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DIRECT TESTIMONY OF KEVIN C. HIGGINS

Introduction

Q. Please state your name and business address.

A. Kevin C. Higgins, 215 South State Street, Suite 200, Salt Lake City, Utah,
84111.

By whom are you employed and in what capacity?

I am a Principal in the firm of Energy Strategies, LLC. Energy Strategies
is a private consulting firm specializing in economic and policy analysis
applicable to energy production, transportation, and consumption.

Q. On whose behalf are you testifying in this proceeding?

A. My testimony is being sponsored by The Commercial Group. The
Commercial Group is comprised of the Missouri locations of Lowe’s Home
Centers, Inc.; Wal-Mart Stores East LP; and J.C. Penney Corporation, Inc.
Collectively, the members of The Commercial Group purchase more than 236
million kWh annually from AmerenUE in Missouri, primarily on rate schedules
LGS and SPS.

Please describe your professional experience and qualifications.

My academic background is in economics, and I have completed all
coursework and field examinations toward a Ph.D. in Economics at the University
of Utah. In addition, I have served on the adjunct faculties of both the University
of Utah and Westminster College, where I taught undergraduate and graduate

courses in economics. I joined Energy Strategies in 1995, where I assist private
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and public sector clients in the areas of energy-related economic and policy
analysis, including evaluation of electric and gas utility rate matters.

Prior to joining Energy Strategies, I held policy positions in state and local
government. From 1983 to 1990, I was economist, then assistant director, for the
Utah Energy Office, where I helped develop and implement state energy policy.
From 1991 to 1994, I was chief of staff to the chairman of the Salt Lake County
Commission, where [ was responsible for development and implementation of a
broad spectrum of public policy at the local government level.

Have you testified previously before any state utility regulatory
commissions?

Yes. I have testified in over sixty proceedings on the subjects of utility
rates and regulatory policy before state utility regulators in Alaska, Arizona,
Colorado, Georgia, Idaho, Illinois, Indiana, Kansas, Kentucky, Michigan,
Minnesota, Nevada, New York, Ohio, Oregon, Pennsylvania, South Carolina,
Utah, Virginia, Washington, West Virginia, and Wyoming.

A more detailed description of my qualifications is contained in

Attachment A to this testimony.

Overview and Conclusions

Q.
A.

What is the purpose of your testimony in this phase of the proceeding?
My testimony addresses: (1) The appropriate ratemaking treatment for
AmerenUE’s ownership share of the EEInc. generation resource, and (2)

AmerenUE’s alternative proposal for sharing of off-system sales margins.
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As part of my testimony, I offer recommendations to the Commission on
these issues in support of a just and reasonable outcome.
Are your recommendations relevant to the Fuel Adjustment Clause portion
of this proceeding?

My recommendations are applicable whether or not a Fuel Adjustment
Clause (“FAC”) is approved by the Commission as part of this proceeding.
However, the preferred means of implementing my recommendations pertaining
to the EEInc. resource may vary depending on whether an FAC is adopted.
Consequently, I will tailor my recommendations for both outcomes, i.e., whether
an FAC is adopted or rejected at this time.
What conclusions and recommendations do you offer based on your
analysis?

I offer the following conclusions and recommendations:
(1) AmerenUE, acting in concert with its corporate affiliates, has chosen to forego
the opportunity to purchase cost-based power from its share of the EEInc. Joppa
generating plant. In my opinion, the incremental costs associated with this action
are imprudent. Consequently, rates for retail customers should be established such
that the incremental cost of serving Missouri retail load absent the EEInc.
resource are absorbed by the Company, and not by customers. I estimate this
amount to range from approximately $21.7 million to $62.6 million per year,
depending on whether foregone off-system sales margins are included in the

calculation. If an FAC is adopted, the necessary adjustment to rates can be
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implemented as part of the FAC mechanism. If an FAC is not adopted, the
adjustment should be incorporated into base rates.

(2) AmerenUE proposes a fixed credit to customers from off-system sales of $183
million. In addition, the Company proposes an alternative approach that
incorporates a sharing of off-system sales margins between customers and the
Company. I believe a properly structured sharing mechanism for off-system sales
can have merit and is worthy of adoption. However, the specific sharing proposal
put forward by the Company should not be adopted, as it does not strike the
necessary balance between added risk and added potential reward for customers
compared to the fixed-credit approach. I propose an alternative sharing approach
based on a 50/50 sharing of deviations from the pro-forma level of $183 million

in off-system sales margins.

EEInc. Generation

Q.
A.

Please describe the situation pertaining to EEInc. generation.

