 30.0 Rev., 17:408-20:480; Stabile Sur.,
NS-PGL Ex. 46.0, 24:572-34:8009.

Moreover, in its Form 3115, electing the change in accounting method related to the
repairs deduction, Peoples Gas and Integrys made representations to the IRS regarding costs to
which the change applied. Stabile Sur., NS-PGL Ex. 46.0, 27:641-645. In applying those
representations and other applicable law to the 2011 AMRP projects, Peoples Gas could not meet
the reporting standard as set forth in the Statement of Standards for Tax Services No. 1. Id. at
27:645-29:687. As such, Peoples Gas did not claim a repairs deduction on its 2011 tax return,
which was filed on September 14, 2012. Id. at 27:639-641. There is also no basis for a repair
deduction related to AMRP projects in its 2012 return which is due to be filed in September
2013. Stabile Tr. 2/8/13, 757:9-12.

For all the foregoing reasons and the reasons stated in its Initial Brief, the Commission
should reject the AG adjustment imputing a repairs deduction that Peoples Gas has not taken on
its 2011 tax return and is not taking on its 2012 return and that is extremely risky as indicated by

the record. Staff does not contest the Utilities’ position. Staff Init. Br. at 42-43

C. Bonus Depreciation

The calculation of 2013 bonus depreciation does not appear to be a contested issue. See
AG Init. Br. at 57. However, as noted in the Utilities’ Initial Brief (at 71), if the Commission
determines that the 2012 NOLs and/or the 2013 NOLs should not be included in computing rate

base (see Section IV.C.5 of the Utilities’ Initial and Reply Briefs), then bonus depreciation
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should not be included in determining ADIT. Failure to include either the 2012 NOLs or 2013
NOLs in rate base would likely lead to a violation of the normalization rules resulting in the loss
of accelerated depreciation, which includes bonus depreciation. Stabile Reb., NS-PGL Ex. 30.0
Rev., 33:788-796; Stabile Tr. 2/8/13, 777:7-21. As such, inclusion of bonus depreciation at the

very least would be improper.

d. Derivative Adjustments from Contested Adjustments

See Section 1V.C.6.d of the Utilities’ Initial Brief.

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

This issue is not contested, apart from the derivative impacts of contested adjustments.

V. OPERATING EXPENSES

A. Overview/Summary/Totals

1and 2. North Shore and Peoples Gas

The Commission should approve properly calculated base rate operating expenses,
including income taxes, of $72,424,000 as to North Shore and $527,779,000 as to Peoples Gas,
for the reasons discussed in Sections I, 11l, and V of the Utilities” Initial Brief and this Reply

Brief. E.g., NS-PGL Init. Br. at 72-73.

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

1. Administrative & General

a. Interest Expense on Budget Payment Plan

This subject is not contested. NS-PGL Init. Br. at 73.

b. Interest Expense on Customer Deposits

This subject is not contested. NS-PGL Init. Br. at 74.
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C. Lobbying Expenses

This subject is not contested. NS-PGL Init. Br. at 74.

d. Social and Service Club Dues

This subject is not contested. NS-PGL Init. Br. at 74.

e. Executive Perquisites

This subject is not contested. NS-PGL Init. Br. at 74.

f. Consulting Expense — SIG Consulting

This subject is not contested. NS-PGL Init. Br. at 74.

g. Employee/Retiree Perguisites — Awassa Lodge

This subject is not contested. NS-PGL Init. Br. at 75.

h. Update to Pension and Benefits

This subject is not contested as such. NS-PGL Init. Br. at 75. Staff’s Initial Brief at page
46 also so states, but, at the same time, Staff elsewhere effectively proposes to disallow certain

of these expenses. See Section V.C.7.a.i of the Utilities’ Initial Brief and this Reply Brief.

i. Updated IBS Return on Investment

This subject is not contested. NS-PGL Init. Br. at 75.

] Costs to Achieve Amortization

This subject is not contested. NS-PGL Init. Br. at 75.

2. Uncollectible Account Expense Included in Base Rates

This subject is not contested. NS-PGL Init. Br. at 75
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3. Depreciation Expense

a. WAM System

The Utilities believe that this subject is not contested except potentially as to one month
of depreciation expense (NS-PGL Init. Br. at 76, 106), but note that the AG’s Initial Brief
appears not to be aware of the adjustment made by the Utilities in their surrebuttal. See

Section V.C.7.a.ii of the Utilities’ Initial Brief and this Reply Brief.

b. CNG Plant

This subject is not contested. NS-PGL Init. Br. at 76.

4, Income Tax Expense — Changes in Interest Expense on Debt
Financing

This subject is not contested. NS-PGL Init. Br. at 76.

5. Revenues

a. Sales and Revenue Adjustment by Service Classification

See Section V.B.5.a of the Utilities’ Initial Brief.

6. Interest Synchronization (methodology derivative adjustments)

This subject is not contested. NS-PGL Init. Br. at 77.

C. Potentially Contested Issues (All Subjects Relate
to NS and PGL Unless Otherwise Noted)

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

The only item of the Utilities” incentive compensation expenses for which recovery is
sought that is at issue here is the operations and maintenance (“O&M?”) cost control metric in the
Utilities’ Non-Executive Compensation Plan, which is weighted at 50% of that Plan. As
explained in the Utilities’ Initial Brief (at 77-82), the record evidence in these dockets

demonstrates that the O&M cost control metric and the expenses related to it “can reasonably be
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expected to provide net benefits to ratepayers,” and thus should be recoverable. In re Illinois
Power Co., ICC Docket No. 01-0432 (Order Mar. 28, 2002), pp. 42-43. Based on that same
record evidence, Staff reached the same conclusion and recommends that the Commission allow
recovery of the costs for the O&M cost-control metric and reject the disallowances proposed by
the AG and CUB-City. Staff Init. Br. at 48.

While the AG and CUB-City may rely upon the fact that the Commission disallowed the
costs of the same O&M cost control metric in Peoples Gas 2011, that decision by the
Commission was based on a finding limited to the facts and circumstances in those proceedings
that the Utilities had failed to present sufficient evidence to establish the metric was reasonably
likely to benefit customers. Peoples Gas 2011, p. 57. That decision, limited to the facts in those
proceedings, is not binding on the Commission here. The Commission must base its decision
here on the evidence in the record of the instant cases. 220 ILCS 5/10-103; 220 ILCS
5/10-201(e)(iv)(A). See also Citizens Util. Bd. v. Illinois Commerce Comm'n., 166 Ill. 2d 111,
125-126, 651 N.E.2d 1089, 1097 (1995) (“However, this past precedent is not controlling,
because the Commission is a legislative and not a judicial body, and generally its decisions are
not res judicata in later proceedings before it.”) (citations omitted); Mississippi River Fuel Corp.
v. Illinois Commerce Comm'n., 1 Ill. 2d 509, 513, 116 N.E.2d 394, 396-397 (1953) (“The
concept of public regulation includes of necessity the philosophy that the commission shall have
power to deal freely with each situation as it comes before it, regardless of how it may have dealt
with a similar or even the same situation in a previous proceeding.”). As argued by the Utilities,
and acknowledged by Staff in its Initial Brief (at 48), the Utilities here adduced specific evidence
in the record demonstrating that the O&M cost-control metric does control or reduce O&M

expenses, and that doing so will benefit customers.

68



The AG’s and CUB-City’s argument in favor of their proposed adjustment essentially is
that because the Utilities’ cannot identify in the test year budget specific dollar amounts by
which particular line items have been reduced or controlled by the Non-Executive Incentive
Compensation Plan’s O&M cost-control metric, they cannot show that the metric benefits
customers. This argument lacks support as a matter of law and Commission policy, and fails to
acknowledge the record evidence establishing that the O&M cost control metric can indeed
reasonably be expected to provide net benefits to customers, which is the standard set by the
Commission for the recovery of incentive compensation costs. In re Illinois Power Co., ICC
Docket No. 01-0432 (Order Mar. 28, 2002), pp. 42-43.

As a matter of practice and policy, the Commission routinely has allowed the recovery of
incentive compensation metrics designed to incentivize the control or reduction of O&M costs
based on the accepted premise that, everything else being equal, reducing costs in one year will
benefit customers by reducing costs to be recovered in future rate cases. In ComEd’s 2005 rate
case, the Commission allowed the recovery of expenses for a component of ComEd’s incentive
compensation plan based on controlling O&M and capital expenses, stating that such a metric
“meets the Commission’s standard of reducing expenses and creating greater efficiencies in
operations,” and that “[IJowering O&M expenses, all else being equal, has the obvious effect of
reducing the expenses to be recovered in future rate cases.” In re Commonwealth Edison Co.,

ICC Docket No. 05-0597 (Order July 26, 2006) (“ComEd 2005), pp. 95-96. The Commission
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reached similar conclusions in ComEd’s 2007 rate case and many other cases.®® Likewise, in the
Utilities” 2007 rate cases, the Commission allowed the Utilities to recover 48.4% of an incentive
compensation plan’s costs “based on controlling O&M expenses,” stating that “we consider this
as beneficial to ratepayers.” Peoples Gas 2007 Order, pp. 66-67. Peoples Gas 2011 is an
unusual exception to the Commission’s routine approval of such metrics, and it is based on its
particular record, as discussed above.

Furthermore, nowhere in these decisions has the Commission set a standard requiring a
showing of specific line-item cost savings linked to a cost-control metric in the exacting detail
that the AG and CUB-City would require. Indeed, the record evidence adduced by the Utilities
indicated that there was no known methodology that could accomplish such a task, a fact that the
AG and CUB-City did not counter. See NS-PGL Ex. 45.3, sub (a).

The AG attempts to blunt the impact of the Commission’s decision in ComEd 2005 by
trying to argue that it is inapplicable to the present future test year rate cases because the
Commission there was discussing the impact of an O&M cost control metric in the context of an
historical test year rate case. See AG Init. Br. at 63-64. This argument is a red herring. The
Commission’s analysis in ComEd 2005 was not limited to cases involving an historical test year,
and in fact, the Commission expressly referred to plural “future rate cases” in which customers
would benefit from costs being controlled. ComEd at pp. 95-96. Moreover, the Commission has
allowed recovery of costs for incentive compensation metrics designed to control O&M expenses

in future test year rate cases, as well. See Consumers Illinois Water Company, ICC Docket

%0 Other examples of where the Commission has ruled that expenses related to metrics which reduce operating costs,
including O&M expenses, benefit customers and are recoverable include: Commonwealth Edison Co., ICC Docket
No. 07-0566 (Order Sept. 10, 2008) (“ComEd 2007”), pp. 54-55, 61 (approving recovery of costs for portions of
incentive plan identical to those approved in ComEd 2005); Consumers lIllinois Water Company, ICC Docket
No. 03-0403 (Order Apr. 13, 2004) (“Consumers IWC™), pp. 14-15 (approving recovery of incentive compensation
expenses which included a metric for “maintaining or reducing operating costs at or below budgeted levels”); Aqua
Illinois, Inc., ICC Docket No. 04-0442 (Order April 20, 2005), pp. 21-22 (approving recovery of costs for incentive
plan similar to the plan approved in Consumers IWC).
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No. 03-0403 (Order Apr. 13, 2004), pp. 14-15; In re Aqua Illinois, Inc., ICC Docket No. 04-0442
(Order April 20, 2005), pp. 21-22.

Nor is there any evidentiary support for the suggestion by the AG that the Utilities may
“pessimistically” forecast costs for their test year in order to allow shareholders to benefit from
expense savings, nor can the AG point to any such attempt by the Utilities in the present dockets.
AG Init. Br. at 64-65. On the contrary, the Utilities’ test year budgets are open to scrutiny from
not only the AG, but from Staff, other intervenors and ultimately the Commission, thus
eliminating the ability of a utility to profit from such a scheme.

In any event, as noted by Staff witness Mr. Ostrander, the record evidence demonstrates
that the Utilities” O&M cost control metric has an established record of reducing or controlling
costs since it was adopted by the Utilities starting in the year 2011, resulting in lower O&M
expenses for both Utilities in 2011 than in the previous year, and lower O&M expenses than
budgeted for the first nine months of 2012 included in the record. Ostrander Reb., Staff
Ex. 13.0, 24:460-25:482. In particular, the record evidence shows that Peoples Gas was able to
beat its O&M expense goal for 2011 by $22.8 million in 2011, resulting in an amount of O&M
expense that was approximately $2.8 million less than the previous year. Likewise, North Shore
was able to beat its goal for O&M expense goal for 2011 by $1.7 million in 2011, resulting in an
amount of O&M expense that was approximately $1.1 million less than the previous year.
Cleary Dir., NS Ex. 9.0, 9:156-169, 10:184-190; Cleary Dir., PGL Ex. 9.0, 9:157-170,
10:185-191; Cleary Reb., NS-PGL Ex. 29.0, 9:196-202. Utilities’ witness Ms. Cleary testified
that, in her opinion, when costs are reduced or controlled in one year such as they were in 2011,

that reduction or control carries through to the basis used in planning the following years’
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budgets, including the O&M costs budgeted for the 2013 test year at issue in these rate cases.
Cleary Dir., NS Ex. 9.0, 10:190-195; Cleary Dir., PGL Ex. 9.0, 10:191-196.

Further, the Utilities adduced evidence in the record to illustrate how the O&M cost
control metric results in net benefits to customers through the principle stated by the Commission
in ComEd 2005 even though the Utilities are not able to show a direct link between the metric
and particular dollars saved in specific line items of their 2013 O&M budgets. Cleary Sur.,
NS-PGL Ex. 45.0, 5:103-105, 6:113-7:141. Utilities witness Ms. Cleary presented a hypothetical
showing that if actual costs for Peoples Gas had not been reduced in 2011, but instead had come
in at the budgeted level, the O&M budget submitted in this rate case for the 2013 test year may
have been over $32 million higher.® This hypothetical demonstrates how costs savings in one
year can reduce the expenses to be recovered in future rate cases, all else being equal, and
supports Ms. Cleary’s opinion that the 2013 O&M budget likely would have been higher in the
absence of the O&M cost-control metric. Cleary Dir., NS Ex. 9.0, 10:190-195; Cleary Dir., PGL
Ex. 9.0, 10:191-196; Cleary Sur., NS-PGL Ex. 45.0, 7:131-8:162. Indeed, even AG witness
Mr. Brosch conceded on cross-examination that increased O&M costs in one year may lead to
higher O&M costs being forecasted in a subsequent year’s rate case, all else being equal. Brosch
Tr. 2/6/13, 512:15 - 513:12. Moreover, this evidence refutes the AG’s argument that no direct
benefit can be shown to North Shore’s and Peoples Gas’ customers because the O&M cost
control metric payouts are calculated based on a combined Integrys utility basis. See AG Init.

Br. at 61-62.

*1 This hypothetical assumed that the percentage change between that hypothetical 2011 results and the O&M
budget for 2012 would have been the same as actually occurred between the real 2011 O&M results and 2012 O&M
budget, and then assumed that the percentage change between this hypothetical 2012 O&M budget and the 2013
O&M budget would have been the same as actually occurred between the real 2012 O&M budget and the 2013
O&M budget submitted as part of this rate case. Cleary Sur., NS-PGL Ex. 45.0, 6:113-7:141.
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The AG’s argument that the costs of the O&M cost control metric should be disallowed
based on the fact that the 2013 test year O&M budget included “much higher O&M expenses”
also must be rejected. See id. at 61. Commission decisions have recognized the principle that
lowering costs in one year can reduce costs to be recovered in future rate cases “all else being
equal.” See ComEd 2005 Order, pp. 95-96. As the AG’s witness testified on cross-examination,
however, all things rarely remain equal for a utility year to year. See Brosch Tr. 2/6/13,
505:10-18, 512:15-513:12. Indeed, Utilities witness Ms. Cleary testified that in fact, things had
not remained equal for the Utilities since their previous rate cases and those changes caused the
test year 2013 O&M budget to increase despite the impact of the O&M cost control metric.
Specifically, Ms. Cleary testified that the need for additional compliance work, cross-bore
activity and new Chicago Department of Transportation regulations were behind the significant
increases in the 2013 test year O&M budget. Cleary Sur., NS-PGL 45.0, 8:165-9:173. As
Ms. Cleary testified and as shown by her hypothetical discussed above, these facts do not alter
the conclusion that the O&M cost control metric provides net benefits to customers because the
2013 O&M budget likely would have been even higher without the cost-control incentive
provided by this metric. Id. at 9:174-176.

CUB-City also argues that the costs for the O&M cost control metric should be
disallowed based on a “double recovery” theory that (a) if costs are controlled or reduced, then
the Utilities will over-recover because the costs underlying their revenue requirements would,
after the fact, turn out to have been over-stated; or (b) if costs are not controlled or reduced, then
the Utilities will recover the costs of incentive compensation for this metric included in their
revenue requirements. See CUB-City Init. Br. at 40-41. This argument fails as well. First,

Commission practice and policy clearly allow for the recovery of costs for incentive
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compensation plan metrics that encourage O&M cost-control, as demonstrated by ComEd 2005,
Peoples Gas 2007, and the other Commission decisions discussed above. Under CUB-City’s
argument, the costs of an O&M cost control metric could never be recovered, because one of
these two outcomes must always be the case with respect to an O&M cost control metric. Thus,
this argument flies in the face of the Commission’s policy and practice. Indeed, CUB-City
witness Mr. Smith testified that achieving the goal of “cost containment” is a goal “arguably in
the interest of ratepayers.” Smith Dir., CUB-City Ex. 1.0, 97:3059-3061. Second, CUB-City’s
argument fails to account for the fact that the benefits from an O&M cost control metric, as
explained in ComEd 2005, come from controlling or reducing costs in subsequent rate cases.
Finally, the AG’s attempts to support its productivity adjustment based on evidence
regarding the O&M cost control metric are of no avail. First, it should be noted that although the
AG had acknowledged that its analysis in its direct testimony relied upon the wrong amount for
the costs associated with the O&M cost-control metric, the AG in its Initial Brief still relies upon
the wrong, inflated amount for its analysis — referring to “over $5 million” instead of the correct
amount of $2.88 million. See AG Init. Br. at 62-63; Cleary Reb., NS-PGL Ex. 29.0, 14:303-
15:318; Brosch Reb., AG Ex. 5.0, 29:634-30:648; AG Exs. 4.1 and 4.2 at Schedule C-5. Second,
contrary to the AG’s statement in is Initial Brief (at 65-66), Utilities’ witness Ms. Cleary did not
“argue” that a 1.66% expense savings should be required in test year O&M savings to pay for
incentive compensation plan cost controls. Rather, as Ms. Cleary explained in her surrebuttal
testimony, her testimony is only that AG witness Mr. Brosch’s analysis exaggerated by
approximately 100% the ratio of costs related to the O&M cost control metric to Peoples Gas’
total O&M expenses in his arguments in support of his proposed productivity adjustment.

Cleary Sur., NS-PGL Ex. 45.0, 10:209-11:224.
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Accordingly, as recommended by Staff and for the reasons discussed above and in the
Utilities’ Initial Brief, the Commission should reject the AG’s and CUB-City’s proposed
disallowance of the costs related to the Utilities’ Non-Executive Incentive Compensation Plan

O&M cost control metric.

2. Woage Increase Corrections

See Section V.C.2 of the Utilities’ Initial Brief.

3. Non-union Base Wages (Falls in Multiple Categories of O&M)

For the reasons expressed in the Utilities’ Initial Brief (at 83-89), Staff’s proposed
reductions to the Utilities’ non-union base wage increases based on a five-year forecast of the
Consumer Price Index (“CPI”) (Staff Init. Br. at 49-50) — proposals now joined in by the AG
(Init. Br. at 66) and CUB-City (Init. Br. at 42) — should be rejected.*

As an initial matter, it must be noted that Staff’s argument that the Commission should
adopt Staff’s proposals here because the Commission adopted a similar adjustment in the
Utilities” previous rate cases is not determinative of this issue. It is well-established that the
Commission is not bound by its past decisions and must make its determination based on the
facts and circumstances particular to each case before it, as discussed in previous sections of this
Reply Brief. 220 ILCS 5/10-103; 220 ILCS 5/10-201(e)(iv)(A). See also Citizens Util. Bd., 166
I1l. 2d at 125-126, 651 N.E.2d at 1097; Mississippi River Fuel Corp., 1 lll. 2d at 513, 116 N.E.2d
at 396-397. This principle is exceptionally apt here in light of the fact that the Utilities have

submitted new evidence demonstrating the flaws in Staff’s position.

