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Q.
Please state your name, title, and business address.

A.
Barbara A. Meisenheimer, Chief Utility Economist, Office of the Public Counsel, P. O. Box 7800, Jefferson City, Missouri 65102.  I am also employed as an adjunct Economics Instructor for William Woods University.

Q.
Please summarize your educational and employment background.

A.
I hold a Bachelor of Science degree in Mathematics from the University of Missouri-Columbia (UMC) and have completed the comprehensive exams for a Ph.D. in Economics from the same institution.  My two fields of study are Quantitative Economics and Industrial Organization.  My outside field of study is Statistics.  I have taught Economics courses for the following institutions: University of Missouri-Columbia, William Woods University, and Lincoln University.  I have taught courses at both the undergraduate and graduate levels.

Q.
Have you testified previously before this commission?

A.
Yes.  I have prepared written testimony and testified before the Missouri Public Service Commission. (PSC or Commission) regarding cost of service, rate design, universal service, incentive design, quality of service and numerous competitive issues.  I have testified in the areas of telecommunications, natural gas, water and sewer and electric.

Q.
What is the purpose of your testimony?

A.
I am presenting the gas incentive plan component of Public Counsel’s response to Laclede’s proposed weather mitigation techniques.  James Busch will present and discuss schedules contained in his testimony illustrating a quantitative analysis in support of the gas incentive plan. For an overview of Public Counsel’s concerns and recommendations on the weather related issues raised in this proceeding I would refer you to the rebuttal testimony of Ryan Kind.   

Q.
Are you generally familiar with the fields of economics that address the appropriate design of incentive plans?

A.
Yes, I am.  The focus of my graduate work was the study of Quantitative Economics and Industrial Organization.  These fields address the appropriate design of incentive plans through the application of “game theory.”  Game theory is a hybrid of mathematics and statistics that allows economists to model strategic interaction.  Given assumptions regarding objectives, the level of risk aversion, the term of interaction, and the information available to individual economic agents, economists are able to evaluate the efficiency of incentive plans under various market conditions. 

Q.
What additional experience do you have that is relevant to the issue Natural Gas Incentive Plan Design?

A.
Specifically, I have testified regarding the design of gas supply incentive plans in GT-99-303, GO-2000-395 and GT-2001-329.  Additionally, I participated as a member of the Missouri Public Service Commission’s Natural Gas Commodity Price Task Force and served on the subcommittee that addressed gas supply incentive design.  In this capacity, my primary contribution to the taskforce effort was to develop the original list and discussion of principles underlying a properly designed incentive plan that formed the basis for the Taskforces’ final recommendation to the Commission. 

Q.
In preparation of your testimony, what materials did you review?

A.
I have reviewed the direct testimony of Michael Cline, portions of the Missouri Public Service Commission Natural Gas Commodity Taskforce Report, the October 26, 2001, material from the Missouri PSC Natural Gas Roundtable including the presentation of Ken Costello, Senior Institute Economist with the National Regulatory Research Institute and materials from cases GT-99-303 and GO-2000-395 and GT-2001-329.

 Q.
What is your primary concern regarding Laclede’s proposal to mitigate weather related risk?

A.
Laclede’s proposal is not symmetric.  It seeks Commission approval of methods primarily designed to reduce any remaining weather related risk to the Company and its shareholders.  In contrast, the Company offers no meaningful solution for the most significant weather related problem faced by its customers; high natural gas commodity prices. 


The Company has requested and received protection from weather related commodity price risk by direct flow-through of gas costs through the PGA/ACA process.  In addition, the customer charge, which is the highest for any PSC regulated LDC in Missouri, insulates Laclede's non-gas revenues by providing mostly fixed recovery for roughly 65% of the non-gas costs on the average residential winter bill.  In this proceeding the Company is focused on elevating its weather protected recovery of non-gas costs to virtually 100% by proposing a weather mitigation clause and revised residential blocking.  


In sharp contrast, Laclede’s customers are afforded little protection from weather related risk.  Approximately 82% of a residential customer’s average winter bill is vulnerable to weather volatility.  The Company’s proposal addresses only about 6% of the customers’ bill.  Let me make clear that it is not Public Counsel’s intention to seek elimination of all customer weather related risk because a reasonable level of risk that associates higher prices with higher usage encourages customers toward more energy efficient behavior.  Instead, in offering Laclede a measured adjustment in its block rate design in exchange for adoption of Public Counsel’s gas supply incentive proposal, our intent is to offer a constructive and more comprehensive and symmetric approach to mitigating weather related risk. 

