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EXECUTIVE SUMMARY

Incentive regulation (also called performance-based regulation or “PBR”) has made
substantial inroads in the electric utility industry. We have identified 28 electric utility
companiesin 16 statesthat presently operate under someformof comprehensive(i.e., broad-
based) incentive regulation. The most common types of incentive regulation are price cap
plans, rate freezes or rate case moratoria, and earnings sharing plans. Union Electric's
Experimental Alternative Regulation Plan (“EARP’) is a common form of incentive
regulation that combines arate freeze with earnings sharing.

Incentive regulation offers many broadly-recognized advantages over traditional cost-of-
serviceregulation (“COSregulation” or “COSR”). First, well-designed PBR plansprovide
utilities with stronger incentives to reduce or control costs and improve other aspects of
performance. Second, incentive regulation can provide improved rate predictability for
customers. Third, incentive regulation can secure immediate customer participation in the
company’ simproved performance, particularly if combined with earnings sharing. Fourth,
PBR has the potential to save administrative and transaction costs by avoiding regulatory
mi cro-management of acompany’ s operations and by reducing the number of litigated rate
cases. And, finally, by providing an electric utility with incentives similar to those faced by
firms in competitive markets, performance-based regulation can serve both as a tool to
regulate traditional utility operations and as atransitional mechanism to restructured, more
competitive electricity markets.

The advantages of incentive regulation for electric utilities have been sufficiently apparent
to many regulatory commissions that they have endorsed incentive regulation
wholeheartedly. Evidencefromtheelectric utility and telecommunicationsindustry suggests
that incentive regulation has provided important benefits to customers and regulated
companies alike.



Incentive regulation must be designed carefully if it is to achieve its full potential. Key
attributes of awell-designed PBR plan are:

1. Transparency and simplicity. The features and operation of the plan must be
transparent and unambiguous in their interpretation. Transparency and simplicity
Increase acceptance by various interest groups, increase the “ staying power” of the
PBR plan, reducethelikelihood of disputes, and reduce the burden of administering
the plan.

2. Proper motivation and scope. To best motivate the regulated firm to improve its
performance, incentiveregulation plansshouldlink financial rewardsto broad-based
measures of acompany’ soverall performance. Thereis, however, littleto be gained
by holding the regulated firm fully responsible for costs that are entirely beyond its
control.

3. Balance of risks and rewards. Incentive regulation should provide the prospect of
enhanced benefits for shareholders and customers by carefully balancing risks and
rewards. Earnings sharing can ensure that rewards and penalties remain within
politically and operationally acceptable limits.

4, Term and Commitment. A relatively long commitment period and clearly defined
terms and conditions are essential if aPBR plan isto provide meaningful incentives
to improve performance, reduce administrative costs, and avoid regulatory gaming
by affected groups. PBR plans can only provide meaningful incentivesto enhance
performanceif the regulated firmis confident that promised rewardswill, in fact, be
delivered. Attempts to appropriate such rewards will undermine the viability of
future incentive plans.

Union Electric’ sEARPisasimple but effectiveform of incentiveregulation. TheEARP's
design parameters are generally comparable to those in many other plans, but are notably
conservative in some respects. In particular: (1) the commitment period of three yearsis
relatively short; (2) the EARP does not alow for a ready pass through of uncontrollable
costs; and (3) the earnings sharing provisionsgreatly limit possible rewardswhileproviding
no down-side protection. UE’ s ability to initiate a new rate caseif adverse conditionsarise



Is an imperfect substitute for pass-through provisions, and leaves the Company with a
significant risk of not recovering costs related to events that are beyond its control.

A preliminary evaluation shows that the EARP settlements have significantly benefitted
Union Electric’ s customers through permanent rate reductions, up-front customer credits,
and ongoing sharing credits. These EARP-related payments and rate reductions have
combined to deliver more than $400 million in benefits to customers (not including the
benefitsthat customersreceived from Ameren’ smerger-related concessions), relativeto the
retail rates that were in effect prior to the EARP. Furthermore, these benefits have been
delivered to customers expeditiously. Under traditional cost-of-service regulation,
customerswould not have been ableto enjoy any realized benefitsuntil after the conclusion
of arate case.

It is difficult to calculate precisely the benefits that the EARP has delivered relative to
traditional cost-of-service regulation. The difficulty arises because it is impossible to
identify precisely theratesthat customerswould have paid in 1995-2001 had the EARP not
beenimplemented. Thereislittledoubt, though, that Union Electric’ scurrent cost of service
may be substantially lower than it would have been had the Company been operating under
cost-of-service regulation in recent years. Thisis because the EARP has provided Union
Electric with stronger incentivesto improve performance. Infact, under the EARP, Union
Electric has introduced broad management and employee incentive programs. These
programs help to ensure that the beneficial incentives provided by the EARP filter
throughout the entire organization, to the ultimate benefit of customers and shareholders
alike.