% Only Staff submitted testimony in support of adjusting the non-union wage base increases proposed by the
Utilities in these dockets. In their initial briefs, however, both the AG (AG Init. Br. at 66) and CUB-City (CUB-City
Init. Br. at 42) argue that the Commission should adopt the adjustment proposed by Staff. Neither the AG nor
CUB-City, however, offer any new arguments on this issue and merely adopt the position taken by Staff.
Accordingly, the proposed adjustment will be referred to as Staff’s proposal throughout this section of the Reply
Brief.
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One of the main flaws of Staff’s proposal is that it treats the overall increase in the
Utilities” non-union wage base as a whole, when in fact it is comprised of three separate
components. As described in the Utilities” Initial Brief (at 83), the Utilities’ total requested
increase in non-union wage base of 3.45% consists of: (i) a general wage increase (2.60%); (ii) a
pool of funds to provide for merit-based increases to particular high-performing employees
(0.45%); and (iii) a pool of funds to provide for costs attributable to pay increases commensurate
with promotions and market adjustments (0.40%). Cleary Reb., NS-PGL Ex. 29.0, 17:360-369,
18:382-401. Staff’s approach merely compares a 2012-2016 forecast of consumer inflation
(2.28%) to the Utilities” overall non-union wage base increase (3.45%) in an effort to make the
Utilities’ requested increase appear to be unreasonable. The problem with this approach,
however, is that it fails to address the record evidence supporting each of the individual
components of the Utilities’ non-union wage base increase. This divide between the record
evidence and Staff’s position results in Staff’s proposal lacking the support of substantial record
evidence, and thus Staff’s proposal should fail for this reason alone.

a. The Record Evidence Supports Recovery of the Component
to be Used for Individual Merit-Based Increases

The divergence between the record evidence and Staff’s proposal is greatest with respect
to the component of the Utilities’ non-union wage base increase consisting of a pool of funds to
be used to provide additional, individual pay increases to particular employees who have
demonstrated exemplary performance. Cleary Reb., NS-PGL Ex. 29.0, 18:393-398. In the
aggregate, these individual increases total an amount equal to 0.45% of the Utilities’ total non-
union wage base. Id. Both Staff and the intervenors fail to identify and address the evidence
concerning this component in their Initial Briefs. This failure is significant because the Utilities

introduced new evidence supporting the recovery of this component of non-union wage base
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increase not considered by the Commission in the Utilities’ previous rate cases. The record
evidence demonstrates not only a possible misunderstanding of this component by Staff, but that
the purpose of this component is in fact consistent with Staff witness Mr. Ostrander’s opinion as
to appropriate wage increases for high-performing employees.

On cross-examination, Staff witness Mr. Ostrander testified that he has no objection to a
public utility giving a larger pay increase to individual employees who perform at a higher level
than other employees, and acknowledged that the market research data from the World At Work
survey demonstrates that top performing employees may receive wage increases of up to 4.0% in
2013. Ostrander Tr. 2/5/13, 250:3-16, 250:20-252:9; see also Ostrander Reb., Staff Ex. 13.0,
13:233-235. The record evidence established that the merit-based increases to be funded by this
component of the non-union wage base increase would be given only to employees who receive
exemplary performance reviews to bring those top performers into the range shown in the World
At Work survey as being appropriate for such employees in 2013 (from 2.90% up to 4.0%).
Cleary Sur., NS-PGL Ex. 45.0, 14:289-293. Further, the record evidence confirmed that,
contrary to Staff’s belief: the Utilities have no discretion in whether or not to use the full amount
of these funds because it is automatically used to award individual merit-based increases to high
performing employees; the Utilities used the full amount of these funds in both 2011 and 2012;

and not every non-union employee receives such an increase, but rather, only those who receive

exemplary performance reviews. Ostrander Tr. 2/5/13, 252:21-254:1, 254:4-255:19, 257:16-

259:22; NS-PGL Cross Ex. 3; Cleary Sur., NS-PGL EXx. 45.0, 14:279-287, 14:289-295; NS-PGL
Exs. 45.4 and 45.5.
Thus, all of the record evidence compels the conclusion that this component of the

Utilities’ non-union wage base increase is consistent with Staff’s views on employee
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compensation and appropriate under the facts and circumstances of these dockets. Accordingly,
the Commission should reject Staff’s and intervenors’ proposed elimination of this component of
the Utilities’ non-union wage base increase.

b. The Record Evidence Supports Recovery of the Component
to be Used for Individual Promotional Increases

Similarly, the Utilities presented additional evidence in these Dockets to support the
recovery of the component of the Utilities’ requested non-union wage base increase to be used to
provide discrete pay increases to employees who are promoted, which in the aggregate total an
amount equal to 0.40% of the Utilities’ total non-union wage base. Cleary Reb., NS-PGL
Ex. 29.0, 18:387-392. While the use of these funds — unlike the component used to award
individual merit-based increases — is discretionary, the record evidence shows that it is a
common market practice for employers to budget for promotions in this manner, as well as that
the Utilities are expected to use this entire pool of funds appropriately to keep and maintain a
high-quality workforce and ensure that each necessary position is filled by a highly-qualified
employee receiving a market-based rate of pay. Id.; Cleary Sur., NS-PGL Ex. 45.0,
14:301 - 15:306; NS-PGL Ex. 45.4 Further, the record evidence confirms that contrary to Staff’s
assumption, these funds also are not awarded to all employees, but rather, only to specific
employees who receive promotions where a commensurate increase in pay for the new position
is appropriate. Cleary Sur., NS-PGL Ex. 45.0, 15:306-308. For these reasons, Staff’s and
intervenors’ proposed elimination of this component of the Utilities” proposed non-union wage
base increase likewise should be rejected.

As discussed in the Utilities” Initial Brief (at 89), however, the Utilities recognize the
concern expressed by Staff in testimony that because the use of these funds is discretionary, less

than the full forecasted amount of such funds has been used in previous years. Consequently, the
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Utilities propose in the alternative that for this component of its requested non-union wage base
increase, the Commission award an amount of recovery equal to the percentage by which such
funds accounted for the Utilities’ respective total non-union wages in 2012: 0.154% for Peoples
Gas and 0.007% for North Shore. See NS-PGL Ex. 45.6.

C. Staff’s Proposed Adjustment to the General

Wage Increase Based on a Forecast of CPI
is Not Supported by the Record Evidence

The component of the Utilities’ non-union wage base increase to which Staff’s
comparison of forecasted consumer inflation for 2012-2016 of 2.28% potentially could be
applicable is the general wage increase component, equal to 2.60% of the Utilities’ total
non-union wage base. Yet, Staff’s reliance on a forecast of CPI for purposes of determining an
appropriate level of general wage increase is misplaced and lacks support in the record evidence.

As explained in the Utilities” Initial Brief (at 84), CPI is a measure designed to reflect
consumer spending patterns and not the wage-setting decisions of employers. The Bureau of
Labor Statistics calculates CPI for purposes of showing a change over time in the prices paid by
consumers for a market basket of goods and services. Cleary Reb., NS-PGL Ex. 29.0,
19:422 - 20:427 and n.4; Cleary Sur., NS-PGL Ex. 45.0, 12:242243-251. Also, CPI is overly
broad for purposes of determining a reasonable market wage increase for a natural gas utility
because it is calculated based upon all urban consumers and is not focused on specific industries,
such as energy or utility services. Cleary Reb., NS-PGL Ex. 29.0, 20:427-430.

Further, while Staff argues that the CPI forecast upon which it relies is more appropriate
because it covers a five-year period (2012-2016) rather than the single year of 2013, this fact
actually cuts against relying upon the forecast of CPI urged by Staff. The test year in this case is
2013, and Staff’s position here is inconsistent with some of the arguments made by Staff and

intervenors on the average versus year end rate base issue, as discussed in Section V.C.1 of this
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Reply Brief. Staff’s reliance upon a measure of CPI for a period of time outside of the 2013 test
year to determine what the general wage increase should be in the test year is unwarranted. The
Utilities in contrast have been consistent, in that their end of year rate base calculations are based
on data as of the end of the test year. Moreover, Staff’s statement in its Initial Brief (at 49) that
this “forward looking projection is more in line with the period that rates will be in effect” lacks
any support in the record evidence, and contradicts the Staff and intervenor arguments on the
average rate base issue. This statement also is incorrect as a matter of law in light of the fact that
the Utilities will be required to file another rate case no later than the year 2014 pursuant to the
requirements of Section 9-220(h-1), 220 ILCS 5/9-220(h-1).

Additionally, Staff’s argument concerning the Utilities’ evidence of the Bureau of Labor
Statistics’ Employment Cost Index fails to grasp its relevance. The Employment Cost Index —
unlike the CPI — is specifically designed to measure changes in wages and salaries by industry,

and it reveals that wages in the utility industry have been increasing at a faster pace than overall

wages generally (2.3% versus 1.5% for the twelve months ended September 2012). Cleary Reb.,
NS-PGL Ex. 29.0, 20:431-438 and n. 5; Cleary Sur., NS-PGL EXx. 45.0, 12:256 — 13:268 and
fn. 5. The significance of this evidence is that the forecast for CPI, which is a broad measure not
differentiated by industry or service type, likely will under-predict the level of change that
actually will occur in an industry changing at a faster pace than the market on average. That is
exactly what the Employment Cost Index shows to be happening in the utility industry. This
evidence thus further undermines Staff’s proposal.

Finally, the Commission should reject Staff’s proposed adjustment because the Utilities’
proposed general wage increase amount of 2.60% for 2013 is based on market data provided by

the World At Work 2012-2013 Salary Budget Survey, which is a well-known compensation tool
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that reports results of annually surveyed information submitted by corporations on their planned
wage increases for the following budget year. Cleary Reb., NS-PGL Ex. 29.0, 17:372-379;
Ostrander Tr. 2/5/13, 251:13-19. It does not make sense for the Commission to rely upon a
measure that is unrelated to wages and compensation when the record evidence contains market
data specifically on point as to what a reasonable range for wage increases should be for the
2013 test year. As conceded by Staff witness Mr. Ostrander, the research data from the World
At Work 2012-2013 survey shows that average wage increases for 2013 will be in the “high 2%
range” — 2.90%. Ostrander Reb., Staff Ex. 13.0, 13:233-235; Cleary Reb., NS-PGL Ex. 29.0,

18:382-386. The Utilities’ proposed general wage increase of 2.60% thus is well below the

market average that the record evidence shows to be forecasted for wage increases in 2013.

Staff’s approach would have the Commission rely upon the less-applicable evidence that is in the
record — like urging the installation of a screw with a hammer when there is a screwdriver sitting
right at the top of the toolbox — and thus should be rejected,

Accordingly, the Commission should approve each of the three components that

comprise the Utilities” overall increase in the level of non-union wage base for 2013.

4. Vacancy Adjustment (Falls in Multiple Categories of O&M)

The Utilities’ Initial Brief (at 89) supported the Utilities” forecasted 2013 “head counts”
and explained why the AG’s proposal to reduce the Utilities” 2013 forecasted payroll expenses to
reflect what the AG calls an average vacancy factor (see AG Init. Br. at 69) should be rejected.

The Utilities’ Initial Brief should have noted that CUB-City’s similar proposal (see CUB-City

81



Init. Br. at 42-44), in smaller amounts, should be rejected for the same reasons.*® The Utilities
apologize for the inadvertent omission.

Staff’s position is that the AG and CUB-City proposals should not be adopted, and that
only Staff’s proposed non-union base wages increase adjustments, which include the equivalent
of a vacancy factor adjustment for the non-union employees, should be adopted. Staff Init. Br.
at 50-51. Staff’s proposed non-union base wages adjustments are discussed in Section V.C.4 of
this Reply Brief.

The AG and CUB-City positions lack merit, because the Utilities have filled or are hiring
to fill the budgeted and forecasted positions, and they fully explained and supported their head
count increases, which were predominately at Peoples Gas. Hoops Dir.,, PGL Ex. 8.0,
14:283 - 16:330; Hoops Reb., NS-PGL Ex. 28.0 Rev., 13:263 — 14:292; Hoops Sur., NS-PGL
Ex. 44.0, 10:220 - 11:237. The AG claims that “the Companies submitted no direct testimony
and little documentation to support a 24% burst [over two years] in PGL staffing” (AG Init. Br.
at 68), but that is not true. The AG apparently missed here the direct testimony of Kyle Hoops,
General Manager, District Field Operations, Peoples Gas (PGL Ex. 8.0, 14:283 - 16:330), which
provided detail on the personnel increases due to improving compliance with federal and state
pipeline safety regulations and the AMRP, and that of Christine M. Gregor, Director, Operations
Accounting PGL/NSG (PGL Ex. 5.0 Rev., 13:290 - 14:298).

The AG and CUB-City position is part and parcel of the problem discussed in Section |
of this Reply Brief, of parties arguing that Peoples Gas should continue the AMRP while at the

same time proposing adjustments that deny large amounts of the costs of the AMRP. The AG

* The AG and CUB-City adjustments are not calculated identically, but both are incorrect in proposing reductions
from the 2013 forecasted levels. The AG proposes to reduce Peoples Gas’ forecasted payroll expense by $7,550,000
and North Shore’s by $837,000. AG Init. Br. at 66. CUB-City proposes adjustments of $3,335,638 and $388,311.
CUB-City Ex. 1.3, p. 8, line 25; CUB-City Ex. 1.2, p. 8, line 25.
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and CUB-City positions extrapolate from nine months of 2012 data (e.g., AG Init. Br. at 67-68;
CUB-City Init. Br. at 42-43), and do not accept the forecasted level of personnel in 2013 for
Peoples Gas.

The evidence shows, however, that, with respect to the position additions being made by
Peoples Gas, which include positions added to improve compliance with federal and state
pipeline safety regulations and for the AMRP, Peoples Gas’ 2013 headcounts will be equivalent
to the headcounts reflected in their test year operating expenses. Hoops Reb., NS-PGL Ex. 28.0
Rev., 13:270 - 14:292; see also Hoops Sur., NS-PGL Ex. 44.0, 10:220-226. Moreover, the AG’s
witness misunderstood the facts regarding the utility worker school created by Peoples Gas in
partnership with the City Colleges of Chicago and the UWUA Power for America Training Trust
Fund at the Dawson Technical Institute at Chicago. Hoops Sur., NS-PGL Ex. 44.0,
10:227 - 11:237. The AG’s discussion relating to the school (AG Init. Br. at 70) reflects that
misunderstanding.

With respect to North Shore, its head count as of November 24, 2012, was just two
positions below its budgeted head count, and the utility was in the process of hiring for both of
those positions. Hoops Reb., NS-PGL Ex. 28.0 Rev., 13:276-278.

Finally, the AG and CUB-City positions ignore that the Utilities can prepare to fill a
position when an employee’s departure is known in advance. They also ignore that if the same
workload must be done with fewer employees, then increased overtime and/or more outside
labor may have to be used, increasing costs. The Utilities do use overtime and outside services
as needed. E.g., Gregor Dir., PGL Ex. 5.0 Rev., 6:126-127.

The AG and CUB-City adjustments should not be adopted. They are unwarranted.**

% Also, if either of them is adopted in whole or in part, and if any or all of the Staff non-union wages adjustment is
adopted, then the adjustments must be calculated to avoid a double-count of reductions.
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5. Distribution O&M

a. Plastic Pipefitting Remediation Project

The Utilities’ Initial Brief has already addressed Staff’s proposal to disallow O&M costs
related to the Plastic Pipefitting Remediation Project. NS-PGL Init. Br. at 90-91. The Utilities
will not repeat those arguments here. CUB-City now supports Staff’s argument but offers no
new arguments. CUB-City Init. Br. at 44. Nothing in Staff’s Initial Brief (at 51-52) or
CUB-City’s Initial Brief add support to Staff’s proposal regarding the Plastic Pipefitting
Remediation Project. As such, it should be rejected.

b. Legacy Sewer Lateral Cross Bore Program

The Utilities” Initial Brief has already addressed Staff’s and AG’s proposals to disallow
O&M costs related to the Legacy Sewer Lateral Cross Bore Program. NS-PGL Init. Br. at 91-93.
The Utilities will not repeat those arguments here. CUB-City now supports Staff’s argument but
offers no new arguments. CUB-City Init. Br. at 44-45. Nothing in Staff’s Initial Brief (at
53-54), the AG’s Initial Brief (at 72-73) or CUB-City’s Initial Brief add support to disallowing
these costs. As such, it should be rejected.

C. New Chicago Department of Transportation Regulations

The AG and CUB-City continue to argue that the costs included in the 2013 test year
should only be based upon Peoples Gas’ experience in the fourth quarter of 2012. AG Init. Br.
at 73-77; CUB-City Init. Br. 45-47. The Utilities’ Initial Brief has already addressed AG’s and
CUB-City’s proposal to disallow O&M costs related to the new Chicago Department of
Transportation (“CDOT”) Regulations. NS-PGL Init. Br. at 93-94. The Utilities will not repeat
those arguments here. Staff agrees that Peoples Gas’ proposed costs associated with the new

CDOT regulations should be included in O&M expense. Staff Init. Br. at 54-55.
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Nothing in the AG’s Initial Brief or CUB-City’s Initial Brief adds support to disallowing
these costs. The AG and CUB-City adjustments should be rejected because they are based on
2012 actual costs and do not reflect Peoples Gas experience in 2013, the test year. The expenses
from nearly all of these new regulations begin in January 2013, with only certain initial fees
beginning in 2012. Hoops Sur., NS-PGL Ex. 44.0, 8:165-176. Furthermore, the costs associated
with the new CDOT regulations are within the control of Peoples Gas, which allows for accurate
estimation. Id. Finally, it is unclear what the AG means when they say Peoples “papered” the
docket. AG Init. Br. at 74. The evidence supports Peoples Gas’ just and reasonable costs. Staff
agrees.

6. Productivity Adjustment

The Utilities’ Initial Brief showed that the AG’s novel “productivity” adjustments, which
would reduce Peoples Gas’ operations and maintenance (O&M) expenses by $2,492,000, and
North Shore’s by $394,000 (AG Ex. 4.1 Pub., Sched. C, p. 2, col. (E), line 14; AG Ex. 4.2,
Sched. C, p. 2, col. (E), line 14); are unlawful, baseless, incorrect, and overstated for numerous
reasons. NS-PGL Init. Br. at 94-100.

Staff agrees, for several reasons, that the AG has not provided sufficient support for the
proposed adjustments and that they should not be adopted. Staff Init. Br. at 55-56.

To begin with, the AG’s “productivity” adjustments are unlawful because: (1) a utility
bears the burden of proof, but once it presents a prima facie case, the burden of going forward
with the evidence shifts to the other parties that challenge its costs to show unreasonableness due
to inefficiency or bad faith; (2) the Utilities presented more than a prima facie case; and (3) the
AG’s arguments do not show any inefficiency (nor claim bad faith) on the Utilities’ part.
NS-PGL Init. Br. at 95-96, 99-100. The Commission has ruled that such specificity is required

before it will even consider any type of adjustment based on productivity. See Illinois Bell
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Telephone Co., ICC Docket No. 02-0864, 2004 1ll. PUC Lexis 339 at *715 (Order June 9, 2004)
(“Without specific examples of inefficiencies, we see no reason to adopt a productivity offset
based on vague claims of future productivity increases.”). Nothing in the AG’s Initial Brief
identifies any fact that makes up for this legal deficiency of its proposed adjustments.

The AG’s arguments seeking to salvage its “productivity” adjustments are without merit.
The AG argues that the Commission should not “blindly” accept the Utilities’ forecasts. AG
Init. Br. at 77, 79-80. The Commission does not have to do so. The evidence shows that the
Utilities’ forecasts were developed in a detailed, careful manner by subject matter experts based
on their experience and other available information; and, moreover, that the forecasts were
examined by Deloitte & Touche LLP, which confirmed that they complied with the Guide for
Prospective Financial Information of the American Institute of Certified Public Accountants, in
accordance with 83 Ill. Adm. Code § 285.7010. NS-PGL Init. Br. at 95 and fn. 52. Furthermore,
the Utilities presented a wealth of evidence in direct, supplemental direct, rebuttal, and
surrebuttal testimony supporting their O&M expenses. NS-PGL Init. Br. at 73.

The AG’s claim that the Utilities should have done more to support their forecasts, and to
break out specific productivity assumptions (e.g., AG Init. Br. at 79-80), is wrong. The Utilities’
forecasts, which are prepared by subject matter experts as noted above, reflect the O&M
expenses that are expected, based on past experience and other available information, thus
inherently taking productivity changes into account, and that breaking out productivity as a
separate factor was unnecessary and would be redundant. Gregor Reb., NS-PGL Ex. 25.0,
6:125-129. Moreover, the Utilities’ workloads, and the number of employees, are increasing (as
also discussed in Section V.C.4 of this Reply Brief), and thus the AG’s assumption of an

additional increase in productivity in 2012 and 2013 is unwarranted. Gregor Reb., NS-PGL Ex.
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25.0, 6:120-125. The AG calls those facts “excuses” (AG Init. Br. at 78-79), but the AG has
presented no evidence that actually refutes them. Furthermore, the Utilities legally were not
required to anticipate and disprove in advance the AG’s productivity theory (NS-PGL Init. Br.
at 95, fn. 51), and, again, the AG has shown no inefficiencies on the Utilities’ part.

The AG proposal also is improper for yet another major reason. The AG as well as
CUB-City and Staff examined the Utilities’ operating expenses and proposed specific
adjustments. Yet, having reviewed all of the expenses as individual items, the AG proposal then
makes a further proposed “productivity” adjustment on top of each of the applicable items. For
example, the AG proposed specific adjustments to the Integrys Business Support, L.L.C. (“IBS”)
costs that make up a large portion of the Utilities’ operating expenses, and yet, when the AG
calculates its “productivity” adjustment, instead of removing IBS costs because they already
have been analyzed, the AG applies that adjustment to the remaining IBS costs. AG Ex. 4.1,
Sched. C-4; AG Ex. 4.2, Sched. C-4. The specific reviews make the additional layer of
“productivity” adjustments improper.

The AG asserts that it is “reasonable” and “modest” to expect the Utilities to increase
productivity by 0.5% in 2012 and another 0.5% in 2013, and thus for the applicable O&M
expenses to be reduced by 1% (e.g., AG Init. Br. at 77-78), but those assertions are wrong, for
many reasons.

. The AG’s evidence does not show that the Utilities are inefficient, or have

unreasonably failed to improve productivity, in any specific respect; nor does the
AG’s evidence shows that the Utilities” forecasts overlooked any specific

productivity increases that should be expected. NS-PGL Init. Br. at 96-97, 98-99.
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The AG complains that the Utilities refer to Mr. Brosch’s proposal as “subjective”
(AG Init. Br. at 78-79, 80), but the Utilities are quoting Mr. Brosch. Gregor Reb.,
NS-PGL Ex. 25.0, 6:129, quoting Brosch Dir., AG Ex. 1.0, 25:549.

