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Q. Please state your name and business address.
A. My name is Mark Newton Lowry.  My business address is 22 East Mifflin Street, Suite 302, Madison, Wisconsin, 53703.

Q. By whom and in what capacity are you employed?
A. I am a Partner of Pacific Economics Group, LLC (“PEG”).

Q. Please describe Pacific Economics Group.
A.
Pacific Economics Group (PEG) is an economic consulting firm with practices in the fields of utility regulation and litigation.  We have offices in Pasadena, California and Madison, Wisconsin.  Five principals of the company are PhD economists and four have served on faculties of respected universities.  Founding partner Charles Cicchetti holds the Jeffrey Miller Chair of Government and the Economy at the University of Southern California.  He was previously chair of Wisconsin’s Public Service Commission and an economics professor at the University of Wisconsin.  Founding partner Jeff Dubin is an economics professor at Cal Tech. 


PEG is a leading provider of energy utility performance measurement and incentive regulation services.  Our personnel have over 30 man years of experience in these areas.  We pioneered the use of rigorous statistical benchmarking in U.S. energy utility regulation.  This work has required a thorough command of energy industry data and the science of performance measurement.   

Q.
Please describe your personal qualifications.
A.
I am the managing partner in PEG’s Wisconsin office.  In that capacity, I direct our North American practice in the areas of incentive regulation, performance measurement, industry cost structure issues, and competitive codes of conduct.  My specific duties include the supervision of our performance research, the design of incentive regulation plans, and expert witness testimony.


Over the years I have prepared numerous utility performance studies.  I have also worked to develop many incentive regulation plans.  I have testified or filed commentary sixteen times on energy utility performance issues and twelve times on other incentive regulation issues.  The venues for this testimony have included California, Hawaii, Kentucky, Maine, Massachusetts, Oklahoma, New York, and British Columbia.


Before joining PEG, I worked for several years at Christensen Associates in Madison, first as a senior economist and later as a Vice President and director of the Regulatory Strategy practice.  In total, I have over twelve years of consulting experience in the areas of performance measurement and incentive regulation.


My career has also included work as an academic energy economist.  I have served as an Assistant Professor of Mineral Economics at the Pennsylvania State University and as a visiting professor at the Ecole des Hautes Etudes Commerciales in  Montreal.  My academic research and teaching stressed the use of mathematical theory and advanced empirical methods in market analysis.  


I hold a B.A. in Ibero-American studies and a Ph.D. in applied economics from the University of Wisconsin-Madison.  I have served as a referee for several scholarly journals and have an extensive record of professional publications and public appearances.  My resume is attached to this testimony as Schedule 1.

Q.
What is the purpose of your testimony?
A.
My testimony presents evidence on the efficiency of AmerenUE (“UE” or “the Company”) during its two experimental alternative regulation plans (“EARPs”).  Staff maintains in its February 1, 2001 report on the EARPs that an important factor in determining their success is whether UE improved the efficiency of its operations, but claim that it is impossible to evaluate that efficiency.  I disagree, and have supervised research on this issue.  We examined UE’s operations under the EARPs using scientific methods for performance measurement.  The improvement in the Company’s performance during the EARPs was assessed along with its performance level in the later years of the EARPs.  My testimony also includes some remarks on the desirability of continuing incentive regulation for UE.

Q.
How is your testimony organized?
A.
I first discuss the science of performance measurement.  Next, I describe my performance research for UE.  I conclude my testimony with comments on incentive regulation.  An Executive Summary is attached as Appendix A.  Further details of my research for Ameren are contained in the report that is attached as Schedule 2.

Efficiency Concepts and Measures

Q.
Please provide an overview of the science of performance measurement.

A.
Economists have had a long-standing interest in the measurement of enterprise performance.  The result has been an evolving science of performance measurement.  The research has encompassed both empirical techniques and an appropriate theoretical foundation.  The end result is that scientific performance measurement methods have been developed and are in regular use.  These methods are available to appraise UE’s performance under the EARPs.  Research on the performance of electric utilities is also facilitated by the extensive data available on their operations.