Q.
Does Laclede acknowledge the weather related risk faced by it customers and that there are benefits to reducing the bill impacts associated with colder than normal weather?

A.
I believe that it does.  Mr. Cline’s testimony includes a number of statements sensitive to cold weather’s detrimental impact on customers’ bills and expressing the benefit of taking steps to mitigate it;


One of the primary factors that increased customer bills during the 2000/2001 winter, particularly during the early winter period, was the impact of record cold weather in November and December on customer usage. As customers used more and more gas because of this colder than normal weather, the volumetric component of the Company's distribution rates required them to pay more in their bills.  Unfortunately, this occurred at the very same time that the same cold weather factors were also driving up wholesale gas prices-a factor that also increased customer bills. As I will explain later in my testimony, the WMC could help to alleviate this situation and contribute to more stable bills by reducing the impact that weather would have on the magnitude of customers' bills. Moreover, it would likely do so at the very time that such bill mitigation is most needed. (Page 8, Lines 8-18, Cline Direct)


As I previously discussed, if the events of winter of 2000-2001 demonstrated anything, it was that weather-related increases in usage, when combined with rising wholesale gas prices, can have a dramatic and, for some customers, truly challenging impact on their bills for natural gas service. (Page 15, Lines 5-8, Cline Direct) 


..….Moreover, such a clause would have provided such relief at the same time bills had increased as a result of the higher wholesale gas prices and the increased consumption of the commodity itself that typically accompanies colder weather. While it may only be a modest step in the direction of greater bill stability, what could possibly be wrong with a mechanism that does nothing more than ease the financial burden on utility customers during the same winter when such relief is most needed? (Page 15, Lines 17-23, Cline Direct) 

Q.
Do you believe that implementing a gas supply incentive plan can produce a more comprehensive and symmetric solution to the problem of weather related risk faced by consumers?

A.
Yes, provided that it is a properly designed incentive mechanism.

Q.
Do you believe that Laclede could also benefit form such a mechanism?

A.
Yes, I do.  A properly designed incentive mechanism that effectively addresses weather related risk to consumers can also benefit the Company and its shareholders.

Q.
Do you believe that the Commission could benefit for adopting a properly designed gas incentive mechanism for Laclede? 

A.
Yes, unlike some of the issues that the Commission is regularly required to decide, adopting a properly designed gas incentive mechanism offers much more than simply the responsibility for apportioning the spoils from a zero-sum game.  A properly designed incentive plan can increase the benefit to both consumers and the Company by offering additional profit opportunities to the Company in exchange for achieving superior preformance on behalf of its customers.  This opportunity for crafting a “win-win” solution to the weather problem promotes the public interest consistent with the statutory charge of the Commission.

Q.
Does economic theory offer guidance on constructing a properly designed incentive mechanism?

A.
Yes, I would describe the basic prescription for constructing a properly designed mechanism in a series of steps.  


First, it is important to evaluate if an incentive plan has potential benefits in the area under consideration.  Dr. Costello provided three criteria for evaluating if there is potential benefit in establishing an incentive plan.  He suggests that the area targeted for an incentive should be one for which costs are non-trivial, performance is measurable and the utilities management has some control.   I believe that the area of natural gas commodity satisfies each of these criteria.


Second, it is important to have an understanding of the roles and objectives that economic theory prescribes for each of the participants.  In this case, the participants include the Commission, consumers and Laclede.   


Economic theory suggests that when an “incentive planner” (the Commission) acting on behalf of the “principal” (the body of ratepayers) wants to design an incentive payment to induce an “agent” (Laclede) to take the best action from the view point of the principle (ratepayers) the design of the incentive payment must be “individually rational” and “incentive compatible” for the agent. (Laclede)  To be individually rational for the agent (Laclede) an incentive structure must offer at least the “reservation price” (minimum payment) that would cause the agent (Laclede) to be willing to participate.  The more risk averse the agent (Laclede), the higher the reservation price they would demand.  Conversly, the higher the reservation price, the less likely that the net benefit from the incentive plan will justify the cost to the principal (ratepayers).  To be incentive compatible the structure of the incentive payments must be designed in a way that causes the agent (Laclede), when acting in its own best interest, to act in a manner that produces the principal’s (ratepayer’s) desired outcome.   To insure the mechanism’s success it is critical to avoid creating  “perverse incentives” that would encourage Laclede to act in ways that do not achieve the desired outcomes for ratepayers.