The AG says that the Utilities admitted that some of their forecasted expenses are,
themselves, subjective (AG Init. Br. at 80-81, citing AG Ex. 4.4 , p. 14), but that
IS not an accurate or complete quotation. The Utilities said: “Yes, some of the
elements of the Companies’ rate case test year forecasts of O&M expenses or rate
base involve subjective judgments. Their forecasts are made, however, through
well-established methodologies and processes discussed in the testimony in the
current and past rate cases.” Furthermore, as noted above, the Utilities’ forecasts
were independently examined in accordance with 83 Ill. Adm. Code 8§ 285.7010.
The AG states that Mr. Brosch performed “an examination” (AG Init. Br. at 79),
but, again, his examination produced no specific claims of inefficiency.
Moreover, the areas he examined that are mentioned by the AG are wages
increases, the level of work to be performed in 2013 and the number of employees
needed to perform that work, and general inflation factors. The items other than
the inflation factors are the subject of specific proposed adjustments (see Sections
V.C.2, V.C.3, and V.C.4 of this Reply Brief), and thus cannot also do double duty
as somehow supporting his “productivity” adjustments. Inflation is discussed
separately as to IBS costs (see Section V.C.7.a of this Reply Brief), and the AG

identifies no claimed error in any use of general inflation rates.
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. Furthermore, the AG’s proposal is overstated by including 2012 and by including
materials costs (NS-PGL Init. Br. at 96 fn. 53), but the fact that it is overstated in
those two respects does not mean that the rest of the proposal has any merit.

The AG is right that the Utilities” incentive compensation programs include measures that
incentivize cost containment and reduction (AG Init. Br. at 78; see, e.g., Cleary Dir., PGL
Ex. 9.0, 4:90 — 5:97), but that is not relevant. There is no reasonable connection between that
fact and the AG’s assertion, in essence, that that means the Utilities” applicable O&M costs for
2012 and 2013 are 0.5% too high in each year.

Finally, the AG cites decisions of the public utility commissions in California, New York,
and Hawaii (AG Init. Br. at 81), but they do not support the AG’s proposal. The Utilities’ Initial
Brief (at 96-97) discussed those decisions in detail, showing, among other things, that they
involve multi-year rate increase mechanisms (all three states), data sets that includes the Utilities
but present no facts about them and certainly none showing any inefficiency on their part or any
productivity change data regarding them (California), “productivity” adjustments based on
austerity orders (New York), a settlement (New York), and electric and gas utilities (New York).
The California, New York, and Hawaii matters are not comparable to the instant Dockets.
Gregor Sur., NS-PGL Ex. 41.0 Corr., 7:135-146.

Furthermore, the AG’s witness acknowledged that he is unaware of any Illinois
Commerce Commission decision that supports his proposal. NS-PGL Init. Br. at 98. In fact, he
is unaware of any case from any state or FERC ordering a similar “productivity” adjustment
outside of the (inapplicable) multi-year rate increase context. NS-PGL Init. Br. at 97-98. In
contrast, the Commission (ICC) decision cited above by the Utilities supports rejection of the

AG proposal. The proposal should not and, legally, cannot be adopted.
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7. Administrative & General

a. Adjustments to Inteqrys Business Support Costs

The Utilities presented and supported, in detail, the portions of their final revenue
requirements that are based on costs allocated or charged to them from IBS. NS-PGL Init. Br. at
100-106. The forecasted costs of each of the eight IBS cost “home centers” was individually
determined by subject matter experts through a careful process, and also were reviewed and
approved. E.g., id. at 104-105.

Staff and the AG propose different adjustments to the IBS costs. All of the proposed

adjustments are entirely incorrect and disregard other proven facts.

i. Staff’s Proposed Adjustment Is Unwarranted

Staff’s Initial Brief (at 57-60) advocates Staff witness Ms. Pearce’s rebuttal version of her
proposed adjustment to the IBS costs allocated and charged to Peoples Gas, which increased her
direct testimony proposed disallowance, $8,123,000 (Pearce Dir., Staff Ex. 4.0, Sched. 4.02 P,
p. 1, line 3; Staff Init. Br. at 57), to a rebuttal disallowance of $12,327,000 (Pearce Reb., Staff
Ex. 14.0, Sched. 14.02P, p. 1, line 3; Staff Init. Br., App. B, p. 4, col. (t)). For the most part,
Staff’s arguments are not new, and they previously have been shown to be so error-ridden as to
more than negate each proposal in its entirety. Staff’s one new argument is a bizarre comparison
of proposed adjustments of the AG that include both non-IBS costs and IBS costs with Staff’s
proposed IBS cost adjustments. The AG’s analysis of IBS costs does not validate Staff’s
$12,237,000 figure, and, if anything, refutes it.*

Staff relies on the analysis of Ms. Pearce as revised in her rebuttal, but it is fraught with

mistakes that have been shown by the Utilities. NS-PGL Init. Br. at 103-104. Staff ignores

* The above observation is not meant to imply that the Utilities agree with the AG’s analysis. They do not, as
discussed further below.
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proven facts and gets its math wrong. Id. Staff’s errors entirely nullify Staff’s proposed

adjustment, as discussed below. Id.

A. Staff’s Direct Testimony Proposal
Was the Product of Errors

Staff’s direct testimony proposed to disallow IBS costs by $8,123,000, based on a five
year (2008-2012) average of IBS costs charged and allocated to Peoples Gas. NS-PGL Init. Br.
at 101. Staff’s proposal included three errors that, together, were greater than the proposed
disallowance.

First, Staff’s proposal incorrectly disallowed $5,353,000 of employee benefits costs
increases that were fully explained and supported by Utilities witness Christine Phillips,
testimony that never was refuted by any Staff or intervenor witness. NS-PGL Init. Br. at 101.
Staff’s own Initial Brief (at 46) indicates those costs are uncontested.

Second, Staff’s proposal disallowed $3,018,000 of injuries and damages expenses, but
Staff’s calculation mistakenly failed to recognize that Peoples Gas paid these expenses directly
in 2008, and when this is factored in this disallowance is incorrect. NS-PGL Init. Br. at 101-102.
The Commission has rejected a similar error by Staff. In Peoples Gas 2007, the Utilities’ 2007
rate cases, the Commission rejected Staff’s adjustment to normalize the Utilities” injuries and
damages expenses over five years when one of those years was “clearly and unmistakenly
different from the others.” Peoples Gas 2007 Order, p.57. The Commission added that it
“perceive[d] that something is inherently wrong in the selection when the results change so
drastically when either 3 or 4 year data is considered.” Id.

Finally, Staff’s calculation, as to 2012, extrapolated from 9 months of data, which led to
overstating the proposed adjustment of injuries and damages expenses by another $1,022,000.

NS-PGL Init. Br. at 102.
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Thus, Staff’s direct testimony proposed adjustment was wholly wrong. In fact, when
corrected, Staff’s direct testimony analysis produced not a disallowance amount but an increase

amount, as illustrated in the following table.

Staff Direct Testimony Proposed Errors Impact of
Disallowance of Peoples Gas IBS Errors
Costs
$8,123,000 Disallows proven and employee benefits $5,353,000
costs
Fails to factor in that Peoples Gas $3,018,000

directly paid injuries and damages
expenses in 2008

Extrapolates from 9 months of 2012 $1,022,000
data
Total $9,393,000

Result: Corrections eliminate Staff disallowance figure and, in fact, go $1,270,000 in the
other direction (an increase)

B. Staff’s Rebuttal Proposal Is the Product of Errors

Without fixing its direct testimony errors, Staff’s rebuttal increased its proposed
adjustment to $12,327,000, based on applying a 2.2% inflation factor to Staff’s flawed five year
(2008-2012) average. See Staff Init. Br. at 57-60. However, once again, the entire proposed
disallowance amount is the product of mistakes.

The Staff rebuttal proposal suffers from five errors that, together, entirely negate the
proposed adjustment, as illustrated in the table in the introduction to this subsection of this Reply
Brief.

First, Staff’s calculation erroneously disallows $5,194,000 of benefits costs increases
supported by Utilities witness Ms. Phillips and unrefuted by any other witness. NS-PGL Init. Br.
at 102; Gregor Sur., NS-PGL Ex. 41.0 Corr., 4:70-74,

Second, Staff’s calculation erroneously disallows $3,150,000 of injuries and damages

expenses by inexplicably failing, after the same error in its direct testimony proposal was pointed
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out, to factor in that Peoples Gas directly paid injuries and damages expenses in 2008. NS-PGL
Init. Br. at 102. As noted above, the Commission previously has rejected a similar Staff error in
averaging injuries and damages expenses. Peoples Gas 2007 Order, p. 57.

Third, Staff’s calculation’s extrapolation from eleven months of 2012 data overstated its
adjustment by $677,000. NS-PGL Init. Br. at 103.

Fourth, Staff’s calculation erroneously disallows $3,372,000 of costs due to increased
investments by IBS that the Utilities fully supported. NS-PGL Init. Br. at 103; NS-PGL Cross
Ex. 14.

Fifth, Staff’s calculation incorrectly overlooks another $1,024,000 of IBS plant
investment costs that Peoples Gas already removed from its revenue requirement in rebuttal and
surrebuttal. NS-PGL Init. Br. at 103; NS-PGL Cross Ex. 14.

The net result of Staff’s errors is to negate in full (and more) its proposed adjustment, as

illustrated in the following table.
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Staff Rebuttal Proposed Errors Impact of

Disallowance of Peoples Gas Errors
IBS Costs
$12,327,000 Disallows proven and employee benefits $5,194,000
costs
Fails to factor in that Peoples Gas directly $3,150,000
paid injuries and damages expenses in 2008
Extrapolates from 11 months of 2012 data $677,000

and thus further overstates injuries and
damages disallowance

Disallows proven IBS plant investment costs $3,372,000

Disallows IBS plant investment costs already $1,024,000
removed from Peoples Gas’ revenue
requirement

Total $13,417,000

Result: Corrections eliminate Staff disallowance figure and, in fact, go $1,090,000 in the
other direction (an increase)

Nothing in Staff’s Initial Brief (at 56-58) refutes any of Staff’s errors or otherwise
rehabilitates the Staff position. Staff’s discussion essentially just reiterates claims by its witness,
none of which refutes, fixes, or offsets any of the errors.

Staff tries to rehabilitate its proposal by suggesting an overall view of the increase in IBS
costs charged and allocated to Peoples Gas. See Staff Init. Br. at 58-59. However, if Staff’s five
year average is corrected for the fact that Peoples Gas directly paid for injuries and damages
expenses in 2008, and the Utilities’ 2013 forecast for IBS costs is included in the calculation, the

amount of IBS costs forecasted for 2013 by the Utilities is $10,454,000 lower than the resulting

six year average (2008-2013). NS-PGL Init. Br. at 102-103.

In any event, as the above discussion shows, the Utilities have explained specific IBS
costs increases that are disregarded by Staff’s analysis, increases in an aggregate amount that is
greater than the total “increase” (miscalculated) that Staff calculates and claims to challenge.
Staff’s Initial Brief (at 58) refers to the Utilities as “selectively addressing increases in two areas

of expense”, i.e., benefits expense and injuries and damages expense, but that is disingenuous.
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Staff is complaining about an increase, but then complaining when the increase is explained.
Those two categories of expense (the first three Staff errors) together explain $8,344,000 of
Staff’s $12,237,000 figure, and two other Staff errors add up to another $4,396,000, as shown
above.

Staff’s claim that “Ms. Gregor’s explanation does not support the overall level of
increase” (Staff Init. Br. at 58) is fallacious. That claim is based on looking only at the benefits
expense and injuries and damages expense errors and ignoring the fourth and fifth Staff errors.

Staff’s empty claim, that “even if expenses increased in the areas of benefits costs and
injuries and damages, other intercompany charges may have also declined that would offset the
two increase the two increases selectively chosen by Ms. Gregor” (Staff Init. Br. at 58), is rank
speculation, supported by no citation and no analysis, and it is refuted by the evidence discussed
above. Such speculation is an unlawful basis for a disallowance. See, e.g., Ameropan Oil
Corp. v. ICC, 298 Ill. App. 3d 341, 348, 698 N.E.2d 582, 587 (1st Dist. 1998) (“speculation has
no place in the ICC’s decision”); Allied Delivery System. Inc. v. lllinois Commerce Comm’n, 93
Il. App. 3d 656, 667, 417 N.E.2d 777, 785 (1st Dist. 1981) (“The speculation indulged in by the
Commission is clearly an unsatisfactory and unacceptable basis for its decision.”).

Correcting Staff’s errors together eliminates Staff’s proposed adjustment and, in fact,

suggests a $1,090,000 increase. Staff’s proposal lacks any merit and must be rejected.

C. Staff’s Comparison of the AG’s
Proposals Undercuts Staff’s Proposal

Staff’s Initial Brief (at 59-60) presents a bizarre comparison of $12,166,000 of proposed
adjustments of the AG, of which only a small fraction involve IBS costs, with Staff’s proposed
adjustment to IBS costs. The AG’s analysis of IBS costs does not validate Staff’s $12,237,000

figure, and, if anything, refutes it.
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Of the $12,166,000 of AG-proposed adjustments that Staff cites for comparison, only
$2,085,000 are direct adjustments to the IBS costs allocated and charged to Peoples Gas, with
another $40,000 being a placeholder change in the rate of return on IBS plant investments. See
Staff Init. Br. at 60. See also the discussion of the AG’s proposed IBS adjustments, in
Section V.C.7.ii of this Reply Brief, below.

The other $10,081,000 of AG-proposed adjustments that Staff cites here is the aggregate
amount of AG-proposed adjustments to (1) overall employee headcounts of both of the Utilities
including both utility employees and some IBS employees attributed to the Utilities and
(2) overall operating expenses (except for certain categories) of both of the Utilities including
non-IBS costs and IBS costs, and thus they include non-1BS costs as well as IBS costs and they
include amounts for North Shore as well as Peoples Gas. See Staff Init. Br. at 59-60. See also
Sections V.C.4 and V.C.6 of this Reply Brief.

Thus, the notion that that other $10,081,000 of AG-proposed adjustments somehow
validates Staff’s proposed IBS cost adjustments is illogical and absurd.

In fact, the AG’s final proposed adjustments to IBS costs of $2,085,000 reflects the AG’s
analysis of all eight IBS cost “home centers” and IBS plant investment costs, with the AG’s
revising its direct testimony proposal and in rebuttal proposing adjustments to only two of the
cost home centers and depreciation expense. NS-PGL Init. Br. at 104-106. Thus, if anything,

the AG’s analysis refutes the Staff proposal. Again, the Staff proposal must be rejected.

ii. The AG’s Proposed Adjustments Are Unwarranted

The AG’s Initial Brief (at 81-89) adheres to its proposals to disallow:
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Q) as to “TEG Corporate Controller” expenses, $600,000 as to Peoples Gas and

$101,000 as to North Shore;*

(2 as to “IBS Legal — Centrally Budgeted” expenses, $591,000 as to Peoples Gas and

$61,000 as to North Shore; and

3) as to IBS depreciation costs, $894,000 as to Peoples Gas and $480,000 as to

North Shore.
See also AG Ex. 4.1, Sched. C, p. 2, col. (I), and Sched. C-8; AG Ex. 4.2, Sched. C, p. 2, col. (1),
and Sched. C-8.3" CUB-City’s witness presented no testimony on this subject, but CUB-City’s
Initial Brief (at 47) now supports the AG’s proposal, echoing a misleading claim made by AG
witness Mr. Brosch and adding nothing else to the subject.

The first two adjustments are unwarranted. The third adjustment was adopted, with a
correction, in the Utilities’ surrebuttal, although the AG and CUB-City Briefs appear to indicate
that they did not realize this fact.

The AG’s Initial Brief on this subject begins by stating, correctly, that the Utilities have
the burden of proving their costs are just and reasonable. AG Init. Br. at 42, citing 220 ILCS
5/9-201. As discussed in the Utilities’ Initial Brief (at 94-95), a utility does bear the burden of
proof that its proposed rates are just and reasonable, 220 ILCS 5/9-201(c), although once it
presents a prima facie case, the burden of going forward with the evidence shifts to the other
parties that challenge its costs to show unreasonableness due to inefficiency or bad faith.

As noted above, the Utilities presented more than a prima facie case, including as to the

IBS costs charged and allocated to the Utilities, with the forecasted costs of each of the eight IBS

% “TEG” is a shorthand reference to Integrys (TEG is its stock symbol).

7 Mr. Brosch also proposed small adjustments relating to the IBS rate of return on IBS plant investments, but the
AG’s Initial Brief (at 88-89) correctly recognizes that this item is tied to the rate of return authorized for the
Utilities. Thus, the IBS costs included in the final Order in these cases should reflect, as to the IBS plant investment
costs, the final approved rates of return for the Utilities.
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cost “home centers” being individually determined by subject matter experts through a careful
process, and with those IBS costs being reviewed and approved. E.g., NS-PGL Init. Br. at 10-13,
72-73, 100-105.

The AG seeks to cast doubt on the sufficiency of the information on IBS costs provided
by the Utilities, emphasizing the AG’s claim that the Utilities themselves identified certain IBS
costs as “Unexplained Variances”. AG Init. Br. at 82. This is the AG claim that is reiterated by
the CUB-City Initial Brief (at 47).

That AG claim illustrates the unfounded nature of the AG’s proposals. The AG is citing
information provided by the Utilities in discovery that expressly stated that certain variances
were “unexplained” by either of two factors, the general wage increase or inflation, but also

stated they were explained by other factors. NS-PGL Init. Br. at 105. The AG’s Initial Brief (at

83 and 84) acknowledges that fact, albeit it does so in a somewhat unclear manner.

The AG’s Initial Brief (at 83-84) discusses primarily the direct testimony of AG witness
Mr. Brosch, which involved proposed adjustments to multiple IBS cost home centers. The
Utilities” review of the AG’s direct testimony led the Utilities to conclude that two minor
adjustments to the IBS costs were warranted, and the Utilities made those adjustments in
rebuttal. NS-PGL Init. Br. at 105. The Utilities made a further adjustment, to the IBS plant
investment depreciation expense, in surrebuttal, as discussed further below. Id. at 106.

The AG’s Initial Brief next discusses that the Utilities’ rebuttal provided additional
information, some of which Mr. Brosch found sufficient and some of which he did not, which
led him to revise his proposals and limit them to the proposed adjustments to two home centers,
the “TEG Corporate Controller” and “IBS Legal — Centrally Budgeted”, and to IBS plant

investment depreciation expenses, listed above. AG Init. Br. at 84-88.
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The AG proposes to reduce TEG Corporate Controller costs, as noted earlier, but its
proposal is based largely on cost that are forecasted for vendor assistance with work related to
accounting convergence standards and International Financial Reporting Standards (“IFRS”),
which forecast the Utilities showed to be reasonable. Compare AG Init. Br. at 86 with Gregor
Sur., NS-PGL Ex. 41.0 Rev, 6:111-121; NS-PGL Ex. 41.5. The AG cross-examined Utilities
witness Ms. Gregor on this subject, but that further evidence also shows that, while the subject is
indeed forecasted amounts related to convergence standards and IFRS for 2013, and thus the
costs had not yet been incurred, the forecast is the work of subject matter experts and remains
reasonable. Gregor Tr. 2/4/13, 63:8 - 67:22; AG Cross Ex. 3. In addition, the AG did not make
the 2012 data it used full year data, and it did not include a factor for inflation. AG Ex. 4.1,
Sched. C-8, line 3 and fn. (c); AG Ex. 4.2, Sched. C-8, line 3 and fn. (c). Thus, the adjustment is
unwarranted, or, alternatively, extremely overstated.

The AG also continues to pursue its proposed reduction of IBS Legal — Centrally
Budgeted expenses. AG Init. Br. at 87. The AG’s proposal is based on 2010, 2011, and partial
2012 data. 1d. However, if the 2010-2012 average is modified by a 2.2% inflation rate, the
Moody’s cost factor that was used by the Utilities when no other cost factor was known, that
would result in a figure of $7,585,000 for this home center, which is $48,000 more than the 2013
forecasted amount used by the Utilities. NS-PGL Init. Br. at 106. Thus, the adjustment is
unwarranted.

Finally, the AG urges its proposed adjustments to the depreciation expense related to IBS
plant investments. AG Init. Br. at 88. However, the AG’s Initial Brief overlooks that the
Utilities adopted these proposed adjustments in surrebuttal, except for correcting the amount to

provide for seven, not six, months of depreciation expense on the WAM “Gap” project to reflect
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its expected in-service date. NS-PGL Init. Br. at 106. So, these proposed adjustments are moot,
subject to that correction.