AmerenUE owns 40 percent of the stock of Electric Energy Inc.
(“EEInc.”), an affiliate company that owns and operates a coal-fired power plant
located near Joppa, Illinois. The Joppa plant has a nameplate capacity of
approximately 1,100 MW. An additional 40 percent of EEInc. is owned by
Ameren Energy Marketing Company (another AmerenUE affiliate that is a
wholly-owned subsidiary of Ameren Corporation) and the remaining 20 percent

is owned by Kentucky Utilities Company. Consistent with its majority ownership
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of EEInc. through its affiliates, Ameren Corporation controls a majority of the
seats on the EEInc. Board of Directors.

According to the Company’s witnesses in this proceeding and other public
documents, the Joppa facility came on line in 1954 and has been used primarily to
deliver capacity and energy to a Federally-owned uranium enrichment facility
located at Paducah, Kentucky, and secondarily to provide available capacity and
energy to EEInc.’s owners or affiliates pursuant to cost-based power supply
agreements (“PSAs”.) The most recent PSA was entered into in 1987 and
expired on December 31, 2005.

By 2003, the Federal purchase obligation from the Joppa facility had been
reduced to 10 percent of the plant’s output, and in 2004 and 2005 the Federal
purchase obligation was reduced to zero.' Consequently, AmerenUE’s 40 percent
share of the plant, or approximately 440 MW, was available to serve AmerenUE
retail customers at cost-based rates in 2004 and 2005. In 2005, AmerenUE
purchased 4,974,178 MWHs of power from the Joppa plant at an average price of
just under $17.40 per MWH.?

On September 15, 2005, EEInc. filed an application with the Federal
Energy Regulatory Commission seeking market-based rate authority for the
output of the Joppa facility, effective upon expiration of the PSA. This request
was granted, and at the present time the full output of the plant is sold to Ameren

Energy Marketing at market prices. As a result of this action, no portion of the

" EEInc. FERC Form 1, 2004, p. 123.2.
? EEInc. FERC Form 1, 2005, pp. 310-311.
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Joppa plant’s output is used any longer for serving AmerenUE customers at cost-
based rates.

What are the consequences for AmerenUE’s retail customers stemming from
the decision to discontinue the sale of power from the Joppa facility to
AmerenUE at cost-based rates?

As the Joppa facility produces power at relatively low cost, the decision to
discontinue the sale of power from the Joppa facility to AmerenUE at cost-based
rates causes the utility’s fuel expense to increase. The incremental cost associated
with this increase in fuel expense is included in AmerenUE’s overall rate increase
request of $360.7 million. In addition, it is likely that the removal of the Joppa
resource will cause a net reduction in AmerenUE’s off-system sales margins, as
less AmerenUE capacity will be available for such sales. As described below, I
conservatively estimate that the increase in fuel cost due to AmerenUE’s decision
to forgo cost-based power from the Joppa facility is about $21.7 million per year.
If the likely reduction in off-system sales margins is taken into consideration, the
impact on retail customer rates may be as a high as $62.6 million.

How does AmerenUE justify the decision to forego the opportunity to
purchase power from the Joppa facility at cost-based rates?

The Company uses three witnesses to explain and justify its actions:
Warner L Baxter, Michael L. Moehn, and Robert C. Downs. The gist of the
Company’s explanation boils down to the following:

e AmerenUE’s ownership of EEInc. was purchased with shareholder funds

and is a “below-the-line” investment. The plant was never included in rate
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base and the previous PSAs between EEInc. and AmerenUE were arm’s
length agreements. Given the expiration of the most recent PSA on
December 31, 2005, there is no basis for conveying any future benefits to
ratepayers from the Joppa facility.

e The Board of Directors of EEInc. has a fiduciary responsibility to its
shareholders to maximize the value of their investment in the Joppa
facility. With more attractive market-priced options available, it was not
in shareholders’ interest to renew the cost-based sales arrangement with
AmerenUE.

In your opinion, do AmerenUE’s justifications for not renewing the PSA
provide a reasonable basis for subjecting ratepayers to the higher
incremental costs associated with foregoing the opportunity to purchase cost-
based power from the Joppa facility?

No. As I will explain below, the Company’s justifications are
characterized by an undue emphasis on only one set of interests — that of
shareholders. The Company ignores the important equities concerning ratepayer
interests.

In your opinion, should the Commission accept the ratemaking consequences
for AmerenUE’s customers that stem from the Company’s decision to forego
the opportunity to purchase power from the Joppa facility at cost-based
rates?