Q.
Please explain the general approach to performance measurement that you used in your study.  

A.
The method we employed was econometric cost benchmarking.  An econometric cost model relates the cost of a company to business conditions that affect its cost of service.  Examples of such conditions are the scale of a company’s operations and the prices it faces for labor, capital, and other production inputs.  The impact of business conditions on cost is quantified using historical data.  Quantitative estimates of these cost “drivers” can be combined with data on the exact business conditions facing a specific utility to generate a benchmark for its costs.  Benchmarks can be developed for both the level of cost at a point in time and for the trend in cost over time.  Comparing the company’s actual costs to these benchmarks yields measures of its efficiency.  Techniques used in such a study are well established in the scholarly literature and widely used in scientific research.  

Q.
What are the advantages of econometric cost modeling in performance measurement?

A.
The total cost of a utility is the basis for its revenue requirement under traditional regulation.  It is therefore very relevant to the welfare of utility customers.  The focus on total cost also permits us to draw on the mathematical theory of cost to identify appropriate business condition variables and their likely cost impact.  Additionally, statistical tests can be used to ensure that business conditions included in the model are significant cost drivers.  An econometric cost benchmarking model is thus the result of transparent, rational procedures and not a “black box” that frustrates careful scrutiny.  


The econometric approach to evaluating performance is also easier to tailor to the specific circumstances of a utility than alternative methodologies.  It is often difficult to choose a peer group that faces business conditions that are highly similar to those of the subject utility.  Econometrics permits us to use data from utilities in diverse circumstances to quantify the effects of business conditions on cost in the general case.  In fact, a greater diversity of business conditions among the sampled utilities actually enhances the precision of model predictions.  The evaluation of the subject utility is subsequently conducted using the exact business conditions that it faces.

Details of the Econometric Research

Q.
Please explain how this general methodology was used to appraise UE’s performance during the EARPs.

A.
We developed mathematical models of the relationship between the total cost of bundled power service and an array of business conditions that utilities face.  One model was used to assess UE’s cost trend during the EARPs.  Another was used to assess UE’s recent cost level.  The parameters of these models were estimated statistically using historical data on the costs of U.S. electric utilities and the business conditions they faced.  The performance of UE was evaluated by comparing the level and trend of its actual cost during the EARP years to those predicted by our cost models given the business conditions in the Company’s service territory.  The level of UE’s cost was evaluated over the 1999-2001 period.  The trend in its cost was evaluated over the full 1995-2001 period covered by the EARPs.

Q.
Why were separate models required for the trend and levels research?

A.
The procedure that we use to estimate the relationship between cost and business conditions in a levels appraisal does not permit the inclusion of a trend variable in the model.  Such a variable is designed to capture the tendency of costs to decline over time absent output growth and input price inflation.  Such a variable is irrelevant in the appraisal of UE’s recent cost level but is very relevant in an appraisal of its cost trend.

Q.
Are the cost models that result from your research sensible?

A.
Yes.  All variables included in the models were found to be significant cost drivers.  The estimated cost impacts of the business condition variables also passed a reasonableness assessment.  For example, the cost of service was found in both models to be higher the larger was a utility’s scale of operation.  Cost was also found to be higher the higher were the input prices that utilities faced and the lower were their load factors.  In the model that we developed to assess the cost trend of UE, we also found a utility’s cost to be significantly higher the greater was the extensiveness of its distribution system and the undergrounding of its power delivery system and the smaller was its diversification into gas distribution and its reliance on hydroelectric self-generation for power supply.  The trend variable was found to be statistically significant.

Q. Please describe the data used in your research.

A. All data used in the study were obtained from respected public sources.  The primary source of the cost and quantity data was the Federal Energy Regulatory Commission (FERC) Form 1.  Major U.S. investor-owned electric utilities are required by law to file this form annually.  Cost data reported on Form 1 must conform to the FERC’s Uniform System of Accounts.  Reporting is thus standardized across utilities.


Supplemental data sources were used primarily for input prices.  For example, data on construction costs were obtained from Whitman Requardt and Associates and R.S. Means and Company.  Data on the cost of funds were obtained from the U.S. Department of Commerce, and data on the prices of generation fuels were obtained from FERC Form 423.