The AG’s proposed IBS home center cost adjustments are unwarranted and should be
rejected. The AG’s proposed IBS depreciation expense adjustments now are redundant. The
Utilities have made the appropriate adjustments to the IBS home center costs and to the IBS

depreciation costs in their rebuttal and surrebuttal, respectively.

b. Advertising Expense

Staff proposes disallowances of certain “advertising” expenses -- i.e., sponsorship costs
of $116,000 of as to Peoples Gas and $25,000 as to North Shore -- on top of the advertising
expenses that the Utilities already excluded from their revenue requirements in their original
filings and in rebuttal. Staff Init. Br. at 60-63, and App. A, p. 3, col. (0), and App. B, p. 3,
col. (0); see also Ostrander Reb., Staff Ex. 13.0, Scheds. 13.03P and 13.03N. Staff argues that
the sponsorships “are of a promotional, goodwill or institutional nature, and are therefore barred
from cost recovery under Section 9-225 of the Act [220 ILCS 5/9-225]”. Staff Init. Br. at 60.
CUB-City’s witness never mentioned this subject, but CUB-City’s Initial Brief (at 48) now
recommends Staff’s proposed adjustments, adding nothing to the subject except a mistaken
proposal to disallow costs Peoples Gas already removed from its revenue requirement.*®

Staff’s proposed adjustments are erroneous and would disallow costs of sponsorships that
are charitable in nature and of value to customers and the communities in the Utilities” services

territories. In addition, Staff’s adjustment as to Peoples Gas is overstated by $10,000, because

% CUB-City’s Initial Brief (at 48) cursorily references Section 9-225. CUB-City’s brief (at 48) also mistakenly
argues for disallowance of $15,000 of events costs in Account 909 that Staff challenged in its direct testimony
(Ostrander Dir., Staff Ex. 3.0, 19:376-382 and Sched. 3.07 P, p. 2, line 2), that the Utilities already removed from
their revenue requirements in rebuttal (Moy Reb., NS-PGL Ex. 26.0, 6:129-131; NS-PGL Ex. 26.2P, p. 4, col. [D],
line 21; NS-PGL Init. Br. at 107 fn. 55), as recognized in Staff’s rebuttal (Ostrander Reb., Staff Ex. 13.0,
14:256-258 and fn. 22, Attachment F, p. 1 “Events” line, and p. 2, “Events” detail, and Sched. 13.01 P, p. 1., line 2,
p. 2, line 2, p. 3, line 2).
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Staff’s briefs fails to reflect that Peoples Gas removed another $10,000 of the challenged costs
from its revenue requirement in the Utilities’ surrebuttal.

The Utilities note that many of the reasons the Staff adjustments here are incorrect also
apply to Staff’s proposed adjustments to the Utilities’ sponsorships of charity fund-raising events
discussed in Section V.C.7.d of this Reply Brief. Staff is attacking recovery of charitable
sponsorship costs in these two sections, plus of certain charitable contributions in
Section V.C.7.c. All of the costs at issue in these three subjects are recoverable under
Section 9-227 of the Act, 220 ILCS 5/9-227, and Staff’s arguments misapply Section 9-225 in
seeking disallowance of the two categories of sponsorships.

I. The Sponsorships at Issue Are Charitable in Nature,

of Value to Customers and Communities, and Are
Recoverable Under Section 9-227 of the Act

All of the remaining contested expenses are sponsorships. E.g., Ostrander Reb., Staff Ex.
13.0, Scheds. 13.03P and 13.03N. The Utilities presented evidence that the sponsorships at
issue: (1) support events and organizations that are valued by communities the Utilities serve;
(2) enable the Utilities to provide information on energy education, online billing, and energy
assistance to event attendees; and (3) represent charitable contributions, although Staff tries to
dispute the second and third points, as discussed further below. NS-PGL Init. Br. at 107-108.
Compare Staff Init. Br. at 60-61.

Utilities witness Sharon Moy discussed the sponsorships, including their charitable nature
and their value to customers and communities in the Utilities’ service territories. For example,
she stated in part:

As a starting point, the Utilities’ rebuttal identified the nature of the sponsorships

in the list of organizations (NS-PGL Ex. 26.2N, WP-14, NS-PGL Ex. 26.2P,

WP-17). The Utilities identified the nature of sponsorships as charitable
contributions for the public welfare, or an educational purpose, for the following
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organizations for which Mr. Ostrander is proposing disallowance: (1) for North
Shore, it includes Arden Shore Child and Family Services, the City of North
Chicago, the College of Lake County, the Preservation Foundation, the Waukegan
Park District, the Waukegan Public Library, and Window to the World
Communications; and (2) for Peoples Gas, it includes the American Legion, the
Chicago Humanities Festival, the Chicago Public Library, Chicago Sinfonietta,
the Friends of Holstein Park, the Friends of the Parks, the Redmoon Theatre, and
Window to the World Communications. With the exception of the American
Legion (which is an Internal Revenue Service classified Section 501(c)(19)
organization — a nonprofit veterans’ organization that performs certain functions
for the public welfare), each of these entities is either a charitable organization
under Internal Revenue Code Section 501(c)(3) or the entity is a governmental
organization performing public welfare or educational services such as the
Waukegan Park District, the Waukegan Public Library, or the Chicago Public
Library. In addition, informational messaging concerning the Utilities’ system
and safety was provided as a part of some of the sponsorship events. (See
NS-PGL Ex. 42.3) As described in my rebuttal testimony, these organizations
and the Utilities’ expenditures for them, regardless of their accounting
classification, are for a recoverable purpose — that of supporting those entities’
public welfare or educational purpose. (NS-PGL Ex. 26.0, lines 135-152)

Moy Sur., NS-PGL Ex. 42.0 Rev., 6:128 — 7:149. The Utilities’ Initial Brief (at 107-108) also
quoted Ms. Moy’s rebuttal (NS-PGL Ex. 26.0, 7:134 — 8:152) regarding the sponsorships in
general, the sponsorships of the Chicago Public Library and the Waukegan Public Library in
particular, and the fact that in Peoples Gas 2011 Mr. Ostrander did not oppose recovery of the
costs of sponsorships of those two libraries or of Chicago Sinfonietta and the Waukegan Park
District. See also NS-PGL Init. Br. at 108-109 (discussing additional evidence of the nature and
benefits of the sponsorships).*

The sponsorship costs thus are recoverable under Section 9-227 of the Act, which states:

It shall be proper for the Commission to consider as an operating expense,
for the purpose of determining whether a rate or other charge or classification is

sufficient, donations made by a public utility for the public welfare or for
charitable scientific, religious or educational purposes, provided that such

% Staff claims “there is no readily apparent difference” between the sponsorships the Utilities included as

recoverable versus the sponsorships the Utilities excluded (Staff Init. Br. at 61), but, even assuming that were true, it
is no reason to disallow the included costs if they are recoverable. Staff’s statement seems to presume that the
Utilities should have presented detailed evidence regarding costs they were excluding from their revenue
requirements, but that does not make sense and there is no such requirement. Staff cites none.
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donations are reasonable in amount. In determining the reasonableness of such
donations, the Commission may not establish, by rule, a presumption that any
particular portion of an otherwise reasonable amount may not be considered as an
operating expense. The Commission shall be prohibited from disallowing by rule,
as an operating expense, any portion of a reasonable donation for public welfare
or charitable purposes.

The evidence shows that the sponsorships at issue are for the public welfare and for educational
purposes, as discussed above, and thus they are recoverable under Section 9-227.

In ComEd 2012, Staff challenged recovery of $376,000 for donations to “non-charitable”
organizations (i.e., organizations that do not fall under Section 501(c)(3) of the Internal Revenue
Code), including the American Legion (one of the sponsorship recipients in the instant cases, as
shown above) and arts and culture organizations. ComEd 2012 Order, p. 45. The Commission
approved recovery, rejecting multiple theories argued by Staff in support of disallowing those
costs. See the discussion beginning on the 11" line from the bottom of page 46 of ComEd 2012
Order through the second full paragraph on page 48.

Staff presents only one response to the Utilities’ point that the sponsorship costs at issue
are recoverable under Section 9-227 of the Act. Staff argues that because the Utilities” original
filings requested recovery of the costs in question as “advertising” costs, rather than as charitable
costs, and the Utilities presented the argument that they are recoverable as charitable costs in
rebuttal, the costs should be disallowed, even if they could be recorded as charitable
contributions. Staff Init. Br. at 62-63.

Staff’s theory is punitive and unreasonable on its face. The costs in question have been
shown to be recoverable, and thus this Staff argument improperly and unfairly exalts form over
substance. Moy Sur., NS-PGL Ex. 42.0 Rev., 5:99 - 6:120, 8:180 —9:182. (See also id. at

7:150 — 9:182 (discussing accounting criteria going forward).)
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The Commission rejected a very similar disallowance argument in Commonwealth
Edison Co., ICC Docket No. 99-0117 (Order on Rehearing March 9, 2000), which held that even
though a utility incorrectly had recorded some expenses as sales and marketing expenses, the
utility had shown that the expenses actually were costs for the provision of delivery services and,
therefore, were recoverable.

Moreover, Staff’s position is contradictory. On page 65 of its Initial Brief, Staff states:
“Whether the Companies record institutional events support costs as miscellaneous general operating
expense or charitable contributions, should not dictate whether these particular miscellaneous general
operating expenses should be recovered from ratepayers.”

Finally, the test year in this case is 2013, and the Utilities have discussed improving the
accounting for these costs going forward. Moy Sur., NS-PGL Ex. 42.0 Rev., 7:150 — 9:182.

There is no valid or fair reason to punish them based on the accounting. Id.

ii. Staff’s Section 9-225 Argument Lacks Merit

Staff’s primary claim is that whether the sponsorships have value to the communities in
the Utilities’ service territories “has no bearing” because: “The sponsorships put the Companies’
name before the public in a philanthropic light, and therefore, must be disallowed in compliance
with Section 9-225 of the Act and prior Commission orders.” Staff Init. Br. at 61 (citing
Ostrander Reb., Staff Ex. 13.0, p. 15).

Staff’s “philanthropic light” theory fails because it: (1) assumes that the costs are not
recoverable under Section 9-227 of the Act; (2) is not supported by, and instead is contrary to,
Section 9-225; and (3) is not warranted by the four prior Orders that Staff cites, three of which

do not even involve Staff’s theory.
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First, Staff does not and cannot argue that the “philanthropic light” theory applies to costs
recoverable under Section 9-227 of the Act. Such an argument would improperly use a (recently
minted and erroneous) gloss on Section 9-225 to override the specific provisions of
Section 9-227 regarding “donations made by a public utility for the public welfare or for
charitable scientific, religious or educational purposes....” That would be legal error,*® but,
again, Staff does not make such an argument.

Second, Staff’s theory is not supported by Section 9-225(1)(c) of the Act on
“promotional” advertising. Section 9-225(1)(c) defines “promotional advertising” as follows:
“’Promotional advertising” means any advertising for the purpose of encouraging any person to
select or use the service or additional service of a utility or the selection or installation of any
appliance or equipment designed to use such utility's service.” The evidence shows that the
sponsorships are for the purpose described by Ms. Moy. The evidence does not show that the
sponsorships are “for the purpose of encouraging any person to select or use the service or
additional service of a utility or the selection or installation of any appliance or equipment
designed to use such utility's service.” Staff does not present any explanation, much less
evidence, of how the Ultilities’ sponsoring entities like the American Legion or the Chicago
Public Library can be found to be for that purpose. They are for the purpose of supporting those
entities, which benefits customers and communities.

Third, Staff’s theory really is based on Staff’s gloss on Section 9-225(1)(d) of the Act on

“goodwill or institutional advertising”, but it fails there, too. Section 9-225(1)(d) defines

0 The general provisions of Section 9-225 (even setting aside that Staff’s theory is not supported by Section 9-225,
as discussed below) cannot override the specific provisions of Section 9-277, because that would be contrary to
basic principles of statutory construction. E.g., lll. Bell. Tel Co. v. Illinois Commerce Comm’n, 362 Ill. App. 3d 652,
661-662, 840 N.E.2d 704, 713 (4™ Dist. 2005) (“If a general statutory provision and a specific statutory provision
relate to the same subject, the specific provision prevails. People v. Botruff, 212 Ill. 2d 166, 175, 817 N.E.2d 463,
468 ... (2004).”).
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“goodwill or institutional advertising” as follows: “Goodwill or institutional advertising” means
any advertising either on a local or national basis designed primarily to bring the utility's name
before the general public in such a way as to improve the image of the utility or to promote
controversial issues for the utility or the industry.” Again, the evidence shows that the
sponsorships are for the purposes described by Ms. Moy. The evidence does not show that the
sponsorships are “designed primarily to bring the utility's name before the general public in such
a way as to improve the image of the utility or to promote controversial issues for the utility or
the industry.”

Fourth, Staff’s attempt to shoe-horn its proposed adjustments into the above provisions of
the statute with the “philanthropic light” theory is inconsistent with the actual statutory language.
Staff’s theory essentially would read Section 9-225 to mean that, if the Utilities spend money on
a good purpose that benefits customers and/or communities, and as a result customers and
communities will view the sponsorship favorably, that makes the costs unrecoverable. The Staff
theory is unreasonable and counter-productive to customers and communities. Indeed, if the
General Assembly had meant that, then they would have included a specific provision on the
recovery of costs of sponsorships in Section 9-225, which they did not do. Furthermore, the
Staff theory reads Section 9-225 in a manner that is inconsistent with Section 9-227, as discussed
earlier.

Fifth, the Staff theory incorrectly ignores Section 9-225(2) of the Act. Section 9-225
provides that even if advertising is promotional, or goodwill or institutional advertising, the
Commission may approve the cost if “the Commission finds the advertising to be in the best

7

interest of the Consumer....” Here, the evidence is overwhelming, and unrefuted, that the

sponsorships benefit customers and communities in the Utilities’ service territories. The Staff
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inference that the sponsorships are not in the best interests of customers is contrary to the facts
and mistaken. E.g., Moy Reb., NS-PGL Ex. 26.0, 7:148 — 8:152. Moreover, the notion that
advertising that puts a utility in a “philanthropic light” is unrecoverable is irreconcilable with the
statutory provision that costs of advertising that is in the best interests of the customer are
allowable under Section 9-225(2).

Sixth, Staff’s proposed adjustments are not warranted by the four past Commission Staff
Orders that Staff cites. Staff’s Initial Brief does not cite any specific Commission Orders in
support of the “philanthropic light” theory, but it cites (at 6) Mr. Ostrander’s rebuttal (Staff
Ex. 13.0) at page 15. His rebuttal does not provide any independent substantive support for the
theory, or any specific Order cites, however, and for this purpose it in turn cites his direct
testimony (Staff Ex. 3.0) at pages 19-20. His direct testimony asserted that the sponsorships
were “promotional or goodwill” in nature but provided only very cursory discussion of the facts.
Ostrander Dir., Staff Ex. 3.0, 19:382 — 20:388.

Mr. Ostrander’s direct testimony then indicated that the Commission has previously
addressed the disallowance of advertising expenses of a promotional, goodwill, or institutional
nature and stated that:

In the Companies’ 2007,% 2009* and 20113 rate cases and in Ameren’s initial

formula rate case, the Commission accepted Staff’s proposed adjustments to

disallow advertising expenses that are of a promotional, goodwill or institutional
nature.

His footnotes 32, 33, 34, and 35 cited, respectively, four Commission Orders: Peoples Gas 2007
Order, p. 41; Peoples Gas 2009 Order, p. 81; Peoples Gas 2011 Order, p. 47; and Ameren
Illinois Co., ICC Docket No.12-0001 (Order Sept. 19, 2012) (“Ameren Illinois 2012”),

pp. 92-95. He did not discuss the specific facts or rulings in those four cases.
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The first three of those four Orders do not even mention, much less approve, Staff’s

“philanthropic light” theory.

The Peoples Gas 2007 Order at p. 41 involved an uncontested issue and simply
indicates that Staff challenged certain advertising expenses under Section 9-225, and the
Utilities did not oppose the proposed adjustments. There is no discussion of the nature
of the costs or of the factual basis of the Staff claim, much less of the “philanthropic
light” theory.

The Peoples Gas 2009 Order at pp. 78-81 indicates that Staff-proposed advertising
expenses were accepted by the Utilities except for one contested item, the Utilities
“Safety, Reliability and Warmth Campaign”, a poster and radio ad campaign, not a
sponsorship. Staff contended, based on its analysis and presentation of specific facts
regarding the campaign, that the campaign was primarily promotional in nature. Staff
pointed out, for example, that the promotional and good will elements of the posters
were attention-getting while references to energy conservation and payment options
were in fine print. The Commission found as follows: “The Utilities argument is
unconvincing. It is clear that the primary focus of this campaign is promotional and is
designed to improve the Utilities’ image. The Commission finds these expenditures to
be non-recoverable pursuant to Section 9-225 of the Act. The non-promotional
information that is included in this campaign is clearly not the focus and would be more
appropriately included in bill inserts. We adopt Staff’s proposed adjustment.” The facts
of the Peoples Gas 2009 issue are dissimilar to the facts here, and the Commission’s

ruling did not involve or discuss, much less adopt, the “philanthropic light” theory.
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e The Peoples Gas 2011 Order at p. 47 involved an uncontested issue and simply
indicates that Staff challenged certain advertising expenses under Section 9-225, and the
Utilities adopted the proposed adjustments (other than a portion relating to customer
satisfaction research that Staff withdrew (see also Peoples Gas 2011 Order, pp. 45-46)).
There is no discussion of the nature of the costs, the factual basis of Staff’s claim, or the
“philanthropic light” theory.
Thus, when Staff’s Initial Brief (at 63) suggests that prior disallowances of advertising expenses
of the Utilities support the Staff-proposed adjustments here, that is incorrect.
The fourth Order, Ameren Illinois 2012 Order, does employ the “philanthropic light”
theory, but does not warrant adopting Staff’s proposed adjustments. The Ameren Illinois 2012
Order finds in part as follows:

The Commission has considered the parties’ arguments and observes that
none deny that corporate sponsorships are important to the success of many
organizations and events. Nor do any of the parties suggest that AIC is not free to
engage in corporate sponsorships as it believes appropriate. But the value of the
sponsorships to the recipients and AIC's choice of events to sponsor need not be
determined by the Commission. Whether customers should have to reimburse
AIC for its decision to sponsor an organization or event is what hangs in the
balance. Clearly the sponsorships that AIC has withdrawn from consideration on
its own are not recoverable under Section 9-225. The withdrawn sponsorships do
not seem all that different from those for which AIC still seeks recovery; the main
difference being that AIC did not physically receive tickets/admission to an event.
But regardless of whether AIC received tangible benefits for its corporate
sponsorships, the Commission cannot disregard the fact that the sponsorships
bring AIC's name before the public in a philanthropic light. While AIC claims
this is not its intention, this is the very meaning of goodwill advertising. AIC is
free to be a good corporate citizen and enjoy the ensuing benefits, but it should
not be free to pass the costs of doing so to customers. That the Commission may
not have made similar adjustments in past rate cases does not bar the Commission
from doing so now since the Commission's failure to do so now that this issue has
been brought to its attention would contravene Section 9-225. Accordingly, the
Commission accepts Staff's $263,000 adjustment disallowing the costs of
corporate sponsorships.

Ameren Illinois 2012 Order, p. 95.
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The Ameren Illinois 2012 Order, while it does adopt the “philanthropic light” theory,
does not warrant Staff’s proposed adjustments for four reasons.

e The Staff theory does not apply to the sponsorships if they are recoverable under
Section 9-227 of the Act, as discussed earlier.

e Section 9-225 of the Act has been “on the books” for decades, similar sponsorships
previously were approved (even when reviewed by Staff witness Mr. Ostrander
(NS-PGL Init. Br. at 106)), and sponsorships evidently were not disallowed on this Staff
theory until Ameren Illinois 2012 Order. The Order seeks to distinguish all the past
Commission Orders on the theory that this “issue” was for the first time being brought
to the Commission’s attention, but the review of advertising expenses by Staff and the
Commission is a long-standing practice, as illustrated by the three other Orders cited by
Staff.**

e Ameren lllinois 2012 Order quotes but does not discuss the language of
Section 9-225(1)(d) stating that advertising is goodwill advertising “if it is designed
primarily to bring the utility's name before the general public in such a way as to
improve the image of the utility or to promote controversial issues for the utility or the
industry.” (Emphasis added) Whatever the evidence in Ameren Illinois 2012, the
evidence here does not support a finding that the sponsorships are designed primarily to
bring the Utilities’ names before the general public in such a way as to improve their
images, as discussed earlier.

e Ameren Illinois 2012 Order quotes but does not discuss, and in fact disregards, the

language of Section 9-225(2) regarding advertising in the best interests of customers.

* The Commission also has a long-standing rule on the subject of advertising expenses. 83 Ill. Adm. Code
§ 285.3075.
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The Order finds: “But the value of the sponsorships to the recipients and AIC’s choice
of events to sponsor need not be determined by the Commission.” That determination
must be made if Section 9-225(2) is raised, as it is in the instant cases. Here, the
evidence shows that the sponsorships are in the best interests of customers.

Staff’s arguments based on Section 9-225 and past Orders do not justify the proposed

adjustments.

iii. Staff’s Section 9-226 Argument Lacks Merit

Staff’s remaining argument is that the Utilities’ “assertion” that the sponsorships enable
them to provide information on energy education, online billing, and energy assistance “has not
been substantiated with the provision of advertising materials as required by Section 9-226 of the
Act. (220 ILCS 5/9-226)” Staff Init. Br. at 61.

Staff’s argument is mistaken. First, the argument does not apply to costs recoverable
under Section 9-227. Second, Section 9-226 expressly addresses provision of copies of
advertisements and scripts where recovery of the costs of those items is sought. Here, the costs
at issue are the costs of the sponsorships, not any additional costs of materials provided at
sponsored events. Third, the Utilities did provide copies of informational messaging concerning
the Utilities’ systems and safety provided as a part of some of the sponsored events, to support
that aspect of the value of the sponsorships. Moy Sur., NS-PGL Ex. 42.0 Rev., 7:144-146;
NS-PGL Ex. 42.3. Staff claims that that is insufficient (see Staff Init. Br. at 61-62), but that
assumes both that Section 9-226 applies, and that the Utilities must show which materials were
provided at which event, neither of which is the case. Staff’s proposed adjustments should not

be adopted.
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iv. Staff’s Peoples Gas Adjustment is Overstated

Staff’s proposed adjustments are unwarranted, as discussed above, and, in addition,
Staff’s adjustment as to Peoples Gas is overstated by $10,000. Staff’s $116,000 disallowance
amount is from Staff’s rebuttal. Staff Init. Br., App B, p. 3, col. (0); Ostrander Reb., Staff
Ex. 13.0, Sched. 13.03 P, p. 1). Staff’s rebuttal noted that $10,000 of that amount was included
in error, an error which Peoples Gas corrected in its surrebuttal (Moy Sur., NS-PGL Ex. 42.0
Rev., 13:266-269; NS-PGL Ex. 42.2P, p. 2, col. [D], reflected in NS-PGL Ex. 42.1P, col. [D],

line 23).