No. AmerenUE is a regulated utility with an obligation to provide safe,

reliable service at just and reasonable rates. To achieve rates that are just and
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reasonable, the interests of utility shareholders must be balanced with the interests
of retail customers. In foregoing the opportunity to purchase cost-based power
from the Joppa facility, AmerenUE has failed to adequately consider the interests
of its retail customers. In my opinion, the incrementally-higher fuel and purchased
power costs incurred as a result of this failure are imprudent. Consequently, rates
for retail customers should be established such that the incremental costs of
serving AmerenUE’s retail load absent the output of the Joppa facility are
absorbed by the Company, and not by its customers.
You state that AmerenUE made a decision to forego the opportunity to
purchase power from the Joppa facility at cost-based rates. Wasn’t the
decision to deny AmerenUE retail customers continued access to cost-based
power from the Joppa facility really a decision of the EEInc. Board of
Directors and not a decision of AmerenUE or Ameren Corporation?
AmerenUE describes this decision as being that of the EEInc. Board of
Directors. According to the Company’s filing, EEInc.’s Board consists of seven
members, five of whom are employees of Ameren Corporation or its affiliates.
(The other two Directors are employees of Kentucky Utilities or its affiliates.)’ As
Ameren Corporation and its affiliates control a majority of the EEInc. Board, the
decision by that Board to deny AmerenUE retail customers continued access to
cost-based power from the Joppa facility was, clearly, also a decision of Ameren
Corporation. So although the formal decision not to renew the PSA may be
depicted as an action of EEInc., that action could only have occurred with the full

support of Ameren Corporation.
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This obvious conclusion is reinforced [ NG

The Sponsors are the companies that own EEInc: AmerenUE, Ameren
Energy Marketing, and Kentucky Utilities. || G

I 1hus, one can only conclude that the

Power Supply Agreement emerging from such a process is a product that reflects

the corporate objectives of the individual Sponsor companies with a controlling
intereét in EEInc., namely AmerenUE and its affiliates.
But doesn’t Ameren witness Robert C. Downs assert that it would have been
improper and unlawful for the EEInc. Directors to agree to sell power to
AmerenUE at cost-based rates in order to benefit Missouri retail customers
at the expense of shareholders?

Yes, but Professor Downs is careful to state that his conclusions are drawn
using an important distinction based on his understanding of Mr. Moehn’s

testimony. The distinction is that the Joppa facility has not been included in rate

3 Direct testimony of Robert C. Downs, p. 6, lines 7-9.
4



10

11

12

13

14

15

17

18

19

20

21

22

base.’ Based on that distinction and based on his understanding of Mr. Moehn’s
testimony, Professor Downs concludes that the only party to whom the Ameren
corporate representatives on the EEInc. Board have any duty is that of
shareholders. I am not attorney and will not attempt to draw conclusions of law,
but I have twenty years of experience in utility regulation and policy. Based on
my understanding of the facts concerning the Joppa plant, I conclude that the
simple fact that the Joppa plant was not in rate base does not eliminate the need —
from the standpoint of regulatory policy — to consider the interests of retail
customers in this matter.

Why should retail customer interests be considered in determining the
appropriate disposition of power from the Joppa plant if the facility is not in
rate base?

The fact that this fifty-year-old plant is not in rate base does make it an
atypical case. However, it is clear from the history of the plant that Missouri retail
customers have played an important role in assuring the financial viability of the
facility. It is also clear that the business arrangements associated with the EEInc.
venture have not been characterized by a single-dimensional “seller’s” interest
among the owners, as AmerenUE would have us believe, but has been
accompanied by a reciprocal set of “customer” interests and obligations among
the owners. These “customer” interests and obligations have generally
corresponded to the proportion of ownership of each sponsor in EEInc. The dual

“seller” and “customer” attributes of the EEInc. business arrangement, which

> Direct testimony of Robert C. Downs, p. 6, line 20 — p. 7, line 19.
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distinguish it from a more conventional enterprise, should be taken into
consideration by the Commission in this proceeding to determine whether the
Company’s proposal to forego cost-based power from the Joppa facility will
result in just and reasonable rates for AmerenUE retail customers.

How have Missouri retail customers played an important role in assuring the
financial viability of the facility?

Since the Joppa plant’s inception, its generation in excess of Federal
purchase requirements has been sold on a cost-plus basis to EEInc.’s owners.
Contractually, these sales have been in the form of “permanent” Joppa power and
“excess” Joppa energy. “Permanent” Joppa power was subscribed to by each of
EElInc.’s owners in proportion to their respective ownership shares. Accordingly,
each of the plant’s owners, including AmerenUE’s predecessor, Union Electric
Company, entered into long-term purchase obligations with EEInc. The most
recent of these obligations, termed the Power Supply Agreement (“PSA”),
stretched from September 2, 1987 to December 31, 2005. The PSA provides that
the rate paid for “permanent” Joppa power was to recover interest expense, O&M
expense, taxes, 110 percent of fuel expense,® and an after-tax return on equity of
15 percent. These costs were then passed on to retail customers as purchased
power costs. This long-term obligation of ratepayer-funded power purchases
helped ensure the financial viability of the EEInc. business venture. The right to

purchase “excess” Joppa energy was also allocated in proportion to ownership.