Q.
What was the sample period for your research?

A.
The sample period for the cost level research was the 1998-2000 period.  The sample period for the cost trend research was 1995-2000.  Since data are not as yet available for most sampled utilities for 2001, these are the sample periods that correspond most closely to our cost model predictions for UE.

Q.
What companies are represented in your sample?


A.
Our full national sample comprised quality data for UE and 77 other U.S. utilities. Many of the sampled companies have been able to operate for extended periods in recent years without a rate case.  This strengthened their performance incentives.  It was consequently challenging for UE to outperform the benchmark represented by our sample.

Q.
Why were nationwide data used in the econometric study?

A.
As noted above, the precision of econometric cost research benefits from the largest and most varied sample available.  Econometric models control for a wide range of business conditions that affect utility cost.  Accordingly, there is no need to limit the sample to companies that faced conditions that were highly similar to those facing UE over the period.  There is, in any event, no reason to expect that the efficiency standard for our full national sample is any less demanding than that of a sample from UE’s region.  

Q.
Can an EARP affect a utility’s cost efficiency, as measured using an econometric cost model?

A.
Yes.  By creating stronger incentives to control costs, EARPs can reduce a company’s costs relative to those expected for other utilities facing the same business conditions.  This will increase the difference between the utility’s actual cost and that predicted by an econometric model.  It will also slow the growth in cost relative to that predicted by a model.  

Q.
Can you use your methodology to estimate the cost impact of the EARPs?

A.
Yes.  The model used to make cost trend predictions captures a wide range of business conditions that cause the cost of a utility to change over time.  The difference between the trend in UE’s cost and that predicted by the model during the EARP years is then a measure of how the improvement in UE’s efficiency compared to the improvement in the efficiency of a typical sampled utility.  This difference reflects in turn the difference in the performance incentives faced by UE and the other utilities.

Q.
What are the results of your econometric cost research for UE?

A.
We found that over the 1995-2001 period covered by the EARPs UE’s actual cost grew 1.68% less rapidly on average than the predicted cost of bundled power service.  This is impressive when we consider that the model’s growth prediction included the typical downward trend in the cost of sampled utilities.  As for the cost level appraisal, the Company’s actual cost level was found to be a substantial 14.3% lower than the cost predicted by the model during the 1998-2000 period. 

Q.
What was the dollar value of the resulting efficiencies?

A.
The short answer is that UE’s cost would be much higher today were it not for EARPs.  To put a dollar value on our findings, we performed a simulation that started with UE’s Missouri retail revenue in 1995, at the start of the EARP years.  That figure, which was $1.8 billion, was used as a proxy for the cost of Missouri retail electric service in that year.  With that initial cost, a 1.68% relative cost savings in 1996 alone would then have a value of around $35,000,000 today.  The value of savings in 1997 would be much greater than that in 1996 since the slower cost growth in that year would start from the lower cost base achieved in the previous year.  A similar finding would hold true for the later EARP years.  The end result of this compounding of efficiency gains is that in the later EARP years UE’s annual cost of service would have been approximately $200 million higher than its actual costs had it not been for the performance gains achieved under the EARPs.  These $200 million would be in addition to today’s cost of service which, as the Company’s analysis shows, would already justify a rate increase.  A benefit of this magnitude is also consistent with the results of our cost level research.  The total cumulative difference between actual and predicted cost over the six EARP years was more than $700 million in 2001 dollars.  


These savings would grow substantially should the trends established under the EARP program continue.  For example, given a similar trend in UE’s actual cost and a similar cost growth differential during the next six years, the margin between actual and predicted cost since 1995 would accumulate to over $3 billion in 2001 dollars for the full twelve year period.  While the Commission may not be inclined to approve such a lengthy continuation of the EARP program at this time, I believe that such projections are very useful when assessing whether to approve a multiyear extension of the EARP program.