Union Electric’s customers paid 4.8 percent less for electric power in 1999 than they paid
in 1994, the year before the EARP was first implemented. (During the same time period,
average consumer pricesincreased 12.4 percent.) Furthermore, all of UE’ scustomer classes
enjoyed agreater reduction in el ectricity ratesthan customersof other utilitiesintheregion.
In particular, since 1994, UE’ sretail rates have decreased by 2.5 and 5.2 percent more than
the average rates of utilitiesin the East-North-Central and West-North-Central regions of
the United States, respectively. Thiscomparison suggeststhat annual expendituresby UE’s
customers may have aready declined between $50 million to $100 million more than they
would have had UE achieved only the average rate reduction of other Midwest utilities.
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These facts suggest that the EARP may well have served to deliver more benefits to
customers than they would have received under traditional cost-of-serviceregulation. The
continuation of the EARP, therefore, merits serious consideration. A step backward to cost-
of-serviceratemaking—or aresetting of UE’ sretail ratesbased on overly aggressive cost-of -
service standards—would undermine the superior incentives that have motivated the
Company to improve performance and deliver substantial benefitsto customerssince 1995.

As a possible new EARP settlement is negotiated, some potential enhancements to the
current incentive regulation plan warrant careful consideration. In particular, the
commitment period might be extended to four or five years. The sharing bands might be
widenedtoallow moreup-siderewards. Variouspass-through provisionsfor uncontrollable
costs might be added to increase the EARP's “staying power.” Issues that have caused
disputesin the past might al so be addressed explicitly for the future to reduce the likelihood
or magnitude of disputes. In addition, atarget rate of return above the return that would be
allowed under cost-of-service regulation is warranted.

In summary, Union Electric and its customers alike have benefitted fromthe EARP over the
past fiveyears. Specific recognition that such awin-win situation can be achieved through
incentive regulation is key to the successful negotiation and implementation of future
aternative rate plans.



l. INTRODUCTION AND OVERVIEW

Since 1995, the Union Electric Company (“Union Electric,” “UE” or “Company”) has
provided retail electric service pursuant to an Experimental Alternative Regulation Plan
(“EARP”).! The Company iscurrently providing retail service under asecond, new EARP
approved by theMissouri Public Service Commission (“MPSC” or “ Commission”) in 1997.2
Both EARPs resulted from settlements endorsed by awide array of Missouri stakeholders.
Each of these plans provided up-front customer credits, reduced UE’s rates, immediately
frozerates at their reduced levelsfor at least three years,® and required UE to share with its
customersany earningsin excess of adefined threshold return on equity (threshold “ROE”).
Presently, partiesto the settlement are assessing whether Union Electric' sSEARP“ should be
continued as is, continued with changes (including new rates, if recommended) or
discontinued.”* Asexplained below, Union Electric’ sEARPisacommon form of incentive
regulation or performance-based regulation (“*PBR”), even though it is not specifically
identified as such.®

Incentiveregulation hasbecomeincreasingly popular in many network industriesthroughout
theworld. PBR hasalong history intheregulation of U.S. telecommunicationscarriers, and
this history offers useful insights to the electric utility industry. More than 40 states now
employ incentive regul ation to regul ate the intrastate operations of local exchange carriers.®
A transition toward incentive regulation also is underway in the U.S. electric industry. As
discussed in Section 111 of this Paper, we have identified 28 electric utilitiesin 16 statesthat

1 Public Service Commission of the State of Missouri (1995a) (“First EARP Order”). Seealso Public Service
Commission of the State of Missouri (1995b) Sipulation and Agreement (“ First EARP Agreement”).

2 Public Service Commission of the State of Missouri (1997) (“ Second EARP Order”). See Section 7 of the
Public Service Commission of the State of Missouri (1996) Sipulation and Agreement. (“Second EARP
Agreement” ).

3 Aspart of thefirst EARP settlement, however, UE agreed to conduct a*“ class cost-of-service study” and rate
design review. Thus, while the EARP imposed arate case moratorium, it allowed for the adjustment of rate
structure.

4 Second EARP Agreement, p. 16.
®  Theterms“incentive regulation” and “PBR” will be used interchangeably throughout this Paper.
¢ For example, see Sappington (2001).



currently operate under some form of broad-based incentive regulation.” Most of these
incentive plans contain features similar to those present in Union Electric’s EARP.

The strong interest in PBR is driven by the perceived shortcomings of traditional rate-of-
return or cost-of-service regulation (“COS regulation” or “COSR”), by the increasing
competition in restructured wholesale and retail power markets, and by the benefits that
incentive regulation has delivered to date. Among many independent scholars, the
consensusisthat incentive regul ation hasthe potential to deliver outcomes superior to those
achieved under cost-of-service regulation.? Aswe demonstratein Section 1V, thereis also
growing empirical evidence regarding the benefits that incentive regulation has delivered
to consumers and regulated companies alike.