% In an Amendment added in 1988, the 10 percent mark-up of fuel costs was changed to a demand charge
adder of $1.53/MWH.
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Is there direct evidence that the long-term purchase obligations undertaken
by the owners (as customers) helped ensure the financial viability of the
Joppa plant?

Yes. This assurance of financial viability is readily apparent in reviewing a
Commission Order issued in 1977 that approved the application of Union Electric
Company for authority to guarantee certain financial obligations of EEInc. As
discussed in the Order, EEInc. required financing to fund pollution control
investments at the Joppa plant, and had arranged to issue $10 million in bonds to
Metropolitan Life Insurance Company. The Order indicates that the owner-
utilities (“Sponsoring Companies™) and EEInc. were parties to an Amended
Intercompany Agreement that, among other things, obligated the Sponsoring
Companies to make payments for power purchased from EEInc. “in such amounts
which, when added to EEI’s other revenues, will be sufficient to enable EEI to
pay all its operating and other costs and expenses, including taxes and interest and
sinking fund charges on its bonds outstanding from time to time under the
Mortgage.” [Footnote omitted] ’ That is, Union Electric Company, as a
Sponsoring Company, had entered into a long-term purchase obligation that
helped ensure the financial viability of the EEInc. business venture.

This type of assurance was extended further as part of the “financial
guarantee” that Union Electric Company sought to make on EEInc.’s behalf in

1977, which was the subject of the 1977 Order. As explained in the Order, Union

7 Report and Order, In The Matter Of The Application Of Union Electric Company For Authority To
“Guaranty” Certain Financial Obligations Of Electric Energy, Inc., An Affiliate, Case No. EF-77-197, 21
Mo. P.S.C. (N.S.) 425, 426, 1977 Mo. PSC LEXIS 23 (June 24, 1977).

12
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Electric Company proposed a new amendment to the Amended Intercompany
Agreement to cover the new $10 million bond issuance. The new amendment was
intended to make unconditional the obligations of the Sponsoring Companies to
make payments to EEInc. sufficient to enable EEInc. to pay its operating and
other cost and expenses in the event that EEInc. was unable to generate or deliver
any power to the Sponsoring Companies. In such a situation, the Sponsoring
Companies would nonetheless be obligated to continue payments to EEInc. As
stated in the Order, the obligations of the Sponsoring Companies were proposed
to be “enlarged in order to induce the purchase of the 8% percent Bonds by
Metropolitan Life Insurance Company.” ® Put another way, the purchase
obligations undertaken by Union Electric Company and the other Sponsoring
Companies were necessary to secure the financing of EEInc.’s bonds.

From a regulatory perspective, did Union Electric Company receive anything
in return for providing a “guaranty” of EEInc.’s financial obligations?

Yes. According to the Order, in return for its “guaranty” of EEInc.’s
financial obligations, Union Electric Company was “assured of a continuous
source of economical power.” It is worth noting here that in providing financial
assurance to an entity of which it was an owner, Union Electric Company took on
enlarged obligations in its role as a customer of that entity, and that, moreover, the
benefit deriving from that enlarged obligation, as identified by the Commission,
was a customer benefit.

What are the ratemaking implications of these facts in this proceeding?

8 Report and Order, Case No. EF-77-197, 21 Mo. P.S.C. (N.S)) at p. 427.
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The core question here is whether the most reasonable and prudent course
of action for AmerenUE, in its dual role as owner and customer of EEInc., facing
expiration of the PSA, would have been to negotiate a replacement PSA with
EEInc. under cost-based terms similar to those which existed for the previous 18
years, or to have allowed the contract to expire, and re-direct 100 percent of the
benefit of AmerenUE’s share of the Joppa plant to shareholders, with the
consequent negative rate impact for AmerenUE customers. The ability to have
extended the PSA was entirely within the control of AmerenUE and its corporate
affiliates. As AmerenUE made the corporate decision to forego the opportunity to
renew the PSA at cost-based rates, the Commission must then decide whether to
approve AmerenUE’s request to have customers pay the incremental cost of this
decision as part of AmerenUE’s $360 million rate increase request.