Q.
Does your econometric research encompass all benefits of Ameren’s recent cost performance level?
A.
No.  An example of a performance dimension that is not covered is fuel price performance.  UE produces large quantities of power using coal-fired generation.  It has tried hard to switch to the consumption of lower cost coals and to purchase coals on lower-priced spot terms.  Our econometric cost model takes the resultant low price per MMBTU of coal that Ameren consumes as a given despite the expense and risk that have been involved in making this transition.  

Empirical Work Conclusions

Q. What conclusions do you draw from research on the cost performance of UE?
A. Our research revealed that AmerenUE made impressive efficiency gains under the EARPs.  During the first six years of operation under the EARPs, UE’s cost grew considerably more slowly than that predicted by an econometric model that factored in the efforts of sampled utilities to contain cost growth. Thus, the pace of UE’s cost performance improvement was unusually rapid during the EARP years.  These results support the conclusion that UE operated under stronger performance incentives during the EARPs than other U.S. utilities and that UE’s cost of service would be considerably higher in the absence of the EARPs.  The trend results would have been less salutary had UE not also achieved a good performance level during the EARP years.  In fact, however, using two established methods, we found that UE’s performance level was quite impressive in the later EARP years.

Q.
Are you aware of any specific actions by UE that may have improved its efficiency while it was under the EARPs?

A. Yes.  I have interviewed a number of Company officials regarding UE’s operations during the EARP years.  I have, additionally, read a number of company reports and other background materials.  I came away with considerable respect for UE’s efforts to improve its performance.  As discussed further by other witnesses, UE has during the EARP years instituted incentive compensation plans for its employees; earned recognition for the efficient operation of its Callaway nuclear plant; lengthened outage cycles, improved heat rates, and reduced staffing at its coal-fired plants; developed sophisticated gas procurement practices; merged with a neighboring utility; and upgraded its bulk power marketing program.  While I have not quantified the individual impact that any of these actions had on UE’s efficiency, they support the conclusion that the EARPs encouraged changes in Company behavior that improved its efficiency.  

Q. Did UE achieve its superior cost efficiency at the expense of other performance criteria, such as service quality or environmental stewardship?

A.
No, quite the contrary.  As discussed further by other witnesses, UE has made major efforts to reduce its sulfur dioxide and nitrogen oxide emissions and ranks highly in customer satisfaction.  I feel that Ameren also deserves credit for the commitment that it has shown to the city of St. Louis through such decisions as the location of its corporate headquarters.  The Company could have a base of operations in many locations and chose downtown St. Louis.  Other utility companies have chosen to relocate their headquarters to suburban areas of their service territory or, as in the case of SBC, even to distant states.

Regulation that Fosters Continued Efficient Behavior

Q. What type of regulatory system do you believe will continue to foster efficient behavior by UE and benefits to UE’s customers?

A.
Like many economists, I believe that utility regulation should simulate competitive market conditions.  I have testified on this principle in numerous proceedings.  Traditional cost of service regulation, with its focus on the control of a company’s earnings, rarely achieves this goal.  Incentive regulation can do a better job of simulating competitive markets.  

Q.
Please explain.

A.
Economists believe that competition is generally the most desirable form of market organization.  While extolling its benefits, they recognize that some products in our economy can be most efficiently provided by exclusive franchises on terms subject to government regulation.  This arrangement is an effective surrogate for competition if competitive market outcomes are realized.  The use of utility regulation to simulate competition may be called the competitive market paradigm.  Dr. James C. Bonbright expressed the paradigm this way in a classic text four decades ago:

Regulation, it is said, is a substitute for competition.  Hence its objective should be to compel a regulated enterprise, despite its possession of complete or partial monopoly, to charge rates approximating those which it would charge if free from regulation but subject to the forces of market competition.  In short, regulation should be not only a substitute for competition, but a closely imitative substitute.


Under competition, prices reflect industry supply and demand conditions and not the actions of individual market participants.  Individual suppliers therefore keep all of the after tax dollars from their efforts to contain costs and develop market-responsive price and product offerings.  Strong incentives thus exist to slow unit cost growth.  Good performance is also encouraged by the freedom suppliers enjoy to choose effective operating practices.  