C. Charitable Contributions

Staff proposes to disallow a total of $8,150 of charitable contributions made by Peoples
Gas to 19 universities outside the utility’s service territory (including 5 in Illinois (total $1,500),
1 in Wisconsin ($200), 2 in Indiana ($3,000), and almost all of the rest in nearby States ($3,300),
except for $50 and $100 to universities in New York and South Carolina, respectively), based
solely on the fact that the universities are outside the service territory and the theory that that fact
makes the donations unrecoverable. Staff Init. Br. at 63-64 and App. B, p. 4, col. (s); see also
Ostrander Reb., Staff Ex. 13.0, 20:380 — 21:413 and Sched. 13.05 P. Staff’s adjustment, while
small, is wrong and counter-productive, and it should be rejected. Although CUB-City’s witness
never mentioned this subject, CUB-City’s Initial Brief (at 48-49) now recommends Staff’s

proposed adjustments, but adds only one separate, and inapplicable, point on this subject.*

2 CUB-City cite Ameren Illinois Co., ICC Docket No. 11-0282 (Order Jan. 10, 2012), p. 31, as indicating that in a
difficult economic environment, charitable contributions must be closely examined. That Order, however: (1) finds
(at 30) that in times of economic hardship there is even greater need for charitable help and on that basis rejects a
proposal to disallow all charitable donations; and (2) disallows (at 31) charitable contributions in an aggregate
amount beyond a particular total level based on the facts of that case. There is no evidence here that the total level
of charitable amounts sought to be recovered is unreasonable.
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Staff’s Initial Brief argues that the adjustment is warranted because: (1) Peoples Gas
“provided no tangible evidence that these contributions provide any reasonable benefit to
Peoples Gas’ rate payers” and (2) recent Commission Orders disallow contributions to
organizations outside a service’s territory. Staff Init. Br. at 63. Staff’s brief’s discussion is
somewhat cursory, but, in any event, the Staff position is unsound.

The Utilities’ Initial Brief showed, in detail, that:

Q) Staff’s arguments are not supported by, and instead urge a ruling that violates,

Section 9-227 of the Act, for multiple reasons, including

a. Section 9-227 expressly provides for discovery of donations for “educational
purposes”, which is what is involved here; and

b. Section 9-227 limits the power of the Commission to establish rules
disallowing charitable contributions, and what Staff effectively proposes is a
rule for geographic limits;

(2 the Utilities showed customer benefits of donations to educational institutions

outside of their service territories;

3) Staff’s literal line-drawing is unsupported and unreasonable, relying on the

premise that undefined “tangible benefits” must be shown for a contribution to the
University of Illinois at Urbana Champaign, for example, but not for a
contribution to the University of Illinois at Chicago; and

4) the Commission Orders upon which Staff relies do not support the proposed

disallowance, for multiple reasons, including:

a. they rely on the particular evidence in the cases; and

113



b. they interpret and apply the “public welfare” language of Section 9-227, not
the “educational purposes” language.
NS-PGL Init. Br. at 110-113.
The Staff position proposes a ruling that would be unlawful, but, even if it set forth the
appropriate standard, the evidence here supports recovery. The Staff adjustment should be
rejected.

d. Institutional Events

Staff proposes to disallow $142,000 of Peoples Gas sponsorship of “institutional events”
and $2,000 of North Shore sponsorship of institutional events, on the theory that the costs are for
promotional, goodwill advertising, and thus are barred from recovery under Section 9-225 of the
Act. Staff Init. Br. at 64;* see also Ostrander Reb., Staff Ex. 13.0, Scheds. 13.04 N and 13.04 P.
Although CUB-City’s witness never mentioned this subject, CUB-City’s Initial Brief (at 49) now
recommends Staff’s proposed adjustments, but adds no separate point on this subject.

The Utilities discussed Sections 9-225 and 9-227 of the Act at length in Sections V.C.7.b
and V.C.7.c of this Reply Brief, and incorporate, rather than repeat fully, that discussion here.

The Utilities have shown that these sponsorships: (1) support local charities, (2) serve as
a means for the charities to raise contributions, (3) allow for dialogue between the charities and
the Utilities so they can better serve the community, and (4) foster cross-collaboration between
the Utilities and the community so the Utilities can better serve their customers. NS-PGL Init.
Br. at 113 (citing the testimony of Utilities witness Sharon Moy). For example, Staff proposes to
disallow the cost of Peoples Gas’ sponsorship of “After School Matters”, which provides

Chicago teens with educational programming. Id. Other examples of proposed disallowances

% Staff’s Initial Brief (at 64) also throws in the passing assertion that the sponsorships are “not necessary to provide
utility service to rate payers”, but Staff does not develop that assertion, and there is no requirement of such a
showing in Section 9-225 or Section 9-227 of the Act.
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include sponsorships of the Adler Planetarium, the Chicago Children’s Choir, the Chicago Public
Library Foundation, and the Chicago Urban League. Id. Staff’s assertion that the Utilities did
not show that the sponsorships are anything other than goodwill advertising (Staff Init. Br. at 65)
is mistaken.**

The sponsorships thus are recoverable under Section 9-227 of Act. Indeed, similar
sponsorships were approved (not even challenged) in past cases, as Staff has acknowledged.
NS-PGL Init. Br. at 115. Staff’s observation, that the Utilities also made separate charitable
contributions to some of the same organizations (Staff Init. Br. at 65), is no grounds for
disallowance under Section 9-227 (or Section 9-225). There is no evidence that the total amount
of support of charities by the Utilities is unreasonable.

Staff’s Section 9-225 arguments lack merit, in any event. Although Staff’s Initial Brief
refers to “promotional” advertising, the relevant provision, Section 9-225(1)(c), does not apply
here. The evidence does not show that the sponsorships are “for the purpose of encouraging any
person to select or use the service or additional service of a utility or the selection or installation
of any appliance or equipment designed to use such utility's service.” The evidence shows that
the sponsorships are for the purposes described by Ms. Moy.

Staff’s argument really is founded on Staff’s gloss on Section 9-225(1)(d) of the Act,
which addresses “goodwill and institutional advertising”, but Section 9-225(1)(d) does not
support Staff’s argument, either. The evidence negates, rather than supports, any claim that the
sponsorships are “designed primarily to bring the utility's name before the general public in such
a way as to improve the image of the utility or to promote controversial issues for the utility or

the industry.”

“  Staff also claims that “[t]here is no readily apparent difference” between the sponsorships that the Utilities
included as recoverable versus the sponsorships that the Utilities excluded (Staff Init. Br. at 65), but that claim, even
if it were true, is not a basis for disallowance as discussed in footnote 39 of this Reply Brief, supra.
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Finally, on page 65 of its Initial Brief, Staff states: “Whether the Companies record
institutional events support costs as miscellaneous general operating expense or charitable
contributions, should not dictate whether these particular miscellaneous general operating expenses
should be recovered from ratepayers.” Staff does not explain how that claim supports Staff’s
proposed adjustments here (and it is contradicts Staff’s position on pages 62-63). Staff’s proposed

adjustments should not be adopted.

8. Depreciation

a. Bonus Depreciation

See Section 1V.C.6.c. of this Reply Brief.

b. Derivative Adjustments from Contested Adjustments

This issue is not contested, apart from the derivative impacts of contested adjustments.

9. Rate Case Expenses

In Section V.C.9 of the Utilities’ Initial Brief, the Utilities summarized the extensive
evidence in the record establishing the justness and reasonableness of their requested rate case
expenses. The record evidence includes but is not limited to detailed information concerning the
actual expenses that have been or will be incurred, by whom, for what purpose and why such
expenses were necessary. The information introduced into the record by the Utilities in the
present dockets meets (and likely exceeds) the standard for such information that the
Commission has stated a utility must provide in order for the Commission to make an informed
determination regarding the justness and reasonableness of requested rate case expenses required
by Section 9-229 of the Act, as interpreted by the Appellate Court in Illinois-American Water,
2011 IL App (1st) 101776 at Y 47-48. See In re Charmar Water Co., et al., ICC Docket
Nos. 11-0561 — 11-0566 (consol.) (Order May 22, 2012), p. 19; In re Charmar Water Co., et al.,
ICC Docket Nos. 11-0561 — 11-0566 (consol.) (Order on Rehearing Nov. 28, 2012), p. 14.
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No party — in either their testimony or Initial Briefs — has opposed the amount of rate case
expenses requested by the Utilities in these dockets.” Indeed, based on its review of the record
evidence, Staff recommends allowing the Utilities’ requested amount of rate case expenses. See
Staff Init. Br. at 66-67 and App. C and D. While CUB-City requests that the Commission
examine the amount of requested rate case expenses to determine whether it is likely that the
Utilities will spend the amount budgeted (see CUB-City Init. Br. at 51), all of the evidence in the
record on this issue supports the conclusion that it is likely these amounts will in fact be
expended by the end of these rate cases. During the hearing, the Utilities’ rate case expenses
witness, Ms. Moy, testified that based on her experience in prior rate cases and information from
persons who deal directly with the attorneys and technical experts involved in the rate cases, the
amounts of estimated rate case expenses remaining that had not been incurred by the time of the
hearing are likely to be incurred by the end of the suspension period in June, 2013. Moy Tr.
2/4/13, 103:9 — 104:20. Further, Staff witness Mr. Ostrander testified that the amounts billed to
date by the law firms are consistent with amounts billed at a similar juncture in the Utilities’
previous rate cases. Ostrander Reb., Staff Ex. 13.0, 8:141-142.

Accordingly, for these reasons, as well as those appearing in the record evidence and in
the Utilities’ Initial Brief, the Commission should make a determination pursuant to
Section 9-229 of the PUA, 220 ILCS 5/9-229, that the $2.286 million and $3.334 million in rate
case expenses requested by North Shore and Peoples Gas, respectively, in these dockets are just

and reasonable and allow their recovery (as well as recovery of the unamortized amounts of rate

*® See Staff Init. Br. at 66-67; AG Init. Br. at 89; CUB-City Init. Br. at 51. The Utilities already have agreed to the
adjustment proposed by Staff to the amortized amount of rate case expenses for their 2011 rate cases that CUB-City
discuss in their Initial Brief (at 51). See Utilities Init. Br. at 30-31; Moy Sur., NS-PGL Ex. 42.0, 12:261-265.
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case expenses remaining, and rehearing and appeal costs, from previous rate cases)*® over a

two-year amortization period.

D. Taxes Other Than Income Taxes and Invested Capital Taxes
(Payroll) (Uncontested Except for Derivative
Adjustments from Contested Adjustments)

1. Invested Capital Tax Computation and Derivative Adjustment

The AG and CUB-City continue to argue that the Utilities incorrectly compute the
invested capital tax. AG Init. Br. at 89-95; CUB-City Init. Br. at 50-51. The AG also opposes
the necessary derivative adjustments related to the invested capital tax. The Utilities’ Initial
Brief has already addressed AG’s and CUB-City’s proposals. NS-PGL Init. Br. at 127-129. The
Utilities will not repeat those arguments here. Staff agrees with Peoples Gas’ computation of
invested capital tax and related derivative adjustments. Staff Init. Br. at 67-69. Nothing in the
AG’s Initial Brief or CUB-City’s Initial Brief add support to their respective methodology for
computing invested capital tax or to exclude the necessary derivative adjustments. As Staff
notes, the methodology here that is supported by both the Utilities and Staff is consistent with the

methodology approved by the Commission in Peoples Gas 2007 and Peoples Gas 2011.

E. Income Taxes (Including Interest Synchronization)
(Derivative Adjustments from Contested Adjustments)

1. Appropriate Methodology to Reflect Change in
State Income Tax Rate (see also Section V.C.6.a)

See Section V.C.6.a of this Reply Brief.

*® The details concerning these amounts are set forth in footnotes 63 and 64 of the Utilities’ Initial Brief (at 126) and
lines 4 through 10 of Appendices C and D to Staff’s Initial Brief.
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F. Gross Revenue Conversion Factor

1. Methodology

The Utilities’ Gross Revenue Conversion Factors are not contested, apart from the
subject of incremental late payment charges revenues discussed in Section V.F.2 of this Reply

Brief. (Please note that the AG addressed that subject in Section V.F.1 of their Initial Brief.)

2. Late Payment Charge Ratio

The Utilities” Initial Brief showed that: (1) their revenue requirement calculations
correctly handle the subject of the incremental increases in late payment charge revenues (“LPC
revenues”) that will occur as a result of their proposed rate increases and (2) to incorporate into
those calculations the methodology that the AG used for calculating the incremental increases in
LPC revenues would result in a double-counting of those revenues. NS-PGL Init. Br. at
129-130.

The AG’s Initial Brief, as the Utilities understand it, does not contend otherwise. Instead,
the AG acknowledges that “it is true that PGL and NSG have accounted for incremental Late
Payment Charges revenues arising from the rate increase....” AG Init. Br. at 95.

Rather, the AG’s Initial Brief, as the Utilities understand it, contends in essence that, the
way the AG presented their schedules and calculated the incremental LPC revenues within the
context of the AG schedules has a different form but it ultimately also correctly calculates those
revenues. AG Init. Br. at 95-96.

Thus, the Utilities are unclear on whether the AG is suggesting that its different format be
used, but, if so, the AG has given no reason for doing so, and if it were to be adopted then the
Utilities calculations would need to be modified to avoid double-counting of the incremental

LPC revenues. In addition, the AG calculation is not correct, in any event, because it assumes
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operating revenues of over 100%. Moy Sur., NS-PGL Ex. 42.0 Rev., 11:228-239. The AG
proposal as an incremental proposal can and must be rejected as double-counting, there is no

reason to substitute it, and, as calculated, it is erroneous.

G. Net Operating Loss (Derivative Adjustment based on NOL Tax Asset)

This issue is not contested by Staff, apart from the derivative impacts of contested
adjustments. After review of Staff’s calculations for Net Operating Loss (NOL) and Tax Asset
adjustments in its Initial Briefs, the Utilities identify key items that should be properly reflected
in the NOL in the final Order of this proceeding. At a minimum, the NOL operating income
adjustments should only be for federal current income taxes that will be deferred to the tax asset
only and should not include state current income taxes.*’ Further, the Utilities note that the NOL
amounts are highly dependent on adjustments ultimately adopted by the Commission.®® As a
result, the current and deferred income taxes related to depreciation impacts on capital
adjustments should be calculated accordingly.*® 2012 capital adjustments affecting federal
income taxes should be reflected in the 2012 NOL tax asset ending balance/2013 beginning
balance.® Taking these items in account should provide an accurate calculation for the NOLs

and its Tax Asset.”!

" At a minimum, the NOL operating income adjustments to the tax asset reflected in the Staff Initial Brief
Appendices A and B, page 1, col. j. should only be for federal current income taxes (line 20) with an offset to
deferred taxes and ITCs Net (line 21)

“® The Utilities note that in reflecting the NOLs in their schedules attached to its Initial Brief, Staff did not reflected
it proposed adjustments in the NOL calculations.

“In order to properly reflect its position, Staff Initial Brief Appendix B, page 2, cols. g and h and page 3, col. |
should reflect accurate amounts for deferred taxes and ITCs Net (line 21) and state/federal current income taxes
(lines 19 and 20). Staff Initial Brief Appendix A, page 2, cols. d and page 3, col. | should reflect accurate amounts
for deferred taxes and ITCs Net (line 21) and state/federal current income taxes (lines 19 and 20). The deferred
income taxes were computed (see ICC Staff Exs. 24.06N, pages 2-3, 24.08P, pages 2-3, 25.01N, page 1 and 25.01P,
page 1) and included in rate base but corresponding effect on the income statement was not included.

>0 |CC Staff Ex. 24.08P Revised, page 2, line 3, col. n should be adjusted to the 2012 NOL tax asset ending balance.

*! Initial Brief Appendices A and B, page 11 show NOL tax asset adjustments for year-end rate base.
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VI. RATE OF RETURN

A. Overview

The briefs of Staff, the AG and CUB-City confirm that the capital structure and cost of
short-term debt components of the Utilities’ overall cost of capital are undisputed. Disagreement
remains between the Utilities and the AG regarding the cost of long-term debt and between the
Utilities, on one hand, and the AG and CUB-City, on the other, regarding cost of equity. In each
case, the Commission should adopt the Utilities’ proposal because it is the more accurate

estimate of the Utilities’ cost in the 2013 test year.

B. Capital Structure

See Section VI.B. of the Utilities’ Initial Brief.

C. Cost of Short-Term Debt

See Section VI.C. of the Utilities’ Initial Brief.

D. Cost of Long-Term Debt

1. The Long-Term Debt Cost Agreed to by the Utilities and Staff is the
More Accurate Estimate

North Shore plans to issue bonds with a 30-year term in May 2013. Peoples Gas plans to
issue similar debt in September 2013. The Utilities and Staff agree that this debt should be
reflected in the Utilities’ rates at a cost of 4.20%, resulting in overall costs of long-term debt for
North Shore of 4.64% and 4.47% for Peoples Gas. Staff Ex. 15.0, Scheds. 15.02N & 15.02P;
Gast Sur., NS-PGL Ex. 38.0, 3:61 — 4:64.

The AG argues that the cost of the Utilities” 2013 debt issuances should instead be set at
3.98%, the cost of bonds issued by Peoples Gas in late 2012. AG Init. Br. at 97-98. The AG’s

proposal is unjustified and should be rejected.
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First and foremost, the AG ignores forecasts published by governmental and commercial
analysts of the cost of A-rated utility debt in May and September 2013. The AG asserts that such
forecasts are too speculative to rely on. Id. at 98. The government and the analytical firms that
publish such forecasts obviously disagree, as do the investors who pay for and rely on them. If
the AG was right, “and such forecasts had no value to investors and investors did not use them,
the lack of demand would cause Blue Chip to have few subscribers.” Moul Sur., NS-PGL
Ex. 42.0 Rev., 5:105-106.

More to the point, there is no evidence to support the AG’s extraordinary claim that a
single bond rate from 2012 is a better predictor of what the Utilities’ debt costs will be in May
and September 2013 than forecasts on which investors routinely rely. The fact that forecasts
change over time, or that they are often not precisely correct in hindsight, does not prove that a
single historical cost provides a superior basis to predict what costs will be in a future test year
than analytical forecasts.

Even if the AG were correct in principle, Staff’s proposed cost of 4.20% for the Utilities’
2013 bond issuances is based on actual utility bond issuances from January 2013, data that is
therefore more recent than the AG’s actual data by several months. McNally Reb., Staff
Ex. 15.0, 2:33-37 & n.5. Therefore, the AG’s claim that the Staff’s cost, agreed to by the
Utilities, “is higher than current capital market cost rates” is not true. AG Init. Br. at 98. The
4.20% cost is equal to the current capital market cost rate, as least as it was in January 2013, in
addition to being close to the forecasted rates for later in 2013.

2. A Year-End Measure of Long-Term Debt Cost Would be Inaccurate
and Inequitable in This Case

As the Utilities explained in their Initial Brief (at 134-135), the Commission’s rules allow

long-term debt to be based on annual average or end-of-period balances, but if an average
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balance is selected, then “each source of capital included in the capital structure” must also be
based on “average balances” with issuances and retirements during the test year time weighted.
83 Ill. Adm. Code § 285.4000(b). In this case, no party opposes the Utilities’ proposed capital
structures, which are based on the Utilities’ respective average monthly balances of short-term
debt, long-term debt and equity forecasted for 2013. Gast Sur., NS-PGL Ex. 38.0, 5:88-90. The
average annual long-term debt costs agreed to by the Utilities and Staff are consistent with how
the Utilities’ capital structures are set.

The AG erroneously asserts that the Utilities” long-term debt costs must be set on an end-
of-year basis or else customers will be “denied full participation in the annual interest savings
resulting from such refinancing.” Basing the Utilities’ rates on the assumptions that (1) the
higher cost debt the Utilities will retire during 2013 was retired on January 1, 2013 and (2) the
lower cost debt the Utilities will issue during 2013 was issued on January 1, 2013, would result

in rates that were intentionally inaccurate. In fact, the Utilities will pay the cost of the higher

cost debt until it is retired and they will not benefit from the lower cost debt until it is issued. If
the Utilities’ long-term debt cost is based on a year-end balance, their rates will not reflect their
forecasted cost, but rather something less.

Moreover, the Commission and customers should be concerned about a precedent that
long-term debt costs must be based on a year-end balance in a future test year case. Doing so
would result in rates that under-recover the Utilities’ forecasted costs in this case, but would also
result in rates that over-recover the Utilities’ forecasted costs in a case where debt issued during

the test year is expected to have a higher cost than debt retired during the test year.
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E. Cost of Common Equity

Staff proposes a reduction of the Utilities’ ROE from 9.45% to 9.06%. Staff Init. Br. at
70. The AG supports Staff’ position, ignoring the opinion of its own cost of capital witness that
the Utilities’ existing ROE “is consistent with the recent ROE findings for gas distribution
utilities . . . in other state commission orders.” AG Init. Br. at 99; Brosch, AG Ex. 1.0,
61:1379-1380. Although CUB-City characterize Mr. Brosch’s position as “fully justified,” they
also opt for Staff’s lower number. CUB-City Init. Br. at 52.