Third, general parameters should be developed that reflect the objectives and balance the goals of the participants.   The Natural Gas Commodity Price Task Force devoted significant effort to developing a comprehensive and balanced list of parameters to recommend to the Commission for use in designing gas incentive mechanisms.  The following bullets set forth the recommended parameters. 

· Incentives should be targeted to areas of operation in which the LDC’s actions have a meaningful impact in reducing costs, enhancing net revenues, or in providing other benefits that are in the customer’s interest, such as energy efficiency programs.

· Additional profit from an incentive plan should only be awarded for cost reducing or net revenue enhancing actions by the LDC, and efficiency gains in excess of those that the LDC should reasonably be expected to undertake absent the incentive.

· Incentive mechanisms may be an effective tool when the level of compensation required by the LDC, for engaging in cost reducing actions does not exceed the net benefit consumers receive for the level of cost reductions that can be reasonably anticipated to result.

· Incentives should be structured to allow the LDC sufficient flexibility to respond to changing market conditions.

· Incentives should be structured to promote a portfolio targeted at mitigating overall cost or improving energy efficiency. 

· Incentives should be structured to ensure that consumers receive benefits by aligning rewards to the LDC with outcomes desirable to consumers. 

· Incentives should be structured to align the risk to the LDC with the risk faced by consumers in an effort to ensure that consumers are made no worse. 

· Baselines should be considered for components of the incentive plan where inherent levels of performance exist. Factors relevant to establishing a particular baseline may include historic performance, changing market conditions, comparisons to similarly situated firms, or desired public energy policies.

· Consumers have expressed a strong preference for more stable natural gas prices. In the area of procurement, incentives should be targeted toward stabilizing prices by mitigating upward price volatility.

· An incentive mechanism should allow a relatively lower reward to the LDC when information linking the LDC’s actions with beneficial outcomes cannot be clearly verified and a relatively higher reward to the LDC when information linking the LDC’s actions with beneficial outcomes can be clearly verified.  Even if provided at lower levels, however, the case for utilizing incentives as opposed to prudence reviews may be strongest where a link exists but it is difficult or costly to evaluate the precise extent of the link.

· Incentives should be structured to avoid creating a situation where the firm’s management has less incentive to perform efficiently from either a customer or shareholder perspective.

· The total incentive package should be structured to ensure that when individual components are implemented together they do not produce undesirable results.     


The final step in constructing a properly designed incentive mechanism is to design a system of specific activities, rewards and penalties that are consistent with the parameters and therefore likely to achieve the desired outcome.  Obviously, the devil is in the details and probably it is no surprise to the Commission that the Task Force members could not reach agreement in this area.

Q.
Did Public Counsel’s participation on the Task Force influence the proposal that it is offering in this case?

A.
Yes, we believe that our proposal, in total, is consistent with the Task Force recommended parameters and strikes a reasonable balance that will benefit both consumers and Laclede Gas Company.

Q.
 Please describe the specific system of activities, rewards and penalties that make up Public Counsel’s gas incentive proposal and discuss the rational underlying each component.

A.
Public Counsel’s proposal focuses on reducing the commodity price (or cost) of natural gas.  We believe that targeting the commodity component of a customer’s bill offers the most meaningful opportunity to promote benefit because it is the largest cost to the consumer and is subject to significant detrimental upward price volatility.  


The mechanism does not prescribe specific actions that Laclede must undertake to receive compensation thereby allowing Laclede maximum flexibility to utilize the most effective mitigation tools at its disposal and to use them in a timely manner.


The mechanism establishes a positive reward system that within reasonable bounds  provides compensation to Laclede for achievements in lowering the delivered commodity price of natural gas.  It is important to note that the reward system is based on achievement not simply effort.  This aligns the benefit of the Company and its customers.  It is also consistent with the principle of designing regulatory mechanisms that mirror the efficient outcomes produced by competitive system.  