In the long run, competition drives prices to reflect the efficiency of typical suppliers operating with strong performance incentives.  The benefits of the industry’s slow unit cost growth are thus shared with customers in the form of slow price growth.  Prices that reflect industry cost conditions encourage cost-effective consumption.  Competitive markets thus promote economic efficiency and share its benefits with customers.


Prices reflecting the efficiency of typical competitive market suppliers 

may be said to embody a competitive market standard.  In competitive markets, suppliers with comparable efficiency can earn a competitive rate of return.  Suppliers with superior efficiency can earn a superior rate of return.

Q.
Please discuss the degree to which traditional, cost of service rate regulation fulfills the competitive market paradigm.  

A.
Traditional rate regulation generally does not do the best possible job of simulating competition.  In the opinion of many economists, the root cause of this problem is the high cost that must be incurred for regulators to identify rate and service offerings that reflect competitive market standards.  It is difficult even for experienced utility managers to recognize the best cost containment and marketing practices.  The investigations needed to identify competitive standards would involve considerable cost for regulators, consumer representatives, and the subject utilities.


Measures are understandably taken to contain regulatory costs.  One is to control earnings.  A second is to discourage utility practices that complicate regulatory review.  A third is to extend the period between rate cases.  Some of these measures reduce utility efficiency.

Q.
Please explain how measures to economize on the cost of regulation can reduce utility efficiency.

A.
Consider first the consequences of setting rates to control a utility’s earnings.  Under traditional regulation, it is common for rate adjustments to be undertaken primarily to ensure that utilities earn a competitive rate of return.  Utilities that are “overearning”, for instance, are often compelled to reset rates so that their revenue requirement matches their cost. Reviews of the prudence of utility practices are held under traditional regulation but penalties are often levied only for practices with conspicuously unfortunate outcomes.  There are no penalties for failure to innovate and no counterbalancing bonuses for superior management practices.  

If rates reflect a utility’s own unit cost rather than a competitive market standard, efforts to improve cost containment or marketing performance then lead to lower rates.  This weakens performance incentives.  The atrophy of incentives is greater the more quickly benefits of improved efficiency are passed through to customers.


Consider, next, how the discouragement of utility practices that complicate regulation can reduce efficiency.  Practices complicating regulation include those that are especially novel or that raise inherently controversial issues such as the allocation of common costs between services.  Discouragement of such practices takes many forms.  Some may be prohibited outright while others are subject to unusual prudence vigilance.  


Measures like these do simplify regulation.  Unfortunately, some of the discouraged practices are important potential sources of efficiency gains.  The greater chance of prudence reviews for innovative practices combines with the asymmetry of the prudence review process to discourage innovation and risk taking.  Innovation, for instance, will eventually lower rates if successful and may result in a sizable disallowance if unsuccessful.  

Q.
Can any of the measures you cited promote utility efficiency?

A.
Yes.  An extension of the period between rate cases can promote efficiency.  As the length of the period between rate cases increases, utilities benefit more from cost containment and marketing initiatives.  This strengthens performance incentives.  


Under traditional regulation, an extension of the period between rate cases is commonly achieved by freezing rates.  Unfortunately, most businesses in our economy cannot survive in the long run without nominal price increases to help offset the earnings impact of input price inflation.  That is why we observe inflation in prices of the economy’s goods and services.  While a few industries have, like the telecommunications industry, generated the truly exceptional productivity growth needed to live with rate freezes in the longer term, the electric utility industry is not one of them.  


Rate freezes are also risky for utilities.  In the electric power industry, the risk is especially great in the procurement of energy inputs such as generation fuels and purchased power.  Prices of energy inputs are characteristically volatile, and higher priced inputs like gas and purchased power are often used to respond to unpredictable fluctuations in demand and base load generation.

Q.
What conclusions do you draw from this critique of traditional rate regulation?

A.
Regulatory frameworks are needed that better simulate competition.  Regulators should seek new ways to improve the performance of electric utilities and to share resultant efficiency gains with customers.  The need for new frameworks is especially compelling when competitive pressures increases.

