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The significance and magnitude of the Staff’s complaint case cannot be overstated.  Just as a matter of sheer numbers, the Staff’s proposed $245 million to $285 million rate cut represents not only the largest rate reduction UE has ever faced but, by some accounts, is the highest-profile, most important, largest complaint case in the history of the Missouri Public Service Commission.  Otherwise ignorant of the facts, a reasonable observer(perhaps not schooled in the finer points of ratemaking but having an appreciation for the common-sense of a utility’s operations and our State’s energy needs(may well think that UE must be a bloated, inefficient utility that has been significantly overcharging its customers.


But those are not the facts.  

In fact, UE’s customers currently enjoy some of the lowest rates in the country, region and the state.  Since UE started operating under Experimental Alternative Regulation Plans (EARPs) in mid 1995, customers have received over $425 million in rate reductions and sharing credits.  At the same time, the Company has achieved one of the highest customer satisfaction ratings in the country and has received several commendations for its environmental leadership.  As Professor Dennis Weisman’s Schedule 2-1 (attached to this Executive Summary) shows, consumers in the St. Louis metropolitan area enjoy the second lowest electricity prices of any of the major metropolitan areas reported by the U.S. Bureau of Labor Statistics.  Professor Weisman’s Schedule 2-2 (also attached hereto) shows that, while average electricity prices generally increase significantly with the size of metro areas, prices in the major St. Louis metropolitan area have been well below the average prices of both mid-sized and major metro areas in the Midwest and nationwide.  

In fact, UE’s performance has increased markedly under the EARPs.  Professor Weisman shows that UE’s customers enjoyed sizeable reductions in effective rates relative to the trend of rates for the other utilities in the Midwest.  Dr. Mark Lowry shows that UE’s cost of service would be significantly higher today had it not been for the performance gains achieved under alternative regulation.  Not surprisingly, credit rating agencies note UE’s well-recognized strengths, including:  “competitive rates”; “superb nuclear performance”; “extremely efficient fuel management”; “it’s position as one of the lowest-cost producers in the Midwest”; “strong transmission ties”; “a strong cost-conscious management team that is committed to credit quality”; and the fact that the “UE/CIPS merger created a bigger, more efficient utility.”

In fact, going forward, UE will need, more than ever, such efficient operation and strong performance to come to grips with increasing operating costs and the need to make significant additional investments in its energy infrastructure to meet the growing needs of its customers in an ever more complicated and volatile energy marketplace.  

The Staff’s extraordinary(and it is fair to say, punitive(rate recommendation seems totally disconnected with these facts.  Why should UE’s revenues be slashed in response to such superior performance?  Why should UE’s revenues be slashed when those funds are needed for infrastructure investment?  Simply put, the Staff’s rate recommendation is without merit, is not supported by the relevant facts, and, perhaps most importantly, fails to consider important energy and regulatory policy matters in its recommendation.  

The Staff’s Cost of Service Determination is Fundamentally Flawed

The Staff’s rate proposal, while supposedly the result of traditional cost of service analyses, does not employ sound cost of service methodologies and is crippled by numerous technical flaws(which only serve to understate the Company’s true costs that it incurs today and that it will incur in the future.  As such, the Staff has failed to meet their burden of proving that their proposed rates will establish just and reasonable rates which provide an adequate return on and recovery of investment.  For example:

· As Professor Roger Morin and Ms. Kathleen McShane show in their rebuttal testimonies, Staff’s return on equity (ROE) recommendation is based on an approach that is far removed from the methodologies for estimating ROE that are reasonably relied upon by experts in the field.  How grossly the Staff’s 9.41% ROE estimate falls outside the mainstream is illustrated by the fact that ROEs authorized in other states for UE’s test year and update period ranged from a low of 10.50% to a high of 12.90%.  (This data is set out in Ms. McShane’s Schedule 17, and is also attached to this Executive Summary.)  The Staff’s fundamentally unreliable ROE estimate alone serves to understate UE’s Missouri annual electric cost of service by approximately $120 million. 