The history of the Joppa plant shows that the financial viability of the
enterprise was assured through long-term contractual obligations in which the
owners took on the role of customers. With the utility taking on the obligation of a
long-term customer of its affiliate, AmerenUE ratepayers helped secure the
financial viability of the Joppa plant as the EEInc. contract costs were recovered
as purchased power expense. I submit that, in facing the expiration of the PSA,
the most prudent course of action for AmerenUE as a regulated utility would have
been to arrange to extend or renew the PSA on cost-based terms similar to those
which had worked to the apparent mutual benefit of the Company and its
ratepayers for the previous fifty years. Instead, AmerenUE has made a corporate

decision to forego the opportunity to extend that arrangement. While the
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Company may be free to make such a decision, it should not be allowed to pass
the resulting incremental costs on to its ratepayers. I recommend that the
Commission find that the incremental costs incurred as a result of that decision to
be imprudent, and order that rates for retail customers should be established such
that the incremental cost of serving AmerenUE’s retail load absent the output of
the Joppa facility are absorbed by the Company, and not by its customers.

Are you aware of any situations in recent years in which other utilities that
were in possession of “below-the-line” generation assets attempted to
purchase power from those assets on a cost-of-service basis for the benefit of
retail customers?

Yes. According to documents filed with the Kentucky Public Utilities
Commission in July 2006, Kentucky Utilities — AmerenUE’s partner in the EEInc.
— stated that prior to the expiration of its PSA with EEInc., it had attempted to
negotiate an extension of the PSA based on the previous cost-of-service terms.’
Evidently, a utility facing circumstances similar to AmerenUE was willing to
balance ratepayer interests with shareholder interests in addressing the disposition
of power from a “below-the-line” resource which had had its financing secured
through ratepayer-funded long-term purchase obligations. This approach is
markedly different from that pursued by AmerenUE. We know that Kentucky
Utilities” attempt to secure cost-based power was unsuccessful. We also know
that, unlike AmerenUE and its affiliates, Kentucky Utilities does not have a

controlling interest in EEInc.
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Q. Are you aware of other examples in which a utility attempted to purchase
power from “below-the-line” generation assets on a cost-of-service basis for
the benefit of retail customers?

A. Yes. In 2002, I was a witness in a proceeding in Arizona that addressed a
request by Arizona Public Service Company (“APS”) to purchase power under a
long-term contract at cost-based rates from a generation affiliate, Pinnacle West
Energy Corporation (“PWEC”). PWEC had built several generation plants, the
sales from which were not regulated by the state utility regulatory authority, the
Arizona Corporation Commission (“ACC”). As explained in APS’ testimony in
that case, PWEC had built plants that were not in rate base, and had passed up
opportunities for lucrative forward market sales to California based on the
assessment of the parent company’s president that the need to provide long-term
resources to serve Arizona’s retail load requirements was a higher priority.'’

Unlike AmerenUE’s ownership of EEInc., the PWEC units were not even
directly owned by APS, yet its parent company’s assessment of its obligation to
retail customers resulted in the generation affiliate foregoing market sales

opportunities. The actions taken by APS and its parent company demonstrate that

? Kentucky Public Service Commission, Case No. 2006-00264, Kentucky Utilities Company Response to
Information Requested in Appendix A of Commission’s Order Dated July 6, 2006, Question No. 3,
Witness: Keith Yocum. July 27, 2006.

' Arizona Corporation Commission, Docket No. E-01345A-0-0822. Rebuttal testimony of Jack E. Davis,
President of Energy Delivery and Sales for APS and President of Pinnacle West Capital Corporation. On
page 21 of his prefiled rebuttal testimony, Mr. Davis stated: “Redhawk, West Phoenix 4 and 5, and the
Saguaro CT, all of which were constructed or are being constructed by PWEC, were not sized, sited or
constructed by happenstance or on speculation. They were expressly built to serve APS load, and were
planned and begun at a time when it looked as if nobody was willing to build for the Arizona, or more
specifically, the APS market given the lucrative possibilities in California. In fact, I personally took part in
discussions of whether PWEC should itself sell all or a portion of Redhawk’s output forward to California.
Despite the tremendous profit potential from such a transaction, I was unwilling to gamble that an
unidentified “somebody else” would then meet APS’ needs here in Arizona.”
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consideration of retail customer interests is a fundamental part of doing business
prudently as a regulated utility. Clearly, APS and parent company management
did not view itself as operating within a “straightjacket” in which only the short-
run profits of shareholders could be considered when determining the appropriate
disposition of power generated from “below-the-line” power plants.

How should AmerenUE rates be adjusted to ensure that the incremental cost
of serving AmerenUE’s retail load absent the output of the Joppa facility are
absorbed by the Company?

AmerenUE uses a system dispatch model called PROSYM to calculate its
fuel and purchased power revenue requirement in this docket. The most accurate
measure of the incremental cost of serving AmerenUE’s retail load absent the
output of the Joppa facility would be determined by running a dispatch model
such as this to calculate the difference between the test year fuel and purchased
power costs incurred by the Company and what would have been incurred had the
PSA been extended under terms similar to what had been in place up to December
31, 2005. As part of a discovery request, I asked that AmerenUE perform this
calculation using its PROSYM model, but the Company refused to do so.