Q.
Please explain the incentive regulation approach to utility regulation.  
A.
Incentive regulation is an alternative to cost of service regulation that relies less on earnings controls to meet the just and reasonable standard under the law.  For example, a utility with acceptable rates might be placed under a rate freeze in the knowledge that operation under a freeze is challenging.  The term “incentive regulation” results from its ability to produce superior performance using stronger incentives.

Q. Can incentive regulation do a better job of simulating competitive market conditions than traditional utility regulation?

A.
Yes, I believe that it can.  To the extent that a company’s rates are decoupled from its own unit cost, utilities can hope to benefit from efforts to improve cost containment and marketing practices.  Inferior returns are expected for inferior performance, while superior performance can be expected to produce superior returns.  Incentives to improve performance can therefore be stronger than under traditional regulation.  Importantly, the weakening of the link between a company’s rates and its own unit cost can also permit regulators to afford utilities greater operating freedom to make performance gains.

Special Advantages of Incentive Regulation In Today’s Environment

Q.
Please explain why incentive regulation is especially useful in the current operating environment of UE.  

A. In this period of increasing competitive pressures, incentive regulation is especially valuable because it better simulates the operating environment of other industry players.   Traditional regulation will, by weakening incentives, induce a decline in the efficiency of subject utilities relative to the efficiency of other companies in the business, many of which now operate under incentive regulation and/or competitive market conditions.  This was not a concern in the past.


Competition has strengthened the incentives of unregulated firms in the power generation industry.  Incentive regulation has strengthened incentives for many utilities.  In each case, companies have been encouraged to adopt better cost containment and marketing techniques.  Human capital formation has accelerated as a result.  


Companies subject to traditional regulation will experience weaker performance incentives and greater operating restrictions than companies facing incentive regulation or actual competition.  Human capital formation will be impaired.  This will place the affected companies at a disadvantage in the rapidly changing energy services markets of the twenty first century.  One expected consequence is reduced success in competitive market ventures.  Another is reduced odds for survival as locally-based enterprises.


Consider, by way of example, the situation of a competitor with several years of power generation and marketing experience in Britain.  The know-how gleaned from this experience might permit it to pay a premium for a Missouri utility operating under traditional regulation.   The reality of this threat is highlighted by a recent acquisition in the neighboring state of Kentucky.  There, LG&E Energy was acquired by PowerGen, a company with extensive experience operating in Britain’s competitive power markets.  


Overseas firms with lengthy incentive regulation experience are also becoming merger and acquisitions aggressors.  For example, Scottish Power and National Grid have acquired several major U.S. electric utilities.  Both firms have operated under incentive regulation in Britain for years.  Scottish Power also has experience in Britain’s retail power supply market.  The superior efficiency of these firms has been cited as one of the main rationales for their acquisition initiatives.


The relationship between UE’s regulatory system and the ability of its parent company to survive and prosper as a Missouri-based company offering good value to customers is not a matter of idle conjecture.  UE already operates under incentive regulation and offers good value to its customers.  Its parent company has already acquired one regional utility and recently announced its intention to acquire another.

Q. Are there any other challenges facing UE that make incentive regulation appropriate at the present time?

A. Yes.  I believe there are at least two challenges on the horizon for UE that strengthen the need for incentive regulation.  First, UE must make important decisions about its operations in the next few years. UE must, for example, decide how much new power supply capacity to secure and how much of that capacity should be company-owned or outsourced.  It is particularly important to make the best possible capacity choices in a period of energy price volatility like that we are experiencing today.  The capacity decisions that UE makes in the next few years could affect its rates for decades.  


Management challenges are by no means limited to the energy supply area.  In the area of power delivery, UE has an important role to play in the transformation of the transmission industry of the central states.  New transmission construction and the proper evolution of transmission system management are keys to the development of long distance power trade and competitive bulk power markets.  The power distribution business is always challenging since economic growth in Missouri always requires expansion of the distribution system.