The Utilities showed in their initial brief why specific analysis of the Utilities’ cost of
equity, confirmed by general market information, including ROEs recently authorized for other
utilities, support their request for a modest increase in ROE to 10.00%. Utilities’ Init. Br.
at 130-132, 137-141. They also demonstrated why Staff’s recommendation to reduce the
Utilities ROE was flawed and should be rejected. 1d. at 141-150. In this brief, the Utilities
address Staff’s and the intervenors’ criticisms of the Utilities’ requested ROE and the analyses
on which its rests.

1. Mr. Moul’s Leverage Adjustment is Methodologically Sound and Has

Not Prevented the Commission from Considering his Model Results in
the Utilities” Prior Rate Cases

Mr. Moul included a “leverage adjustment” in each of his DCF and CAPM cost of equity
calculations. The adjustment is based on the simple and irrefutable economic principle that, “as
the borrowing of a firm increases, the required return on stockholder’s equity also increases.”
Moul Dir., NS Ex. 3.0, 26:577-578, Moul Dir., PGL Ex. 3.0, 26:584-585. Thus, from the

investor’s perspective, the more debt relative to equity in a firm’s capital structure, the higher the

firm’s risk and its cost of capital.
The Utilities” capital structures in this case are based on the book value of their

investments. The Utilities” book value capital structures contain a larger proportion of debt and a
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lower proportion of equity than would be the case if the structures reflected the market value of
their equity. Yet the DCF and CAPM models estimate the Utilities” market cost of equity based

on the Delivery Group’s average market value capital structure, which portrays more equity and

less risk to the market that the Delivery Group’s average book value capital structure. Applying
a market cost of equity to a book value capital structure is a mismatch that Mr. Moul’s leverage
adjustment corrects. The adjustment results in a cost of equity that when applied to the Utilities’
book value capital structure generates the amount of earnings, no more and no less, implied by
their market cost of equity. See Moul Dir., NS Ex. 3.0, 24:518 — 30:662; Moul Dir., PGL Ex.
3.0, 24:525 - 30:669; Moul Reb., NS-PGL Ex. 24.0 Rev., 14:280 — 16:339.

a. Staff grossly mischaracterizes Mr. Moul’s leverage
adjustment as “fair value” ratemaking

Staff argues that Mr. Moul’s leverage adjustment should be rejected because it constitutes
“fair value” ratemaking that is prohibited by Section 9-210 of the Act. Staff Init. Br. at 88.
Staff’s argument, comprised of nothing more than a single sentence and a single case citation, is
baseless.

To start, Section 9-210 of the Act does not forbid fair-value ratemaking as it is described
in the single case Staff cites, Union Electric Co. v. Illinois Commerce Comm’n, 77 Ill. 2d 364,
396 N.E.2d 540 (1979). Rather, Section 9-210 provides the Commission with the option of
using original cost as the basis of valuing utility property for ratemaking purposes: “For
purposes of establishing the value of public utility property, when determining rates or charges,
or any other reason, the Commission may base its determination on the original cost of such
property.” 220 ILCS 5/9-210 (emphasis added).

Illinois courts have made it clear that this language does not require the Commission to

use original cost instead of fair value. In Village of Niles v. City of Chicago, 201 Ill. App. 3d
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651, 666-668, 558 N.E.2d 1324, 1333-1334 (1™ Dist. 1990), the court rejected an argument that
the amendment of the Act adding the original cost provision of Section 9-210 eliminated the
ability of the Commission to employ fair value ratemaking, stating:
We are not persuaded to ignore Union Electric’s rationale in favor of plaintiff’s
position in this case. Union Electric, as far as we can determine, has not been
overruled, by legislative amendment or otherwise. . . . [Plaintiffs] rely on an
amendment to the Public Utilities Act, which allows (but does not require) the
Commission to base its value determination on original cost instead of fair value.
They urge us to follow suit and decide that Illinois “is and should be an original
cost/prudent investment state.” We do not agree with plaintiffs that the Illinois

cases employing fair value constitute a “chain of misguided precedent” that has
been broken by the legislative amendment to the Public Utilities Act.

(Citation omitted) See also Commonwealth Edison Co. v. Illinois Property Tax Appeal Bd., 378
1. App. 3d 901, 915, 882 N.E.2d 141, 153 (2d Dist. 2008) (stating that Section 9-210 “allows
for consideration of the historic cost of property” in the ratemaking context). Further, the
Commission itself has rejected the argument that Section 9-210 requires original cost
ratemaking. See In re Central Illinois Light Co., Docket No. 94-0040, 1994 Ill. PUC Lexis 577
at **38-39 (Order Dec. 12, 1994) (“Section 9-210 of the Act does not define ‘value’ as original
cost but simply provides that in ascertaining the value of utility property, the Commission ‘may
base its determination on the original cost of such property.’”)

Nor does Staff accurately describe what fair value ratemaking entails. According to
Staff, “Fair value ratemaking entails estimating the fair, or market, value of a utility’s property
and applying a market ROE to that value.” Staff Init. Br. at 88. To the contrary, fair value
ratemaking is not restricted to the market value of the utility’s property. Indeed, the lone case

cited by Staff held that “fair value” is “a highly technical term of art. It is not diametrically

opposed to original cost. In determining fair value, original cost and reproduction cost are but

two of the several elements that must be considered. Neither alone constitutes the measure of

fair value.” Union Elec. Co., 77 Ill. 2d at 378, 396 N.E.2d at 517 (emphases added). As
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explained by the court in Illinois Bell Telephone Co. v. lllinois Commerce Comm’n, 414 Ill. 275,
290, 111 N.E.2d 329, 337 (1953), a determination of “fair value” for a utility’s property may
involve the consideration of “the original cost of construction, the amount expended in
permanent improvements, the present cost of construction, the probable earning capacity of the
property under the particular rates prescribed by statute, and the sum required to meet operating
expenses.”?

Similarly, Staff lacks any support for its assertion that fair value ratemaking involved the
strict application of a “market ROE” to the fair value of the utility’s property. Staff Init. Br. at
88. It is hardly that simple. In its fair value cases, the Commission’s determination of the
overall return expressly included consideration of factors beyond the market cost of equity,
including “business and economic conditions,” “efficiency of management,” and “the so-called
‘regulatory lag.”” Illinois Bell Tel. Co., ICC Docket No. 78-0034, 1978 Ill. PUC LEXIS 6, at
*30 — *41 (Order Nov. 21, 1978); Commonwealth Edison Co., ICC Docket No. 76-0698, 1977
Il. PUC LEXIS 4, at *19 - *23 (Order Oct. 12, 1977). Such considerations are anathema to
Staff, which adheres to the position that a utilities” return should be set strictly in accordance

with the “investor required” return and nothing else. See McNally Dir., Staff Ex. 5.0, 13:258;

Staff Init. Br. at 77-79, 88-89.

%2 Moreover, lllinois law generally recognizes that “fair value” and “market value” are not one and the same. For
example, in the context of valuing a corporation’s stock, Illinois courts have held that “‘fair value’ is not
synonymous with ‘fair market value’”, and that the determination of “fair value” is a broader determination that may
include “the stock’s market price, the corporation’s earning capacity, the investment value of the shares, the nature
of the business and its history, the economic outlook of the business and the industry, the book value of the
corporation, the corporation’s dividend paying capacity, and the market price of stock of similar businesses in the
industry.” Brynwood Co. v. Schweisberger, 393 Ill. App. 3d 339, 353, 913 N.E.2d 150, 162 (2d Dist. 2009); accord
Weigel Broadcasting Co. v. Smith, 289 IIl. App. 3d 602, 607-608, 682 N.E.2d 745, 749-750 (1% Dist. 1996).
Likewise, Illinois courts have identified that there is a difference between fair value and market value with respect to
real estate. See Owens v. Green, 400 I1l. 380, 394 (1948) (“[T]he assessed value of real estate does not necessarily
coincide with either its full and fair value or its market value.”) (emphasis added).
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Contrary to Staff’s unsupported argument, Mr. Moul’s leverage adjustment has nothing
remotely to do with fair value ratemaking and it is not prohibited by Section 9-210 of the Act.

b. Mr. Moul’s leverage adjustment does not
violate Section 9-211 of the Act

CUB-City asserts that Mr. Moul’s leverage adjustment would violate Section 9-211 of
the Act because it would allow the Utilities to earn on more than the value of their investments
that is “used and useful in providing service.” CUB-City Init. Br. at 56. This is nonsense. The
value of Utilities’ investments that is devoted to utility service in this case is measured by book
value. Under the rates that will be set in this case, the Utilities will earn a return on and of their
book value investments. Applying a leverage adjustment to the Utilities’ return on those
investments would not change that.

The leverage adjustment is required because the Commission has chosen to set the
Utilities’ return on equity based on mathematical models that estimate their market cost of
equity, a cost that is not an accurate measure of risk and cost associated with the Utilities’ book
value capital structures. Moul Reb., NS-PGL Ex. 24.0 Rev., 14:281 — 15:300. “In order to
correctly synchronize the financial risk that is associated with the changing market values with
the book value weights used to calculate the capital structure ratios in the weighted average cost
of capital, [Mr. Moul’s] leverage adjustment is necessary to harmonize the financial risk between
the market value calculated cost of capital and the book value capital structure ratios.” Moul
Sur., NS-PGL Ex. 39.0, 8:168-172.

C. Mr. Moul’s leverage adjustment does
not create excess earnings

Contrary to Staff’s claim that Mr. Moul’s leverage adjustment would allow the Utilities
to over-earn (Staff Init. Br. at 89), the adjustment would actually ensure that the utility earns

nothing more (and nothing less) than the earnings amount implied by the market cost of equity
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(all other things equal). Consider a simple example. A utility’s equity in its capital structure is
worth $100 at book value and $110 at market value. The DCF and CAPM models estimate the
utility’s market cost of equity at 10%. If that market cost of equity is applied to the utility’s
market equity value, the earnings equal $11. If that market cost of equity is applied to the
utility’s book equity value, the earnings are only $10. In order for the utility to earn the amount
of earnings implied by its market cost of equity that cost must be adjusted upward to 11%.

No “foolish investor” is involved with the leverage adjustment; rather, the utility simply
earns its market cost of equity. “The resulting return is the one that is necessary for the utility to
earn on its book value capital structure in order to earn the return that is based on the market
value capital structure.” Moul Dir., NS Ex. 3.0, 28:631-634; Moul Dir., PGL Ex. 3.0, 39:639-
641. Conversely, if the market cost of equity is not adjusted, then the utility is denied its
opportunity to earn the return deemed by the Commission to be reasonable.

d. The Commission has considered leverage-adjusted
market returns in setting the Utilities’ ROES

Staff and CUB-City cite prior Commission decisions that “rejected” the use of
Mr. Moul’s leverage adjustment. Staff Init. Br. at 89-90; CUB-City Init. Br. at 54-55. The
Commission nonetheless considered Mr. Moul’s equity cost estimate of 10.85% in setting the
Utilities’ ROE in their last rate case. That 10.85% cost was an average that included his
leverage-adjusted CAPM result of 11.56%. Peoples Gas 2011 Order, p. 139. The Commission’s
past rejection of Mr. Moul’s leverage adjustment therefore does not prevent the Commission
from considering Mr. Moul’s leverage-adjusted equity costs in setting the Utilities” ROEs in this

case.
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2. Risk Premium Model

Staff criticizes Mr. Moul’s Risk Premium model because it is based on historical data the
choice of which is “subject to manipulation.” Staff Init. Br. at 87. An analyst’s consideration of
historical information does not necessarily render his analysis invalid. Mr. Moul’s use of
historical data was justified in this case because he analyzed and found the historical data
representative of current and future market conditions. Moul Reb., NS-PGL Ex. 24.0 Rev.,
13:255-268. By contrast, Mr. McNally made no attempt to determine whether the historical data
on which he relied for his models were representative of market conditions expected to prevail in
the 2013 test year. Therefore, Staff’s criticism of Mr. Moul is precisely the reason the

Commission should reject Mr. McNally’s models.

Mr. Moul’s equity risk premium over A-rated utility bond rates was entirely relevant and
appropriate, as the Delivery Group’s average credit rating was “A” and Mr. Moul “tailored [his]
equity risk premium to the economic fundamentals most likely to exist for the future.” Id.,
12:249-250. He adjusted the equity premium for the S&P Public Utilities downward to account
for the differences in risk between that large sample that includes diversified energy companies
and distribution-only electric and gas companies. 1d., 13:269 — 14:279.

Staff and CUB-City note that the Commission did not consider Mr. Moul’s Risk
Premium model result two rate cases ago (Staff Init. Br. at 88; CUB-City Init. Br. at 53-54), but
the Commission in the Utilities” last rate case considered Mr. Moul’s overall recommendation of
10.85%, which was an average that included his Risk Premium estimate of 11.25%. Peoples
Gas 2011 Order, p. 139. Therefore, the Commission’s past rejection of Mr. Moul’s Risk
Premium model does not prohibit the Commission from considering the model in setting the

Utilities” ROE in this case.
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3. Upward Adjustment for Rider VBA

Staff apparently takes the position that unless and until (1) the courts rule that Rider VBA
is invalid and (2) the Commission has rejected the Utilities’ request for straight fixed variable
rates, the Utilities” ROE must be set assuming that they have rate stability mechanisms in place.
Staff Init. Br. at 90-91. Staff would have the Commission ignore the Utilities’ risk of losing their
rate stability mechanisms. Rider VBA is under legal challenge and Staff opposes SFV rates
should Rider VBA be ruled invalid. In this respect, the Utilities unquestionably have more risk
than the Delivery Group. Accordingly, the Utilities’ market-based ROE should be adjusted
upward to reflect that increased risk.

4, Mr. Brosch’s Reliance on Other Authorized ROEs is Validated by

CUB-City and Supports the Commission’s Consideration of Such
Information for Context

Staff’s and CUB-City’s opposition to the Commission’s consideration of recent
authorized returns for other distribution utilities around the country is not well founded. Staff
Init. Br. at 77; CUB-City Init. Br. at 56-57. As discussed in the Utilities’ Initial Brief (at
147-148), the consideration of large samples of such returns addresses Staff’s and CUB-City’s
asserted concerns about the comparability of the data to the Utilities’ equity cost.

CUB-City’s quotations from the Utilities’ prior rate cases are inapposite. CUB-City Init.
Br. at 47. The Utilities are not asking the Commission to “determine” the Utilities® ROEs by
comparison to existing ROEs. Nor do they assert that their ROEs should be “at least an average
ROE.” Rather, they seek the Commission’s consideration of a directly comparable body of data
to assess the reasonableness of the parties’ ROE positions. This body of data is not
determinative of the Utilities’ ROEs, but it provides an appropriate if not obvious context in

which to consider the credibility of the parties’ positions.
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The AG’s cost of capital witness considered the Ultilities” current ROE of 9.45%
“consistent with the recent ROE findings for gas distribution utilities that [he] observed in other
state commission rate orders.” Brosch Dir., AG Ex. 1.0, 61:1379-1380 (citing Public Utilities
Fortnightly’s November 2012 Rate Case Study). CUB-City characterizes Mr. Brosch’s
“recommended” ROE as “fully justified.” CUB-City Init. Br. at 52. Thus, although CUB-City
has decided for strategic reasons to support the Staff’s lower ROE position, they concede that
recently authorized ROEs are a valid consideration in assessing the parties’” ROE positions.

The average recently authorized ROE for natural gas utilities from Mr. Brosch’s sample
was 9.87% and the average from the sample cited by Mr. Moul was 9.94%. Gast Reb., NS-PGL
Ex. 23.0, 11:226-228; Staff Cross Ex. 8. The Ultilities’ requested 10.00% ROE is much closer to
these average ROEs than the Staff proposal of 9.06%. Considered in this context, Staff’s
proposal is excessively low, and that is a clear indication that it is the product of error, bias or
both.

5. Climbing Equity Risk Premiums Imply ROEs Significantly Higher
than Staff’s 9.06% Proposal

Staff argues that Mr. Moul’s interest rate and utility ROE data actually support Staff’s
9.06% ROE proposal because utility bond interest rates have fallen more than utility equity

premiums have increased, resulting in decreasing utility ROEs, over the last 20 years. Staff Init.

Br. at 78. Staff’s argument has absolutely nothing to do with points Mr. Moul actually made.
Mr. Moul’s data show that although interest rates have declined since 1990 and remain at
historically low levels today, utility equity risk premiums have risen sharply since 2008 to 581

basis points, “an all-time high”:
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Moul Sur., NS-PGL Ex. 39.0, 3:68 — 4:80 (emphasis added); Staff Cross Ex. 8.

With the Utilities-Staff agreed yields on long-term debt of 4.47% for Peoples Gas and
4.64% for North Shore, an equity risk premium of 581 basis points implies a 10.28% ROE for
Peoples Gas and a 10.45% ROE for North Shore. Moul Sur., NS-PGL Ex. 39.0, 4:78-85. By

contrast, Staff’s proposed 9.06% ROE implies a cost of long-term debt of only 3.26%, which is

obviously too low based on the evidence in the record.

Based on these data on the current market cost of equity for A-rated gas utilities like the
Utilities, their proposed ROE of 10.00% is well within the ballpark. By contrast, Staff’s 9.06%

is far too low to be considered in setting the Utilities” ROE in this case.

F. Weighted Average Cost of Capital

1. Peoples Gas

See Section VI.F.1 of the Utilities’ Initial Brief.
2. North Shore

See Section VI.F.2 of the Utilities’ Initial Brief.
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VIl. WEATHER NORMALIZATION - AVERAGING PERIOD (Uncontested)

See Section VI of the Utilities’ Initial Brief.

VIIl. COST OF SERVICE

A. Overview

This subject is not contested.

B. Embedded Cost of Service Study - Uncontested

This subject is not contested.

IX. RATE DESIGN

A. Overview
The Utilities respond to the issues included in the “Overview” section of Staff and

intervenor briefs in the specific subject matter sections below.

B. General Rate Design

1. Allocation of Rate Increase

The Utilities presented comprehensive cost of service models and rate designs for
implementing the Commission-approved revenue requirements.

Staff does not contest this subject. Staff Init. Br. at 94.

The AG states that, after the embedded cost of service studies (“ECOSSs”) are re-run,
then the “new results ... should be used to recalculate AG Exhibits 3.08 and 3.10.” AG Init. Br.
at 119-120. The AG’s proposal appears to be about what rate design it is advocating for one
service classification and not the mechanical process of setting rates after the Commission issues
an order that establishes revenue requirements and rate designs for each service classification. If
that is the case, then this subject is uncontested. The Utilities can run their ECOSSs and,

assuming the Commission’s Order provides clear direction on the approved rate designs, use the
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results of the ECOSSs to develop rates. However, if the AG is actually suggesting a different
approach to the process of allocating the rate increase following the Commission’s Order, then
the AG’s proposal is unclear and unworkable and should be rejected.

First, for clarity, the ECOSSs to which the AG refers are presumably the Utilities’
ECOSSs because only the Utilities prepared ECOSSs. It appears that Staff and intervenors agree
that the Utilities should use their ECOSSs as the first step in setting rates based on the
Commission-approved revenue requirements. Second, the referenced AG exhibits are AG
witness Mr. Rubin’s proposals, from his direct testimony, for Service Classification (“S.C.”)
No. 1 heating rates. The Utilities will need to develop rates for all their service classifications
following receipt of a final order. At best, Mr. Rubin’s proposal is incomplete. Third, the
referenced exhibits are from Mr. Rubin’s direct testimony, yet the AG’s proposal appears to be
an amalgam of his direct and rebuttal proposals, as evidenced by the AG’s references to portions
of AG Ex. 6.0 (Mr. Rubin’s rebuttal testimony) and Attachment B to the AG’s Initial Brief,
which is exhibits from Mr. Rubin’s rebuttal testimony. Moreover, Mr. Rubin’s proposals rely on
his proposed revenue requirement adjustments that the Utilities showed to be flawed and

problematic for many reasons. Grace Sur., NS-PGL Ex. 48.0 Rev., 13:289-16:365.

2. Uniform Numbering of Service Classifications

This subject is not contested.
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3. Bifurcation of Service Classification No. 1 Class

In response to a 2011 rate cases directive (Peoples Gas 2011 Order, pp. 188-189), the
Utilities proposed to split the S.C. No. 1 class into heating and non-heating classes.® The
Utilities” proposal met the Commission’s directive and should be approved.

Staff had no objection to the Utilities” proposed split between heating and non-heating
customers as a way to achieve greater homogeneity within each rate class, as directed by the
Commission. Staff Init. Br. at 95.

The AG proposed S.C. No. 1 rates based on a heating and non-heating distinction. Rubin
Dir., AG Ex. 3.0 Rev.; Rubin Reb., AG Ex. 6.0; AG Init. Br. at 114-119. As Staff observed, it
appears that the AG does not object to the bifurcation proposal. Staff Init. Br. at 95-96.

CUB-City questioned whether the heating/non-heating split met the Commission’s
directive and recommended that, if the Commission adopts the Utilities’ proposal, then it should
be contingent on evidence that the split “mimics a low-use/high-use split.” CUB-City Init. Br. at
60-62. CUB-City’s proposal should be rejected.

First, CUB-City disingenuously states that “[i]f the Commission does not identify and
adopt a superior rate design from the record in this case,” it should adopt the heating/non-heating
split only “on a provisional basis.” CUB-City Init. Br. at 62. Only the Utilities and Staff
provided comprehensive rate design testimony. As stated above, Staff agreed that the Utilities’
heating/non-heating split was acceptable. The AG offered rate design proposals for S.C. No. 1,
and it based those proposals on the heating/non-heating split. CUB-City offered no rate design

testimony. Their brief adopts AG witness Mr. Rubin’s proposals for S.C. No. 1. In sum, the

> The proposal for non-heating customers is sometimes referred to as “NH” and for heating customers as “HTG”
for clarity in the record. The proposed tariff does not use these designations.
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record includes no rate design alternative to the heating/non-heating split for the Commission to
adopt.