In light of this refusal, I have estimated the revenue adjustment using other
available information. To estimate the incremental fuel cost to serve retail load, I
used the per-MWH plant costs and purchases associated with AmerenUE’s off-
system sales for the test year as a measure of AmerenUE’s marginal energy cost. I
then applied the difference between this unit cost and the unit costs that

AmerenUE paid EEInc. for Joppa power in 2005, with the latter escalated by 5
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percent to account for potentially higher fuel costs. I then applied this estimate of
incremental unit cost to 40 percent of the output of the Joppa plant in 2005, which
corresponds to AmerenUE’s ownership share of the plant.'' These calculations
are shown in Schedule KCH-1 as Scenario 1. The result provides a conservative
estimate of the incremental expense to serve retail load that is incurred as a result
of Ameren’s decision to forego the opportunity to renew the PSA under terms
similar to what was in place in 2005. I estimate this incremental expense to be
$21.8 million.

At the same time, AmerenUE’s decision to forego cost-based purchases
from the Joppa plant will also likely result in a reduced off-system sales margin
credited to retail customers, as fewer low-cost resources will be available for off-
system sales. (The Joppa facility will actually still be making sales into the
market, but none of the sales will be credited to retail customers according to the
Company’s proposal.) I calculated the impact of reduced off-system sales
margins in Schedule KCH-1 as Scenarios 2 and 3, discussed below.

In Scenario 2, I very conservatively assumed that the loss of the Joppa
resource would result in a reduction in off-system sales credited to customers
equal to 50 percent of AmerenUE’s share of the plant. The rate impact on
customers under this scenario — in which 50 percent of the foregone MWH results
in a reduction in off-system sales margins and 50 percent of foregone MWH
results in higher fuel and purchased power costs to serve retail load — is

approximately $42.1 million. In making this calculation, I used a three-year

"' I note that AmerenUE’s actual purchase from the Joppa plant in 2005 amounted to 64 percent of the
plant’s output.
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average market price of $38.11 per MWH to represent off-system sales prices.
The three-year period used as the basis for this calculation was 2003 through
2005. These market prices were derived from the workpapers of AmerenUE
witness Shawn E. Schukar, but did not include Mr. Schukar’s adjustments to 2005
prices. Consequently, the market price used in my analysis is somewhat higher
than the market price of $35.71 per MWH used by Mr. Schukar.

In Scenario 3, I assumed that the loss of the Joppa resource would result in
a reduction of off-system sales margins for AmerenUE’s full share of the plant.
The rate impact on customers under this scenario is $62.6 million.

Why did you use the per-MWH plant costs and purchases associated
AmerenUE’s off-system sales as a measure of AmerenUE’s marginal energy
cost?

Given the Company’s refusal to provide a more accurate calculation of its
incremental cost, it was necessary for me to identify a reasonable proxy. As, in
any given hour, off-system sales should be transacted using the lowest-cost
resources available to AmerenUE after retail load is served, I concluded that the
Company’s unit cost of making these sales was reasonable estimate of its
marginal energy cost.

Why did you use a three-year average market price covering 2003 through
2005 to represent off-system sales prices?

I used a three-year average price in order to reduce the potential scope of

disagreement with the Company on this point. In his direct testimony, Mr.

Schukar supports the use of a three-year average market price to avoid possible
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distortions in pricing that might otherwise occur if the prices for a single year,
such as 2005, were used. The three-year average market price of $38.11 per
MWH that I used was derived from the monthly prices in Mr. Schukar’s
workpapers. One difference I have with Mr. Schukar, however, is that prior to
calculating the three-year average market price used in his analysis, Mr. Schukar
adjusted 2005 prices downward to offset the pricing effects associated with
Hurricane Katrina, MISO start-up, and rail transportation disruptions. In contrast,
the three-year average I used is based on actual prices for all three years without
the special adjustments to 2005 prices made by Mr. Schukar. In my view, the
types of adjustments made by Mr. Schukar may be appropriate if 2005 prices
alone were being used to estimate off-system sales margins; however, the use of a
three-year average in the first instance is intended to compensate for volatility that
may occur in any one year. Therefore, using both a three-year average AND
adjusting 2005 prices prior to calculating the average is likely to introduce
unwarranted downward bias into the market prices used for projecting off-system
sales revenues.
What is your recommendation to the Commission regarding the appropriate
ratemaking treatment of AmerenUE’s ownership share of the Joppa plant?
As I stated above, I recommend that the Commission find that the
incremental costs incurred as a result of AmerenUE’s actions with respect to the
Joppa plant to be imprudent, and order that rates for retail customers be
established such that the incremental cost of serving AmerenUE’s retail load

absent the output of the Joppa facility are absorbed by the Company, and not by
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customers. If an FAC is not adopted as part of this proceeding, this adjustment
should be applied to base rates. The precise adjustment can be made as part of a
compliance filing in response to a Commission order requiring that the necessary
calculation be made using PROSYM. Alternatively, the adjustment can be made
using the calculations I present in Schedule KCH-1 of up to $62.6 million.