Q.
What other special challenges does UE face?

A.
Many business conditions that will drive UE’s future costs are not likely to be as favorable as those of the recent past.  For example, UE faces the prospect of having to make substantial capacity additions to meet demand growth and replace aging plant.  The cost of funds and fuel prices may rise. In this environment, a reversion to traditional regulation would have especially damaging incentive consequences because UE would likely be forced to ask for rate relief more frequently.  A combination of mounting cost pressures and slackening incentives could have adverse future consequences for ratepayers.  

Q.
Are there any other factors that favor the adoption of incentive regulation at the present time?

A. Yes.  Incentive regulation is a growing trend.  In both the U.S. and Canada, traditional regulation has been largely abandoned in favor of incentive regulation in the  telecommunications, railroad, and oil pipeline industries.  In all three cases, traditional regulation was abandoned as competitive pressures in the industry increased.

 
Incentive regulation is also becoming more common for gas and electric utilities.  Many North American gas and electric utilities operate under formal incentive regulation plans, and quite a few of these are in the Midwest and adjacent reaches of Canada.  Examples from the electric utility industry include Edison Sault Electric, Black Hills Power and Light, Mid-American Energy, Otter Tail Power, Northern States Power, and the power distributors of Ontario.  Midwestern utilities that have operated under gas distribution incentive regulation include Consumers Energy, Michigan Consolidated Gas, and Union Gas.  There have also been many incentive regulation plans for gas supply cost in the Midwest, including those for Alliant, Consumers Energy, Michigan Consolidated Gas, Minnegasco, and NICOR.



Other North American energy utilities operate under informal incentive regulation mechanisms such as extended rate freezes that are part of merger or restructuring proceedings.  While these are not always recognized as incentive regulation plans, they nevertheless allow utilities to operate for extended periods without exposure to earnings complaints.


There are few cases where incentive regulation has been abandoned after it was implemented.  Most regulators have retained incentive regulation, and there are many instances of one incentive regulation plan succeeding an earlier plan.  Indeed, the two EARPs already approved for UE represent an example of one incentive regulation plan following another.


There is also a growing tendency in incentive regulation to encourage utilities to keep a share of plan benefits at the end of the plan period.  This can bolster incentives for initiatives involving up front costs to achieve long run gains.  Plans approved in Massachusetts, and Victoria, Australia have explicit benefit carry forward provisions.  At the extreme, commissions have elected in a number of North American proceedings to have no cost-based true up at the end of the plan period.  Some commissions have stated that one objective in approving or retaining incentive regulation is to de-emphasize the role of formal rate cases in regulation.  Reverting to traditional regulation can undermine the very incentives that incentive regulation is intended to create.  


One example of this posture comes from the Maine Public Utilities Commission.  In a review of an alternative form of regulation (“AFOR”) for NYNEX-Maine, the Public Advocate filed a Motion with the Commission requesting that this review include a cost of service rate case to establish revenue requirements.  The Commission rejected the Motion and found that combining cost of service reviews with incentive regulation was not a desirable policy.  A principal reason is 

conducting a revenue requirement proceeding tends to undercut the efficiency incentive.  Indeed, knowledge that a revenue requirement proceeding will occur could create conflicting incentives to allow costs to rise toward the end of an AFOR period so that the test year used to establish the revenue requirement and rates will include those costs…We do not agree with the proposition that ratepayers are entitled to all efficiency gains (at the end of an incentive regulation plan); such an approach surely diminishes or eliminates the efficiency incentive.
 

Q.
What are the implications of this discussion for the present rate case?
A.
I believe that it is good public policy to permit a utility to keep a share of the benefits of demonstrably superior performance at the close of an incentive regulation plan.  Doing so strengthens incentives for long-term performance gains that make possible better terms of service in future years.  Importantly, this principle applies whether or not the incentive regulation plan is succeeded by another plan.


Far from entertaining such a measure in its testimony, Staff has to the contrary advocated the full true-up of rates to the Company’s current cost of service and taken an aggressive and controversial stance on what that cost of service is.  The Commission should recognize that the adoption of Staff’s approach would have serious consequences for UE’s performance down the road.

Q.
Does this conclude your testimony?
A.
Yes, it does.
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