Second, the reasonableness of the Utilities’” proposal is evident from data that CUB-City
cite in their brief. Specifically, it is uncontested that non-heating customers’ usage is low. CUB-
City state that 85% of Peoples Gas bills and 75% of North Shore bills for the proposed non-
heating class are for 10 therms or less. CUB-City Init. Br. at 63. Further, 95% of North Shore
non-heating customer bills are for 50 therms or less, and, annually, the average customer uses
only 163 therms. Grace Reb., NS-PGL Ex. 32.0, 7:173-8:177. For Peoples Gas, 96% of
non-heating customer bills are for 30 therms or less, and, annually, the average customer uses
only 93 therms. Id. at 16:362-365. For the proposed heating class, 58% of North Shore and 52%
of Peoples Gas bills are for more than 50 therms. Id. at 22:501-502, 27:603-604. The record
supports distinguishing between low and high use S.C. No. 1 customers through a non-heating
and heating customer distinction in S.C. No. 1 rates.

Third, CUB-City criticize the Utilities for not undertaking a study of “individual
customer usage.” CUB-City Init. Br. at 61. North Shore has more than 145,000 S.C. No. 1
customers (144,741 heating and 1,793 non-heating) and Peoples Gas has over 750,000 S.C.
No. 1 customers (649,558 heating and 105,338 non-heating). NS Ex. 13.5; PGL Ex. 13.5.
Analyzing individual customer data is well beyond the scope of an ECOSS. The purpose of an
ECOSS is to identify the revenues, costs and profitability for each class of service, not for
individual customers. Hoffman Malueg Dir., NS Ex. 13.0, 6:130-131; Hoffman Malueg Dir.,
PGL Ex. 13.0, 6:131-132; also see Hoffman Malueg Reb., NS-PGL Ex. 33.0, 6:120-122. In fact,
the Commission’s rules describe the required study as an embedded class cost of service study.

83 11l. Adm. Code § 285.5110.
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Fourth, the Commission’s Order contemplated that a heating/non-heating split would be a
possible outcome of its directive. The Commission stated that:

Therefore, in their next rate case, we direct the Companies to present an ECOSS

to distinguish between low use and high use S.C. No. 1 customers. Such

proposals may include, without limitation, a rate design including a demand

charge or a bifurcation of the S.C. 1 class into heating and non-heating classes or

some other rate structure that better reflects customer class homogeneity to bring
each group’s bills more into line with their respective costs of service.

Peoples Gas 2011 Order, pp. 188-189. While CUB-City speculate that the Commission may
have expected the Utilities to study other options (CUB-City Init. Br. at 60-61), the Utilities
complied with the Commission’s requirement by presenting ECOSSs that distinguished between
high and low use customers in the form of classifying customers as heating or non-heating. As
Utilities witness Ms. Hoffman Malueg stated, “[i]Jt was my understanding that [Peoples Gas] and
North Shore did propose a bifurcation of Service Class 1 in the past, and that the distinction kept
in our [customer information] System of heating and nonheating followed the same general
principles of low use versus high use.” Hoffman Malueg, Tr. 2/8/13 at 691:17-21. She further
explained the basis for the Utilities’ maintaining this information in their customer information
system. Id. at 820:12-16.

Finally, the Commission’s stated purpose of its requirement from the last rate cases is to
better reflect customer class homogeneity. The Utilities” proposals achieve this purpose. Some
degree of non-homogeneity will necessarily exist in a rate class, but the Utilities’ proposal
significantly increases homogeneity in S.C. No. 1. Hoffman Malueg Reb., NS-PGL Ex. 33.0,
6:120-122; Hoffman Malueg, Tr. 2/8/13 at 684:13-21.

The Commission should approve the Utilities” proposed bifurcation of S.C. No. 1 into
heating and non-heating rate classes and find that the bifurcation meets the Commission’s

directive to “distinguish between low use and high use S.C. No. 1 customers.”
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4. Terms and Conditions of Service

This subject is not contested.

C. Service Classification Rate Design
1. Uncontested Issues
a. Service Classification No. 2, General Service (Straight

Fixed Variable Rate Design Addressed in Section 1X.C.2)

This S.C. No. 2 rate design is not contested, other than the proposal to include SFV rates

as an alternative rate design. The SFV proposal is addressed in Section 1X.C.2.c, infra.

b. Large Volume Demand Service

North Shore’s S.C. No. 3 rate design is not contested.>® Peoples Gas’ S.C. No. 4 rate

design is not contested.

C. Service Classification No. 8, Compressed Natural Gas Service

Peoples Gas’ S.C. No. 8 rate design is not contested.

d. Contract Service for Electric Generation

This subject is not contested.

e. Contract Service to Prevent Bypass

This subject is not contested.

f. Rider SSC, Storage Service Charge

This subject is not contested.

> As discussed in Section IX.B.2 of the Utilities’ Initial Brief (at p. 153), North Shore’s S.C. No. 3 will be re-
labeled as S.C. No. 4, if the Commission approves the proposed uniform numbering of service classifications.

139



2. Contested Issues — North Shore and Peoples Gas

a. Service Classification No. 1, Small Residential Non-Heating

The Utilities each proposed, for S.C. No. 1 non-heating customers, recovery of 80% of
non-storage related fixed costs through the customer charge, with recovery of all remaining costs
through a flat distribution charge. Grace Reb., NS-PGL Ex. 32.0, 13:287-14:313, 19:418-432.
The Utilities would continue to recover storage-related fixed costs through Rider SSC. Grace
Dir., NS Ex. 12.0 Rev., 8:167-169; 14:299-300; Grace Dir., PGL Ex. 12.0 Rev., 8:168-170,
14:304-305; Grace Reb., NS-PGL Ex. 32.0, 11:256-12:265, 18:410-412.

The Utilities’ rebuttal proposal, described above, is consistent with Staff’s
recommendation. Staff Init. Br. at 101-105.

The AG and CUB-City S.C. No. 1 rate design arguments are enmeshed in colorful
rhetoric and misstatements; to the extent the AG and CUB-City raise substantive points, the
Utilities address them below in the sections where the arguments appear to fit. Specifically for
S.C. No. 1 NH, the AG and CUB-City recommended approval of AG witness Mr. Rubin’s
proposal, which is a flat charge with no per therm charge except for Rider SSC. AG Init. Br. at
118-119; CUB-City Init. Br. at 64-67. Mr. Rubin’s rate design proposal, given his willingness
not to contest the applicability of Rider SSC to this rate class, is not unreasonable. Grace Reb.,
NS-PGL Ex. 32.0, 9:202-204, 17:388-389; Grace Sur., NS-PGL Ex. 48.0 Rev., 4:216-217.
However, the Utilities accepted Staff witness Mr. Johnson’s proposal, with his agreement to have
a single block distribution rate. Grace Sur., NS-PGL Ex. 48.0 Rev., 4:80-81. Unlike AG witness
Mr. Rubin, Mr. Johnson does not oppose the continued applicability of Rider VBA (the

decoupling rider) to this rate class. Johnson Reb., Staff Ex. 17.0, 10:80-81.
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The Utilities” proposed S.C. No. 1 non-heating rate design is consistent with the
Commission’s directive to present a bifurcated S.C. No. 1, shows reasonable and gradual
movement towards greater fixed cost recovery through fixed charges, and includes a flat
distribution rate, which is appropriate in light of the usage profile of customers who will receive
service under this rate. The Commission should approve the Utilities’ S.C. No. 1 NH rate
design, including the continued applicability of Rider VBA and the alternative SFV rates.

b. Service Classification No. 1, Small Residential Heating

The Utilities each proposed, for S.C. No. 1 HTG, recovery of 80% of non-storage related
fixed costs through the customer charge, with recovery of all remaining costs through a flat
distribution charge. Grace Reb., NS-PGL Ex. 32.0, 23:520-25:561, 27:615-29:647. The Utilities
would continue to recover storage-related fixed costs through Rider SSC. Grace Dir., NS
Ex. 12.0 Rev., 8:167-169, 13:278-279, 14:299-300; Grace Dir., PGL Ex. 12.0 Rev., 8:168-170,
13:283-284, 14:304-305.

i. Response to Staff

Staff proposed that, for North Shore, fixed cost recovery through fixed charges increase
from 67% to 68% and, for Peoples Gas, that it increase from 54% to 61%. Staff did not oppose a
flat distribution charge, but Staff opposed moving non-storage related demand costs to the
customer charge. Staff Init. Br. at 105-107.

The Utilities” fundamental disagreement with Staff’s proposal is the insignificant
movement towards greater fixed cost recovery through fixed charges. This is contrary to
longstanding Commission policy, which the Utilities cited in their Initial Brief (at 157) and will
not repeat here. Staff’s S.C. No. 1 proposals produce the incongruous recommendation that,

absent Rider VBA, which is on appeal and which the AG and CUB-City are challenging (again)
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in this case, the Utilities’ S.C. No. 1 heating rate would be the only small residential rate class
with less than 80% fixed cost recovery among the state’s largest utilities. Absent Rider VBA
decoupling, a lower fixed cost recovery level would effectively re-couple a large percentage of
fixed cost recovery with the amount of gas that customers use, conflicting with prior
Commission policy decisions supporting both increased fixed cost recovery and decoupling.
Grace Reb., NS-PGL Ex. 32.0, 35:779-782.

Additionally, it is notable that Staff witness Mr. Johnson cited “price signals” as a reason
for leaving non-storage related demand costs in the distribution charge as it will “encourag[e]
conservation.” Staff Init. Br. at 106-107. Mr. Johnson does not claim that demand costs are not
fixed, but Staff does not square its recommendation with the Commission’s observation in a
Nicor Gas case that “[t]he portion of fixed costs that are currently recovered through a
volumetric charge are in fact fixed costs, and thus cannot be conserved. Moving a greater
percentage of fixed cost recovery to fixed charges rather than volumetric charges provides a

more stable revenue stream and sends a better price signal to the consumer.” (emphasis added)

In re Northern Illinois Gas Company d/b/a Nicor Gas Company, ICC Docket No. 08-0363
(Order Mar. 25, 2009), p. 91. Assuming, arguendo, that a purpose of rate design is to encourage
conservation, Staff does not explain why it is a proper price signal for lower usage to result in a
customer paying less than the fixed costs caused by that customer.

To illustrate the flaw in Staff’s proposal, one example of a type of costs classified as
demand are transmission and distribution mains designed to meet customer maximum peak day
demand. Hoffman Malueg Dir., NS Ex. 13.0, 8:166-169; Hoffman Malueg Dir., PGL Ex. 13.0,
8:167-170. Under Staff’s proposal, a customer who uses less gas will not pay his share of the

costs associated with the main(s) that serve the customer because Staff would place recovery of
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demand costs in a volumetric charge. This insufficient contribution to fixed costs occurs even if
a smaller or less costly main could not serve the customer, i.e., even if the lesser usage was not a
sufficient change to allow a customer to receive service from less costly facilities.”® It occurs
even if the customer’s peak day usage is unaffected by his conservation. Indeed, under Staff’s
proposal, if a customer’s peak day usage increases but usage on non-peak days declines in a
greater quantity, the customer pays less than the allocated cost of the main from which it takes
service even though its demand on that main increased. As the Commission aptly concluded,
fixed costs cannot be conserved and a rate design that pretends otherwise should be rejected.

ii. Response to AG and CUB-City

A. Nature of Demand-Related Costs

AG’s and CUB-City’s disagreement with the Utilities’ S.C. No. 1 HTG proposal is
largely about the nature of costs classified as “demand.” See, e.g., AG Init. Br. at 107-113;
CUB-City Init. Br. at 67-70. Demand-related costs are fixed costs. As the Commission
concluded in the Utilities” 2009 rate cases, “[w]e find compelling Ms. Grace’s explanation that
demand costs (also known as capacity costs) are fixed costs and not volumetrically based.”
Peoples Gas 2009 Order, p. 225. In ordering the Utilities to adopt Rider VBA on a permanent
basis, the Commission ordered the Utilities to set the percentage of fixed costs at 100% (Peoples
Gas 2011 Order, p. 238), i.e., finding that all the Utilities’ costs, which would include
demand-related costs, are fixed.

Although demand-related costs may be spread among rate classes using certain usage
based allocation methodologies, demand-related costs do not vary with customers’ usage and

cost-based ratemaking does not require that they be recovered through distribution charges. The

** The Utilities present this argument purely as a theoretical construct. Obviously, a utility does not replace its gas
mains in response to the vicissitudes of individual customer’s usage, nor do gas mains exist in an infinite array of
capacities to accommaodate peak day forecasts for the particular part of the system served by a given main.
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Utilities agree that there is often disagreement on how to allocate demand-related costs. In fact,
the Gas Distribution Rate Design Manual Prepared by the National Association of Regulatory
Utility Commissioners (“NARUC”) Staff Subcommittee on Gas (June 1989) states on pages
49-50 (emphases added):

The most controversial issue is deciding where capacity [demand] costs belong in
the rate. Because they are fixed costs, it is sometimes argued that they should be
part of the customer charge. On the other hand, it can be argued that ... those
common fixed costs should be recovered evenly from all units of commodity sold.
It is even occasionally proposed that these costs be spread between customer and
commodity [distribution] charges.

This passage confirms that demand-related costs are fixed, but acknowledges that a few
acceptable methodologies exist for recovering such costs. The Utilities showed that, consistent
with accepted methodologies and recent Commission policy, such fixed costs should be
recovered through a fixed charge such as the customer charge. Nonetheless, in the interest of
rate design continuity and gradualism, they proposed, if Rider VBA remains in effect, to spread
such costs between the customer and distribution charges for S.C. No. 1 NH and HTG
customers. Grace Sur., NS-PGL Ex. 48.0 Rev., 8:173-181; also see Hoffman Malueg Reb.,
NS-PGL Ex. 33.0, 8:182-192.

The AG, referring to the Utilities’ definition of costs classified to the demand
classification, imprecisely discussed demand costs as varying with customer usage. AG Init. Br.
at 108. As is clear from the definition quoted in the AG’s brief, the key is the customer’s usage
on the peak or the coldest winter day, i.e., the customer’s maximum peak day demand. Hoffman
Malueg Dir., NS Ex. 13.0, 8:166-169; Hoffman Malueg Dir., PGL Ex. 13.0, 8:167-170; Hoffman
Malueg, Tr. 2/8/13 at 674:9-12. It is not mere day-to-day variations in usage that drive demand

costs. By contrast, the commodity-related costs are those that vary with throughput sold to or
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transported to customers. Hoffman Malueg Dir., NS Ex. 13.0, 8:170-173; Hoffman Malueg Dir.,
PGL Ex. 13.0, 8:171-174; Hoffman Malueg, Tr. 2/8/13 at 674:3-10.

B. AG Witness Mr. Rubin’s Rate Design

CUB-City and the AG each recommends adoption of AG witness Mr. Rubin’s S.C. No. 1
heating rate design. CUB-City Init. Br. at 67-70; AG Init. Br. at 115-117. The Commission
should reject Mr. Rubin’s proposal. Many of the concerns that the Utilities identified in their
analysis of Staff witness Mr. Johnson’s proposal apply to Mr. Rubin’s proposal. Additionally,
Mr. Rubin’s proposal provides an even lesser amount of fixed cost recovery through fixed
charges than that provided under the Utilities’ present rates and Staff’s proposal. Grace Reb.
NS-PGL Ex. 32.0, 21:484-22:497, 26:586-27:599. Mr. Rubin also proposed retaining a two-
block distribution charge and eliminating Rider VBA, both of which are more problematic than
even Staff’s proposal. Finally, the Utilities analyzed the bill impacts of Mr. Johnson’s and
Mr. Rubin’s proposals and showed that the Utilities’ proposals had a more favorable bill impact
on customers at varying usage levels. 1d., 23:522-25:561, 27:617-29:647; NS-PGL Exs. 32.7,
32.8, 32.9, 32.10.

iii. Other Issues

CUB-City and the AG each contends that the S.C. No. 1 heating class is not homogenous
and, in support, states that it includes considerable diversity in home sizes. CUB-City Init. Br. at
67; AG Init. Br. at 114. They implicitly assume that larger homes, in all cases, use more gas than
smaller dwellings. However, many factors affect customers’ gas usage, such as the energy
efficiencies of the dwelling and its appliances, the number of people in the household, household
members’ ages, individual comfort preferences, and employment status, among others. The

Utilities” data show that, compared to the average use for the S.C. No. 1 HTG class, low income

145



(for Peoples Gas) and elderly (for both companies) customers, on average, tend to use gas at
higher levels. However, low-income and elderly customers may not necessarily live in the
largest homes. Grace Reb., NS-PGL Ex. 32.0, 23:512-519; Grace Sur., NS-PGL Ex. 48.0 Rev.,
9:186-188.

The AG contends that the Utilities” proposal to split S.C. No. 1 into heating and non-
heating classes “is a recognition of the inequities their quest to eliminate all risk in residential
rate recovery triggered.” AG Init. Br. at 104. First, the Utilities’ proposal was, as discussed in
Section 1X.B.3 of this Reply Brief, above, a response to the Commission’s directive to address
low use and high use customers in rate design. Second, the Utilities’ rate designs -- for all
customer classes -- are based on cost causation principles, one of which is that fixed costs ought
to be recovered through fixed charges. Third, it is surprising for the AG to then state that the
bifurcation “is an important first step in reflecting cost causation principles,” when the AG
witness in the Utilities” 2007 rate cases opposed the Utilities’ proposed bifurcation because it
was unfair to heating customers. Peoples Gas 2007 Order, pp. 204-205.

In support of its rate design proposal, the AG cites various provisions in Section 1-102 of
the Act and describes them as “statutory requirements.” AG Init. Br. at 113. Section 1-102 of
the Act, Findings and Intent, does not set forth “statutory requirements.” “Section 1-102 of the
Public Utilities Act is nothing more than prefatory. As such, it is of no substantive or positive
legal force.” Monarch Gas Co. v. Illinois Commerce Comm’n., 261 Ill. App 3d 94, 99, 633
N.E.2d 1260, 1264 (5th Dist. 1994), appeal denied, 157 Ill. 2d 505, 642 N.E.2d 1284 (1994).

The Utilities” proposed S.C. No. 1 heating rate design is consistent with the
Commission’s directive to present a bifurcated S.C. No. 1, shows reasonable movement towards

greater fixed cost recovery through fixed charges, and includes a flat distribution rate, which is
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appropriate in light of the bill impacts associated with this change. The Commission should
approve the Utilities’ S.C. No. 1 HTG rate design, including the continued applicability of
Rider VBA and the alternative SFV rates.

C. Service Classification Nos. 1 and 2, Alternative
Conditional Straight Fixed Variable Rate Design

The Utilities proposed that, under specified circumstances, the S.C. Nos. 1 NH, 1 HTG,
and 2 rate designs described above would be replaced by SFV rates derived from revenue
requirements that the Commission sets in this proceeding. Grace Dir., NS Ex. 12.0 Rev., 17:360-
368; Grace Dir., PGL Ex. 12.0 Rev., 17:365-373. “SFV” is a rate design term that means
recovery of 100% of a utility’s fixed costs through fixed charges. Grace Dir., NS Ex. 12.0 Rev.,
16:354-17:359; Grace Dir., PGL Ex. 12.0 Rev., 17:359-364; Grace, Tr. 2/8/13 at 813:19-814:8.
The Commission has also used the term “SFV” to refer to rate designs that recover 80% of fixed
costs in fixed charges. Northern Illinois Gas Co. d/b/a Nicor Gas Co., ICC Docket No. 08-0363,
(Order Mar. 25, 2009), pp. 71, 90-91. The specified circumstances under which the Utilities
proposed that SFV rate designs would take effect are:

If a court finds or holds that the Commission lacks or lacked authority to approve

Rider VBA of this rate schedule or Rider VBA of this rate schedule is otherwise

not permitted to remain in effect by action of the Commission, then 90 days after

the date of such court or Commission action, or such other date as ordered by

such court or the Commission, the monthly Customer Charge shall be $xx.xx for
Non-Heating Customers and $xx.xx for Heating Customers.

The “X” in the above-quoted proposed tariff language would be the specific charges derived from
the revenue requirements and the SFV rate designs that the Commission approves.®® Grace Sur.,
NS-PGL Ex. 48.0 Rev., 10:223-230.

Staff, AG, and CUB-City oppose the proposed alternative rate design.