· The Staff’s rate proposal is based on a highly inappropriate and irresponsible depreciation calculation that understates UE’s current cost of service by approximately $110 million per year by inequitably deferring these costs to the detriment of future customers.  The Staff’s approach to depreciation also increases the volatility of rates; relies on a treatment of net salvage costs that is inconsistent with the treatment afforded by virtually every other regulatory agency in the country; is inconsistent with the Commission’s own precedent; and, because of its impact on UE’s cash flow, would make the financing of UE’s infrastructure needs significantly more expensive.  As with the Staff’s ROE estimate, the unreasonableness of their depreciation approach is made evident by the fact that it results in depreciation expenses that are significantly below those that regulators have allowed for other utilities in the country.  (This data is set out in Mr. Stout’s Schedule 13-1, which is also attached to this Executive Summary.)  

· The Staff’s cost of service proposal contains numerous inappropriate adjustments and is based on unsubstantiated assumptions.  The Staff substantially reduces test year costs:  by effectively disallowing prudently-incurred operating expenses without any attempt to show imprudence or poor business judgment; by normalizing test-year expenses even though there is clear evidence that on-going costs will not be below test year expenses; by unreasonably eliminating costs incurred to retain revenues and to participate in regional transmission organizations; by burdening future customers with higher expenses associated with pension and OPEB plans; by double-counting tax benefits already received by customers; by inappropriately eliminating incentive compensation expenses; by relying on unreliable computer simulations to eliminate costs through after-the-fact modifications of the Company’s actual plant operations and power purchases; and by opportunistically switching from accrual to cash accounting. 

· The Staff’s normalized revenues are overstated by approximately $30 million due to erroneous weather normalization and adjustments for customer growth.

· The Staff’s treatment of unbundled transmission revenues, due to their inadequate and unsupported ROE proposal, infringes on FERC jurisdiction by preventing the Company from earning FERC-accepted returns on any of the Company’s transmission assets.

· Finally, the Staff’s rate proposal does not comply with Commission Rule 4 CSR 240-10.020, governing the treatment of accumulated depreciation when calculating the return component of a utility’s revenue requirement.  Under this rule, UE would be entitled to a rate increase of at least $42 million, even if the Commission otherwise adopted all of the Staff’s cost of service calculations.

Ramifications of the Staff’s Proposal

Moreover, the Commission cannot rely on the Staff’s rate recommendation because their proposal is further handicapped by a narrow perspective that essentially reduces rate-setting to an accounting exercise divorced from any broader policy judgment.  This approach betrays an almost absolute, and certainly unwarranted, confidence in the numerical estimation that produced the Staff’s proposed rate decrease (an estimate that in the end is wrong), and ignores the real-world energy issues that policy makers, such as this Commission, must address.  

For example, the Staff’s testimony shows no sign that the Staff has taken into account industry trends and non-cost objectives of sound regulation, such as rate stability, the facilitation of infrastructure investments necessary for reliable and adequate service at reasonable costs, and the need to provide a regulatory structure which gives a utility sufficient financial flexibility to operate effectively and efficiently in today’s increasingly complex industry environment.  Even worse, the Staff’s rate proposal actually undermines UE’s ability to make needed infrastructure investments in a timely and cost-effective fashion.  For example, Mr. Stout’s Schedule 7-1 (attached to this Executive Summary) clearly shows that the Staff’s proposal would drastically reduce UE’s depreciation-related cash flows exactly at a time when these cash flows are needed more than ever to provide part of the capital necessary to finance new energy infrastructure.
By substantially reducing what already are some of the lowest rates in the country, the Staff’s rate proposal would significantly curtail the Company’s cash flow, sharply lower credit ratings for UE, increase financing requirements as well as financing costs, limit UE’s access to capital markets, impair the Company’s ability to make necessary infrastructure investments in a timely and efficient fashion, lead to near term rate increases, and ultimately harm our customers and the State as a whole. 

Despite their expectation that this Commission will ultimately reject the Staff’s proposal and set reasonable rates, the country’s credit rating agencies have already reacted to the regulatory uncertainty associated with the Staff’s rate complaint by downgrading the Company’s financial outlook.  The ripples that the actual implementation of the Staff’s rate proposal would send through the financial markets with respect to investor expectations about regulatory risks and inadequate returns in Missouri would almost certainly affect the other utilities in the State as investors demand an additional regulatory risk premium and rating agencies incorporate these new risks in their ratings.  