If an FAC is adopted, then the adjustment can be implemented either
through base rates or through the FAC charge. If the adjustment is made to base
rates, then it would still be necessary to apply an equivalent adjustment to the
FAC charge to ensure that the base rate disallowance is not overridden or “wiped
out” by the subsequent FAC charge. That is, an FAC charge would typically
recover all (prudent) fuel and purchased power costs incurred in excess of base
fuel and purchased power rates. If actual costs are deemed to be too high as a
result of imprudence, then the imprudence adjustment must be made to the FAC
calculation — otherwise any base rate disallowance will be overridden in the
calculation of the FAC charge and imprudent costs will be inadvertently
recovered through the FAC. I will address the issue further as part of my direct
testimony in the FAC phase of this proceeding.

In the alternative, the disallowance can be applied directly to the FAC
charge as a credit, or offset component. The amount of the disallowance can be
calculated as part of the FAC calculation by subtracting the incremental costs
and/or reduction in off-system sales margins that are a result of AmerenUE’s

decision to forego purchasing cost-based power from its share of the Joppa plant.
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This calculation can be updated with each successive determination of the FAC

by applying a dispatch model such as PROSYM.

Sharing of Off-System Sales Margins

Q.

Please describe the alternative proposal made by AmerenUE for sharing off-
system sales margins between the Company and ratepayers.

AmerenUE’s proposal for the treatment of off-system sales margins is
discussed in the direct testimony of Mr. Baxter and Mr. Schukar, and in Mr.
Shukar’s supplemental direct testimony. The Company’s primary proposal is to
recognize $183 million in off-system sales margins as a credit against base rates.
To the extent that the Company falls short of, or exceeds, this level of off-system
sales margins, the full shortfall or gain would be experienced by the Company,
with no impact on customers. This “fixed-credit” approach can be viewed as a
traditional approach to treating off-system sales margins in rates.

Mr. Schukar’s testimony also describes an alternative proposal that the
Company stops short of fully endorsing. According to the alternative proposal,
customers would receive 100 percent of the benefit from off-system sales for the
first $120 million of annual margin, plus 80 percent of the benefit between $120
million and $180 million of annual margin, plus 50 percent of the benefit between
$180 million and $360 million of annual margin, plus 100 percent of the benefit
of any annual margins earned above $360 million.

What is the purpose of such a sharing mechanism?
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As discussed by Mr. Schukar, an off-system sales sharing mechanism
reduces risk to the Cbmpany if actual off-system sales margins turn out to be
lower than the pro-forma level (which, in this case, was initially proposed to be
$180 million, but was later revised to $183 million). At the same time, the
sharing mechanism can provide additional off-system sales benefits to customers
if off-system sales levels turn out to be greater than the pro-forma level.

What is your assessment of the Company’s alternative sharing proposal?

I believe a properly-structured sharing mechanism for off-system sales can
have merit and is worthy of adoption. The key lies in striking the proper balance
between added risk and added potential reward for customers — and the reduced
risk and reduced potential reward for the Company — vis-a-vis the fixed-credit
approach. In my opinion, the specific sharing proposal put forward by the
Company in this proceeding does not strike the necessary balance and should not
be adopted.

Please explain.

A comparison of the Company’s sharing proposal relative to its fixed-
credit proposal is shown in Table KCH-1, below. As shown in the table, if the
Company’s sharing proposal were adopted, it would free AmerenUE of all
downside risk, relative to the fixed-credit approach, of failing to reach an off-
system sales margin of $120 million — and it would free the Company of most of
the risk associated with failing to reach an off-system sales margins of $180
million; instead, this risk would be transferred to customers. In addition, if the

pro-forma margin of $183 million were reached, customers would receive a
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smaller benefit than under the fixed-credit approach. In fact, customers would
receive a smaller benefit relative to the fixed-credit approach at all margins below
$210 million. In exchange, customers would receive the potential to receive a

share of increased off-system sales credit at off-system sales margins above $210

million.
Table KCH-1
Comparison of AmerenUE OSS Margin Proposals
($millions)
AmerenUE Fixed Proposal | AmerenUE Sharing Proposal Impact on
Margin| - Customer Co. Customer Co. Customers
Share Share Share Share of Sharing
$0 $183 ($183) $0 $0 ($183)
$30 $183 ($153) $30 $0 ($153)
$60 $183 ($123) $60 $0 ($123)
$90 $183 ($93) $90 $0 ($93)
$120 $183 ($63) $120 $0 ($63)
$123 $183 ($60) $122 $1 ($61)
$150 $183 ($33) $144 $6 ($39)
$180 $183 ($3) $168 $12 ($15)
$183 $183 $0 $170 $14 ($14)
$210 $183 $27 $183 $27 $0
$240 $183 $57 $198 $42 $15
$243 $183 $60 $200 $44 $17
$270 $183 $87 $213 $57 $30
$300 $183 $117 $228 $72 $45
$330 $183 $147 $243 $87 $60
$360 $183 $177 $258 $102 $75
$390 $183 $207 $288 $102 $105