*® The quoted language applies to the customer charges and the distribution charges for S.C. Nos. 1 NH, 1 HTG,
and 2.
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Staff makes several policy arguments, detailed below, and also argues that the Utilities’
proposal is unlawful under Section 9-201 of the Act. Staff Init. Br. at 108-112.
The AG and CUB-City each focused on arguments that the proposal is unlawful. AG

Init. Br. at 120-124; CUB-City Init. Br. at 70-73.

i. The Proposed Alternative SFV Rate Design Is Lawful

Arguments that the alternative SFV rate design is unlawful rest on the contentions that,
contrary to Section 9-201 of the Act, the Utilities would be (1) placing new rates into effect
(2) without prior notice. The flaw in these arguments is that they rely on mischaracterizations
about how the proposal works. The Utilities, inter alia, proposed specific rate designs, including
the customer charges and distribution charges derived from those rate designs, for their S.C.
Nos. 1 and 2 (“primary proposal”). The primary proposal presumes that Rider VBA remains in
effect and, as with the rate designs that the Commission approved in Peoples Gas 2011, provides
less than full recovery of fixed costs through fixed charges. The Utilities, however, did not
merely propose specific charges stated in dollars and cents but also proposed rate design
methodologies that, coupled with their ECOSSs, will allow them to calculate specific charges
based on the revenue requirements the Commission approves. Grace Dir., NS Ex. 12.0,
11:241 - 21:463; Grace Dir., PGL Ex. 12.0, 12:246-21:468; Grace Reb., NS-PGL Ex. 32.0,
7:154-31:687; Grace Sur., NS-PGL Ex. 48.0 Rev., 4:77-10:214. Additionally and alternatively,
the Utilities proposed specific rate designs that would take effect if Rider VBA were not in effect
(“alternative proposal”) and would replace the charges and rate designs in effect under the
primary proposal. Grace Dir., NS Ex. 12.0 Rev., 17:360-368, 21:458-463; NS Exs. 12.4, 12.5;
Grace Dir.,, PGL Ex. 12.0 Rev., 17:365-373, 21:463-468; PGL Exs. 12.4, 12.5; Grace Reb.,

NS-PGL Exs. 32.1, 32.2, 32.3, 32.4; Grace Sur., NS-PGL Ex. 48.0 Rev., 10:216-11:254. The
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testimony and exhibits likewise lay out rate design methodologies for the alternative proposal
that, coupled with the Utilities” ECOSSs, will allow them to calculate specific charges based on
the revenue requirements the Commission adopts in this proceeding.

The approved tariffs would state both sets of charges and their effective dates, either in
terms of the effective date stated on the sheet for the primary proposal or the precisely defined
events described in the tariff sheet that would result in the alternative proposal taking effect and
replacing the primary proposal. Only one set of rate designs, and one resulting set of charges,
would be in effect at any time. Both sets arise from the same revenue requirements that the
Commission approves in this proceeding. The Utilities would show both sets in their compliance
filings following issuance of the Commission’s Order in this proceeding. Grace Sur., NS-PGL
Ex. 48.0 Rev., 10:216 — 11:254.

If a triggering event occurs, then the SFV charges, stated in the tariffs on file with the
Commission in compliance with the Order in this proceeding, would take effect. The Utilities do
not propose to implement rate designs other than those approved in this proceeding. The
Utilities do not propose to implement charges derived from revenue requirements other than
those approved in this proceeding. The Utilities do not propose to have discretion about whether
and when to bill the alternative proposal charges. The Utilities’ proposal is that the Commission
approve rate designs that are in effect if and while Rider VBA is in effect (i.e., the primary
proposal) and that the Commission approve rate designs that are in effect if and while
Rider VBA is not in effect (i.e., the alternative proposal).

Contrast these facts with the situation in Citizens Utility Board v. Illinois Commerce
Comm’n., 275 Ill. App. 3d 329, 655 N.E.2d 961 (1st Dist. 1995) (“CUB”). The Court found that

a Commonwealth Edison Company tariff (Rate CS) permitting the utility to negotiate rates with
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a customer as long as the rates exceeded incremental costs was unlawful.>” The Court’s concern
was that the tariff contained no charges. Until the utility negotiated a contract, there would be no
charges under the tariff. The tariff granted the utility the right to set rates in the future. CUB at
339. In contrast, the Utilities filed a tariff that includes specific rates. One set of filed and public
tariff charges will take effect with the compliance filing. The alternative set of filed and public
tariff charges will take effect upon the occurrence of specific events. The infirmity that the
Court identified with Rate CS does not exist. The Utilities’ proposal meets the prior notice and
publication requirements of the Act. To address the Staff’s concerns about potential customer
confusion, the Utilities also added additional notice provisions. Grace Sur., NS-PGL Ex. 48.0
Rev., 10:216-11:254.

The customers’ notice of the alternative rate designs is identical to the notice of the
primary set of rate designs. The Utilities filed this case under Section 9-201 of the Act. The
filed tariffs show the primary set of rate designs and the alternative rate designs and the charges
that result from the Utilities’ proposals. The Utilities’ testimony described the derivation of
those charges. The Utilities complied with the Section 9-201 notice requirements applicable to
this filing. Grace Dir., NS Ex. 12.0 Rev., 5:109-6:116; Grace Dir., PGL Ex. 12.0 Rev., 5:109-
6:116; Grace Reb., NS-PGL Ex. 32.17.

The AG’s argument that it is somehow inappropriate that the alternative rates be based on
the same revenue requirement as approved in this case because “a utility’s expenses and
revenues are dynamic and ever-changing” (AG Init. Br. at 120) is puzzling. The AG’s
observation that costs and revenues are ever-changing is axiomatic. The fact that a set of
Commission-approved charges and rate designs remain in effect even if the utility’s costs and

revenues change is not unique to the Utilities” proposal, nor does that fact make the proposal

5" Such a tariff is now lawful under Section 9-102.1 of the Act.
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unlawful. The SFV charges derived from the Commission-approved revenue requirements and
set forth in the compliance filing in this proceeding serve no different function than the Utilities’
primary proposal — rates that create an opportunity for the Utilities to recover fully their
approved revenue requirements, which opportunity the law requires.

The AG also claims that the proposal is contrary to the test year rule. AG Init. Br. at 123.
That is incorrect. The test year for all the Utilities’ proposed rate designs and charges is the
same — 2013. The Utilities’ proposal does not circumvent the test year requirements. The
Utilities” proposal simply presents two ways of deriving charges from the same revenue
requirements.

ii. The Proposed Alternative SFV
Rate Design Is Sound Policy

Staff’s policy arguments opposing the SFV alternative are not persuasive. Those
arguments, addressed in turn below, are that: (1) Rider VBA and SFV rate designs are not
equivalent substitutes; (2) Staff is proposing greater fixed cost recovery in fixed charges; (3) the
Utilities may file rate cases if they deem it necessary to do so; (4) the 2013 test year forecast of
customer demand should minimize the Utilities’ concerns about adequate cost recovery;
(5) having two rate designs in place will cause confusion; (6) it is speculative whether
Rider VBA will be overturned; and (7) the Commission has declined to approve 100% recovery
of fixed costs in fixed charges. Staff Init. Br. at 108-112.

First, the Utilities’ bifurcation proposal addresses Staff’s concern (Staff Init. Br. at
108-109) about the differing impacts of decoupling versus SFV on low and high use customers.
The Utilities” proposed rate designs — whether the primary proposal that retains full decoupling
(Rider VBA) or the alternate proposal of SFV — are designed to recover the same revenue

requirements from customers. The bifurcation increases the homogeneity of customer classes
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within S.C. No. 1 and, thus, addresses concerns about the impact on low versus high use
customers.

Second, Staff’s proposed increase in fixed cost recovery through fixed charges is
minimal. Indeed, for North Shore, the increase is a mere 1% (from 67% to 68%) and, while it is
larger for Peoples Gas (from 54% to 61%), it still remains far below the modified SFV rate
designs the Commission approved for Nicor Gas and Ameren (80% fixed cost recovery in fixed
charges) and far below the full decoupling represented by Rider VBA.

Third, Staff is correct that the Utilities may file a rate case to address a change in
circumstances, but that is not a reason to avoid addressing the matter in the instant rate case.
Moreover, rates from that filing would not take effect for eleven months, creating an unnecessary
lag between the Court or Commission action invalidating Rider VBA and the implementation of
appropriate rate designs.

Fourth, the fact that the Utilities are using a forecast test year with forecast customer
demand does not bear on the issue. The forecast assumes normal weather. Kuse Dir., NS
Ex. 4.0, 10:167-169; Kuse Dir., PGL Ex. 4.0, 10:165-167. While more frequent rate cases and a
future test year would provide the Utilities timelier cost recovery, that alone will not address the
vagaries that occur between rate cases such as weather, gas prices and changes in the economy.
Any of these factors can affect customers’ gas usage. Accordingly, if customer usage and sales
vary from the normal level of sales used to set rates, lower customer charges and higher
distribution charges will affect fixed cost recovery for the Utilities and appropriate billings to
their customers. Moreover, these factors, which lie outside the Utilities” and customers’ control,

can lead to over- as well as under-recovery of costs. Grace Reb. NS-PGL Ex. 32.0, 36:805-812.
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The best and most accurate forecast will not prevent over- or under-recovery of a utility’s
revenue requirement if weather is colder or warmer than normal.

Fifth, possible customer confusion is not a reason to reject the Utilities’ proposal. For
example, in the 2009 rate cases, the Commission approved Rider FCA, Franchise Cost
Adjustment, for North Shore. Due to the nature of the rider and the timing of the implementation
of new rates arising from the rate proceeding, North Shore had to implement new rates effective
shortly after the compliance filing and again in mid-year after rates from the rider went into
effect. Consequently, North Shore’s tariffs included two sets of rates that would become
effective at different times. The Utilities are not aware of any customer confusion that arose as a
result. Grace Reb. NS-PGL Ex. 32.0, 37:842-38:850. In any event, to address Staff’s concern,
the Utilities added an additional form of notice. Grace Sur., NS-PGL Ex. 48.0 Rev., 11:240-254.

Sixth, Staff is correct that it is speculative whether Rider VBA will remain in effect, but
the pending appeal and the AG’s and CUB-City’s claims in the instant proceeding that
Rider VBA is unlawful are facts that lend uncertainty to the continued viability of Rider VBA.

Seventh, if the Commission is concerned about providing for an SFV rate design (100%
recovery of fixed costs in fixed charges), then the Utilities proposed modified SFV (80%
recovery of fixed costs through fixed charges), which is the rate design that the Commission
approved for Ameren and Nicor Gas, as an alternative. Grace Sur., NS-PGL Ex. 32.0,
39:871-883. Staff finds the 80% recovery to be an acceptable level if the Commission decides to
approve the Utilities’ SFV proposal. Johnson Dir., Staff Ex. 8.0, 18:403-408.

If Rider VBA is disallowed, by a Court or this Commission, SFV rate designs, as
proposed by the Utilities, are the functional equivalent of full decoupling and should take effect

to preserve the rate design principles that the Commission approved in Peoples Gas 2011. The
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Commission should approve the Utilities” SFV rate design with 100% recovery of fixed costs in
fixed charges or, alternatively, as it has done for the Ameren gas utilities and Nicor Gas, with

80% recovery of fixed costs in fixed charges.

D. Fixed Cost Recovery and Rider VBA

The Utilities” primary proposal is that Rider VBA, as approved in Peoples Gas 2011,
remain in effect for S.C. Nos. 1 and 2 and that fixed cost recovery through fixed charges increase
somewhat for these service classes. As discussed in Section IX.C.2.c of this Reply Brief, supra,
under certain circumstances, if Rider VBA were no longer in effect, then SFV rate designs would
take effect.

Staff opposes the Utilities’ proposals for greater fixed cost recovery through fixed
charges. AG and CUB-City argue that Rider VBA is unlawful and also claim it is a radical
concept about cost recovery.

The rationale for greater recovery of fixed costs through fixed charges, and the
consistency of that approach with Commission policy, is addressed in Section IX.C.2.b of this
Reply Brief, supra, and the Utilities’ Initial Brief (at 156-157, 161-163).

Staff’s substantive reliance on Section 1-102 of the Act is flawed for the reasons stated in
Section 1X.C.2.b.3 of this Reply Brief, supra.

Staff’s, the AG’s, and CUB-City’s arguments that it is inappropriate or radical for the
Utilities to have “guaranteed” recovery of fixed costs are flawed. The notion that Rider VBA is
unusual or radical or contrary to utility ratemaking is disproved by the prevalence of decoupling
in its various forms throughout the country. Decoupling mechanisms like Rider VBA are in
place in about 21 states for about 48 utilities. There are also other forms of decoupling such as

SFV rates, rate stabilization mechanisms, and weather normalization mechanisms. Considering
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all these forms of decoupling, those figures increase to 35 states and 113 utilities. Grace Reb.,
NS-PGL Ex. 32.0, 40:912-916. Far from being radical, decoupling is the norm in utility
ratemaking and arguments opposing it are out of the mainstream.

Rider VBA allows the Utilities to recover or refund, through periodic adjustments based
on a true-up calculation, their fixed costs that are recovered through variable charges. The
purpose and effect of Rider VBA are to true up revenues under volumetric charges with the
portions of Commission-approved distribution revenue requirements that the Commission
ordered to be recovered through those charges. There is nothing radical about rates that recover
the Commission-approved revenue requirements. Peoples Gas 2011 Order, pp. 163-164.

The “guarantee” that the parties discuss is nothing more than recovery of the approved
revenue requirements through Commission-approved rate designs. It is not a guarantee of
profits. It is not a guarantee that the Utilities will earn their allowed rates of return. As the AG
stated in discussing the alternative SFV rate designs, the Utilities’ expenses are ever-changing.
Rider VBA does not address those changing expenses. Thus, if the Utilities’ costs are higher
than those included in the approved revenue requirements, Rider VBA does nothing to address
those higher costs because Rider VBA is linked to the approved revenue requirements. The
AG’s arguments about a “guaranteed revenue stream” being contrary to ratemaking law (AG
Init. Br. at 130-133) are based on a distortion of what Rider VBA does.

Contentions that Rider VBA is unlawful are properly before an Illinois Appellate Court,
and that Court is the proper forum for addressing these arguments. This Commission is
defending the lawfulness of its approval of Rider VBA in that appeal. For all the reasons stated
by the Commission in the Peoples Gas 2011 Order and by the Commission’s and the Utilities’

briefs before the Appellate Court, Rider VBA is lawful; the Utilities will not repeat those
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arguments in this Reply Brief. However, the Utilities will briefly note the flaws in the AG’s
arguments.

First, Rider VBA is not single issue ratemaking. The decisions cited by the AG are
inapposite because Rider VBA is not a cost determination mechanism. Rider VBA isolates no
costs and thus poses none of the analogous risks that concerned the courts in the cited cases.
Rider VBA does not take into account costs other than those reflected in the Commission-
approved revenue requirements. For example, if the Utilities’ actual fixed costs are greater than
those the Commission used to set the revenue requirements, Rider VBA does not provide
recovery of those higher costs. Rider VBA is a rate design mechanism that essentially is a
mathematical adjustment to ensure that the Utilities neither over- nor under-recover from
customers their distribution revenue requirement approved by the Commission. No category of
costs is determined in a special rate, and there is no way that Rider VBA could recover any costs
or incremental expenditures that have not already been included in the Utilities” distribution
revenue requirements established by the Commission. As the Commission concluded, “[t]he
reasons to continue Rider VVBA are that it is a symmetrical and transparent formula for collecting the
approved distribution revenue requirements -- not more or less -- from customers if the Commission
chooses not to provide fully for recovery of fixed costs through fixed charges.” Peoples Gas 2011
Order, p. 163.

Second, Rider VBA is not retroactive ratemaking. As explained above, Rider VBA does
not change the revenue requirements that the Commission approved or the charges that the
Commission found to be just and reasonable. Its entire purpose is to true-up revenues billed to
the Commission-approved revenue requirements and, thus, to the charges derived from that
revenue requirement. Peoples Gas 2011 Order, pp. 163-164. The AG’s argument that

Rider VBA suggests the rates “are in some way excessive or insufficient” (AG Init. Br. at 135)
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incorrectly presumes that the Utilities, through Rider VBA adjustments, are changing the charges
that the Commission approved. Rider VBA does not change the approved rate designs and
resulting charges. Rider VBA is a true-up mechanism predicated on the assumption that the
charges derived from the approved revenue requirements are correct and the Utilities should not
over- or under-recover those revenue requirement amounts.

Third, the test year issue is essentially the same as addressed in Section IX.C.2.b of this
Reply Brief, supra, in connection with SFV rates. The revenue requirements that are the basis
for Rider VBA calculations are those set in this proceeding with the 2013 test year.

Finally, Rider VBA is not a “lost revenues” rider, and the AG’s efforts to portray it as
such do not make it so. Rider VBA is fully symmetrical, returning over-recovered revenues as
well as collecting under-recovered revenues. Peoples Gas 2011 Order, p. 163. As the
Commission correctly found in the 2007 rate case, “Rider VBA does not seek to recover lost
profits.” Peoples Gas 2007 Order, p. 149.>® The rider’s adjustments are tied to the Commission-
approved revenue requirement. Adjustments occur, as with the mechanism approved in the 2007
rate cases, through the application of a mathematical formula (Peoples Gas 2007 Order, p. 151)
that is based on the Commission-approved revenue requirement.

The Commission should reject the AG and CUB-City arguments that Rider VBA is

unlawful.

%8 Peoples Gas 2007 was the Utilities pilot version of Rider VBA. The arguments apply equally to the permanent
Rider VBA. CUB-City acknowledged the similarity of the pilot and permanent Rider VBA. CUB-City Init. Br.
at73.
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X. TRANSPORTATION ISSUES

A. Uncontested Issues

1. Purchase of Receivables (Withdrawn)

This subject is not contested, i.e., no issue remains for the Commission to decide.

2. Commission Authority to Order Investigation
on Provider of Last Resort

This subject is not contested in this proceeding. The cross-examination testimony of
Utilities witness Ms. Egelhoff, cited by IGS Energy (IGS Energy Init. Br. at 11), is consistent
with the Utilities’ position that it is not, in this proceeding, contesting the Commission’s

authority to order an investigation concerning provider of last resort.

B. Contested Issues

1. Cost Allocation Between Sales Customers and
Small Volume Transportation Customers

The Utilities significantly revised their transportation programs in 2011 (small volume
program) and 2012 (large volume program), including implementing new administrative charges,
approved in Peoples Gas 2011, for both programs in January 2012. Therefore, the Utilities
proposed no changes in this proceeding. Grace Dir., NS Ex. 12.0 Rev., 23:502-506; Grace Dir.,
PGL Ex. 12.0 Rev., 23:512-24:516. IGS Energy cites participation levels in the Utilities” small
volume transportation programs relative to participation in Nicor Gas’ programs as indicative of
problems with the Utilities’ programs. IGS Energy Init. Br. at 12-13. As Staff witness
Dr. Rearden explained, participation levels, by customers and suppliers are each one of many
indicators that one could look at in assessing the design of a program. Rearden, Tr. 2/5/13 at

274:3-275:8.
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In the 2011 rate cases, the Commission concluded that sales customers do not cause the
costs that the Utilities recover from Rider AGG, Aggregation Service, suppliers. Peoples Gas
2011 Order, p. 234. No evidence of changed circumstances exists. The Commission should
reject IGS Energy’s arguments (IGS Energy Init. Br. at 13-27) that the Utilities do not properly
allocate costs between sales customers and alternative gas suppliers. The Commission should
make no findings about the design of the Utilities’ programs based on facile arguments about
program participation levels.

2. Recovery of Supply-Related Costs From Small Volume
Transportation Program (Choices for You*™ or “CEY”) Customers

IGS Energy contends that the Utilities improperly collect supply-related costs from CFY
customers. IGS Energy Init. Br. at 13-18. The Utilities” gas supply personnel provide support
for securing and managing the services and assets that underlie storage and balancing services.
Although CFY customers buy their gas from alternative suppliers, the Utilities continue to
provide delivery service and storage and balancing services so that the transportation programs
can exist. Suppliers have no obligation to deliver the precise amount of gas their customers use
every day. Moreover, under certain conditions, CFY suppliers buy company-supplied gas
through cash-outs. Grace Sur., NS-PGL Ex. 48.0 Rev., 17:382-389. Thus, CFY customers (and
suppliers) benefit from the Utilities’ gas supply functions, and it is appropriate that all
customers’ base rates include these costs. Staff witness Dr. Rearden agreed that supply-related
costs can benefit transportation customers and suppliers. Rearden, Tr. 2/5/13 at 285:6-21.

3. Recovery of Small Volume Transportation Program
(Choices for You*M or “CEY”) Administrative Costs

IGS Energy continues to advocate that CFY administrative costs be assessed to all
eligible customers instead of to the suppliers who cause those costs to be incurred. IGS Energy

Init. Br. at 20-27. The Commission rejected substantially identical arguments from IGS Energy
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in Peoples Gas 2011. The Commission stated: “The Commission agrees with Staff and the
Utilities and finds that 1GS’s recommendation will not be adopted inasmuch as sales customers do
not cause the costs that are incurred by the GTS department and related IT costs and therefore they
should not be assessed any of the costs. There is no reason for sales customers to bear any portion of
this cost. The Commission further finds no need to mandate the Utilities to undertake a detailed cost-
causation analysis.” Peoples Gas 2011 Order, p. 234. Nothing in this record leads to a different
conclusion.

4. Provider of Last Resort

IGS Energy advocates that the Commission open a proceeding to investigate whether the
Utilities should remain the provider of last resort. 1GS Energy Init. Br. at 27-30. |If the
Commission chooses to open a proceeding to investigate whether the Utilities should continue to
act as the provider of last resort, the Utilities will participate. Egelhoff Reb., NS-PGL Ex. 36.0,
3:63-4:70; Egelhoff Sur., NS-PGL Ex. 50.0, 2:27-31. The Utilities take no position on whether
the Commission should open an investigation, but they agree with Staff that the Utilities are not

currently in a position to exit the merchant function. Staff Init. Br. at 116.

XI.  CONCLUSION

Therefore, North Shore Gas Company and The Peoples Gas Light and Coke Company,
for all reasons set forth above, appearing of record, or reflected in their Initial Brief filed on
March 8, 2013, or their draft proposed Administrative Law Judges’ Proposed Order that will be
filed on March 28, 2013, respectfully request that the Commission enter findings and make
conclusions on all uncontested and contested issues consistent with the Utilities’ positions taken

in testimony and/or stated herein regarding the evidence in the record and the applicable law.
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