In addition to seriously damaging the financial integrity of UE, it would also demoralize the Company’s employees, severely and immediately punish our investors (many of whom are Missouri residents), and potentially impair the independence of Ameren as well.  Importantly, implementation of the Staff’s rate proposal would penalize UE for its achievements and suggest that striving for superior performance is not in the interest of Missouri utilities and their customers.  Undoing of the benefits that two decades of wise State regulatory policy have conferred on customers, utilities, and the State’s economy in this way is hardly “just and reasonable,” and the Staff’s case surely does not prove otherwise. 

UE’s Affirmative Cost of Service Determination

The Company has prepared its own cost of service study to determine the appropriate level of UE’s Missouri electric retail rates.  As Mr. Gary Weiss shows in his testimony, the combination of appropriate test-year costs and revenues, updated depreciation rates, and a reasonable return on equity would necessitate a rate increase of approximately $148 million under the traditional cost of service regulatory model.  This is in stark contrast to Staff’s proposal and highlights the inherent unreasonableness of Staff’s cost of service recommendation.

While it is the Company’s position that UE would be legally entitled to an even greater rate increase under Commission rule 4 CSR 240-10.020 (which would add approximately $375 million to our cost of service), the Company is willing to forego this rate increase under that rule, provided that the Commission adopt either reasonable rates to which UE could agree or the Company’s proposed Alternative Regulation Plan (the “Alt Reg Plan”).

The Proposed New Alternative Regulation Plan 

UE proposes for the Commission’s approval a new Alt Reg Plan which will take our partnership with the Commission and all of our stakeholders to the next level.  The proposed Alt Reg Plan, as presented in Schedule 1 to my testimony, builds upon the experience gained from the prior EARPs and also reflects features and parameters of similar recently-approved plans of other Midwestern utilities, such as MidAmerican Energy Company in Iowa.  The EARPs have resulted in superior performance, timely infrastructure investment, low rates, and high quality of service for UE’s customers(while also allowing the Company to earn reasonable rates of returns and providing it with the financial flexibility necessary to finance needed infrastructure investment.  The EARPs have achieved this by setting out broad but very specific performance targets and standards against which the Company’s performance was measured.  

The proposed new Alt Reg Plan will provide customers with more stable, predictable rates than the traditional regulatory model, as well as, over its three year term, provide a minimum of $120 million in expected customer benefits from the plan’s rate reduction, customer credits, and the funding of low income customer assistance and economic development programs.  The Plan specifically includes:  (1) an immediate permanent $15 million rate reduction; (2) an immediate one time customer credit of $15 million; (3) an immediate $10 million initial funding of the low income customer assistance and economic development programs ($5 million for each program); (4) a substantial commitment to invest in new generation, transmission, and distribution infrastructure; (5) payment of annual Performance Dividends that, based on a revised sharing grid, include customer sharing credits and additional annual funding of the low income and economic development programs; (6) a revised sharing grid under which a $17 million Performance Dividend is paid as soon as UE’s ROE equals or exceeds 10.5%, and under which these Performance Dividends are increased further through additional sharing of UE’s earnings above 12.5% (an additional 55% sharing of earnings above 12.5%, 90% sharing above 15%, and all of UE’s earnings above 16%); (7) measures to reduce future disputes over earnings calculations; (8) greatly accelerated payment of Performance Dividends with immediate payment of undisputed amounts and accrual of interest on disputed amounts; and (9) monitoring of service quality and distribution system reliability.  The sharing thresholds and ROE levels that the Company can achieve under this plan (which are capped at about 13.3%) are consistent with the reasonable range of investors’ required ROE for UE and comparable utilities, with the ROEs that other regulatory commissions have been allowing, and with the sharing thresholds that commissions have set for similar plans in other states.  

Based on these analyses and comparisons, I strongly believe that the proposed Alt Reg Plan is the appropriate regulatory framework going forward and that it clearly serves the public interest by creating a win-win proposition for all stakeholders.  While UE is willing to operate under a fairly-applied traditional cost of service model, I am convinced that providing broad-based performance incentives through this Alt Reg Plan is a superior approach to regulating utilities in today’s industry environment—both from a company and customer perspective.  I thus strongly recommend that the Commission use this opportunity to continue the successful regulatory framework that it embraced over six years ago and approve the Company’s proposed Alt Reg Plan.
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