In my opinion, this risk-reward tradeoft is not reasonable for customers.

For example, consider what would occur if off-system sales margins were to

deviate by $60 million from the pro-forma margin of $183 million. At a $60

million deviation below $183 million, AmerenUE would experience $123 million

in off-system sales margins, and under the Company’s sharing proposal,

customers would receive a credit of $122 million. This would represent a

reduction in customer benefits of $61 million relative to the fixed-credit credit of
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$183 million. Now consider a deviation of $60 million above the pro forma
margin. In this case, AmerenUE would experience $243 million in margins and
customers would receive a benefit of $200 million — an improvement of only $17
million relative to the fixed-credit approach. It is not a reasonable proposition for
customers to accept the risk of a $61 million reduction in benefits if margins are
$60 million below the pro-forma level in exchange for a $17 million increase in
benefits if margins are $60 million above the pro-forma level.

Do you recommend an alternative approach to margin sharing?

Yes. A preferred approach would be to design any sharing of off-system
sales margins based on deviations from the pro-forma level of $183 million. In
my opinion, it would not be unreasonable for customers and the Company to
share on a 50/50 basis the impact of deviations in the off-system sales margin
relative to the $183 million baseline. For example, in the aforementioned case of a
$60 million deviation below $183 million, this approach would result in
customers experiencing a reduction in benefits of $30 million, while in the case of
a $60 million deviation above $183 million, customers would experience a $30
million increase in benefits. This risk/reward tradeoff is inherently more
reasonable than that of the Company’s sharing proposal for this same level of
deviation, as discussed above. For purposes of this proceeding, I would
recommend capping the 50/50 sharing at the $360 million margin proposed by the
Company, after which any further improvements in the margin would flow 100

percent to customers.
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A comparison of the Company’s sharing proposal and my recommended
approach is shown in Table KCH-2 below.
Table KCH-2

Comparison of AmerenUE and Commercial Group OSS Margin Proposals
($millions)

AmerenUE Sharing Proposal |Commercial Group Sharing Proposal (éha?ge to

. ustomer

Margin|  customer Co. Customer Co. Ben. from

Share Share Share Share CG Prop.
$0 $0 $0 $92 ($92) $92
$30 $30 $0 $107 ($77) $77
$60 $60 $0 $122 ($62) $62
$90 $90 $0 $137 ($47) $47
$120 $120 $0 $152 ($32) $32
$123 $122 $1 $153 ($30) $31
$150 $144 $6 $167 ($17) $23
$180 $168 $12 $182 (%2) $14
$183 $170 $14 $183 $0 $14
$210 $183 $27 $197 $14 $14
$240 $198 $42 $212 $29 $14
$243 $200 $44 $213 $30 $14
$270 $213 $57 $227 $44 $14
$300 $228 $72 $242 $59 $14
$330 $243 $87 $257 $74 $14
$360 $258 $102 $272 $89 $14
$390 $288 $102 $302 $89 $14

The column entitled “Change to Customer Benefit from CG Proposal”
shows, at various margins, the improved benefit to customers from the sharing
proposal I am recommending relative to the Company’s sharing proposal. For
example, if the margins turn out to be $243 million, the Company’s approach
would result in a customer credit of $199.5 (rounded to $200 million), whereas
my proposal would credit customers with an additional 50 percent of the increase
over $183 million, for a total benefit of $213 million.'? This result is an
improvement of $13.5 million (rounded to $14 million) relative to the Company’s

sharing proposal.
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Similarly, if margins turn out to be $123 million, the Company’s approach

would result in a customer credit of $122 million, whereas my proposal would
reduce the customer credit by 50 percent of the decrease from $183 million, for a
total credit from off-system sales margins of $153 million — an improvement of
$31 million relative to the Company’s sharing proposal. This result illustrates the
significantly lower downside risk to customers incorporated into my margin
sharing proposal relative to the Company’s sharing proposal.

Q. Does this conclude your direct testimony at this time?

Yes, it does.

"2ie., $183 million + (50% x $60 million) = $183 million + $30 million = $213 million.
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