The incentive proposal establishes a band in which if Laclede beats a benchmark price of gas the Company is rewarded.  We have adopted $3.00 per MMBtu average annual price of gas as the lower bound and $5.00 per MMBtu average annual price of gas as the upper bound of the band in which compensation may be paid.  The $3.00 lower bound reflects a price at or below which we believe that price mitigation is not sufficiently valuable to consumers to warrant paying a premium.  The $5.00 upper bound reflect a level above which we believe that customers are already subjected to unusual and substantial detriment and it would be best from a public policy perspective to allow the premium that would otherwise be paid to Laclede to instead be used to offset the bill impact of unusually high gas prices.


Within the$3.01 to $5.00 band, Laclede will receive a reward premium of 10% of the amount by which Laclede beat the benchmark for the volumes sold up to a maximum reward payment of $5,000,000.  Once the company achieves the $5,000,000 reward payment level, the premium will drop to 1%.  We believe that 10% is an appropriate premium below the $5,000,000 because it is generally consistent with the overall return that utilities receive in payment for their services.  From the consumer’s perspective we believe it would be considered a reasonable premium for the savings achieved. Establishing a $5,000,000 threshold with 1% paid above the threshold provides some practical assurance to the Commission that the rewards will not grow without bound and that the total compensation will not appear excessive from a public policy perspective.  The 1% premium above $5,000,000  is intended to allow some additional measure of reward in an effort to encourage Laclede to continue striving for improved performance even after the Company has achieved the $5,000,000 threshold.


The benchmark is based on the weighted average annual first of the month index price of gas as determined by Laclede’s purchases.  The benchmark is designed to reflect a price of gas that customers might face if Laclede chose to “ride the market.”   We recognize that there may be times when Laclede will be required to make spot purchases above the first of the month price but there may also be opportunities for Laclede to secure gas at below the first of the month prices.  For example, there may be opportunities to purchase gas mid-month in the summer to inject into storage.


The primary penalty associated with this proposal is one of missed opportunity costs associated with not achieving the targeted performance.  In other words when the Company fails to achieve a price below the benchmark, the Company forgoes what it might have made had it produced the desired result.  This is designed to ensure that the Company is not substantially harmed by participating in the incentive plan.    

Q.
How does this proposal satisfy the recommended parameters that benefit consumers?

·
This proposal targets areas in which Laclede’s actions can have a meaningful impact in reducing the most significant component of a customer’s bill.  The customer pays only for a service that has value and hopefully is made better off by mitigating upward price volatility as compared to simply riding the market.  The risk of prudence review is maintained providing some level of assurance that incentive compensation is paid for cost reducing gains in excess of those that the LDC should reasonably be expected to undertake absent the incentive.  The compensation paid to Laclede, for engaging in cost reducing actions will not exceed the net benefit to consumers.
 

Q.
How does this proposal satisfy the recommended parameters that benefit Laclede and its shareholders?

·
The proposal offers an opportunity for additional compensation in areas in which Laclede has some meaningful control reducing costs.   Laclede is offered maximum flexibility to chose its portfolio and to respond to changing market conditions.  The baseline for performance does not rely on historic performance and adjusts consistent with changing market conditions. The proposal does not impose additional prudence review components so the company faces no greater risk from prudence review than is presented by maintaining the status quo.

Q.
How does this proposal satisfy the recommended parameters that benefit the Commission in its role as the incentive planner? 


This proposal aligns the benefits and risks to Laclede with those of consumers providing a symmetric incentive plan that offers the potential for a “win-win” outcome.  By focusing on the end result rather than individual activities, it reduces the necessity for the Commission to scrutinize, evaluate, and assign a value to each benefit produced by Laclede’s specific actions.  Laclede is not required to “sell the farm” because the primary detriment to Laclede is lost opportunity costs.  The Commission will not jeopardize Staff or Public Counsel’s right to propose prudence disallowances because the status quo is maintained.  Finally, the proposal minimizes the risk of perverse incentives because the focus is on the end result rather than the interaction between disaggregated components.

Q.
Has Public Counsel submitted schedules illustrating the proposed incentive mechanism?

A.
Yes, those schedules are contained James Busch’s testimony.     

Q.
Does this conclude your testimony?

A.
Yes, it does.
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