Theremainder of this Paper isorganized asfollows. Section Il definesincentiveregulation
and explainsthekey differencesbetween incentiveregul ation and cost-of -serviceregul ation.
Section Il also describes the most common forms of incentive regulation and discusses the
gualitative advantages of incentive regulation relative to cost-of-service regulation.

Section 111 summarizes the history and current status of incentive regulation. It first
documentsthe evolution of incentiveregulation in the U.S. telecommunicationsindustry—
an industry that shares many traits with the electric utility industry, including along history
of cost-of-serviceregulation. Section |1l thenreviewsthestatusof PBRintheelectric utility
industry today and describes some of theincentive plansused in stateswith significant PBR
experience.

Section 1V documentsthefavorableviewsof incentiveregulation held by several regulatory
commissions that have significant PBR experience. The section also summarizes the
empirical evidenceregarding the benefitsthat PBR hasdelivered in the telecommunications
industry.

Section V identifies and discusses the key attributes of well-designed incentive regulation
plans.

" SeeTable2“Satus of PBR in U.S. State Regulation of Electric Utilities” in Section I11.B. below.

& For example, see Rand Journal of Economics (1989); Brown, Einhorn, and Vogelsang (1989); Stoft, Green,

and Hill (1995); and Sappington and Weisman (1996a).
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Section VI presents an assessment of Union Electric’'s EARP, including a preliminary
evaluation of the consumer benefitsthat the EARP hasdelivered. Section VI aso provides
recommendations for enhancing the EARP.

Section VIl summarizes our primary conclusions.

. TYPES AND ADVANTAGESOF INCENTIVE REGULATION
A. DEFINING INCENTIVE REGULATION

Incentive regulation can be defined as the implementation of rules, including explicit
financial incentives, that encourage aregulated firm to achieve desired performance goals,
whileaffording thefirmsignificant discretionin how thegoalsareachieved. Thisdiscretion
enablesthe firm to employ its superior knowledge of its operating environment to achieve
the stated goals. A greater reliance on explicit financial incentives and a more pronounced
delegation of discretion to the firmiswhat distinguishes incentive regulation from cost-of -
service regulation.’

A key distinction between incentive regulation and cost-of-service regulation is the extent
to which a company’s rates are linked to its costs. (By “costs’ we mean a regulated
company’s cost of service as measured by its revenue requirements or its revenue
requirement per kilo-Watt hour of sales.) Under COSR, thislinkage between ratesand costs
Isstrong and explicit. A company’sratesaretypically set on a“cost-plus’ basisto recover
the company’ scost of service, i.e., to yield expected revenue exactly equal to what isneeded
to recover the costs that are incurred prudently. The firm's costs include the return on

®  See Sappington and Weisman (1996a). However, because the goals of consumers and the firm can be
disparatein certain regards, the discretion afforded to thefirm cannot be unlimited. Thus, incentiveregulation
also requires a delicate balance of discretion and limitations.
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investment that investors require in order to invest in the firm.** Thus, cost-of-service
regulation effectively links rates directly to realized costs.

Under traditional COS regulation, regulatory lag—the time between rate cases—can aso
provide the regulated firm with some incentive to operate efficiently and improve its
performance. Theincentive arises because the regulated firm can benefit temporarily from
the increased earnings that result from improved performance. However, the incentiveis
often limited and uncertain because the time between rate cases can be short, and any
benefits that a company captures through improved performance are truncated in the next
rate case. Such benefitswill be particularly short-lived if rate reviews occur automatically
as earnings increase. By design, COS regulation presents the regulated firm with a fair
opportunity to earn its revenue requirement, no more and no less. Consequently, COS
regulation limits a company’s incentives to discover innovative ways to control costs,
because such innovations promise little or no reward.

In contrast, incentive regulation partly severs the direct link between realized costs and
authorized rates. By doing so, incentive regulation can create strong incentives for a
company to reduceor control itscostsand improve other measuresof financial performance.
Incentive regulation also can be designed to encourage other goals, such as maintaining or
improving customer service and encouraging certain investments (e.g., network
modernization or energy efficiency investments). Incentive regulation provides these
incentives by explicitly allowing a company to earn more than its target return* if the
company deliverssuperior performance. However, incentiveregulation also entailstherisk
of earning lessthan thetarget returnif acompany delivers sub-par performance.’? Thus, just

10 Throughout this Paper, references to costs and cost recovery assume costs to be incurred prudently. A
company’ stotal cost of providing electric service, including the return on its net investment, isreferred to as
its"“revenuerequirement.” “Required rateof return” referstothereturn that investorsrequirein order toinvest
their money inthefirm. Under cost-of-service regulation, acompany’ s authorized rate of return generally is
set equal to the required rate of return.

1 The “target return” can be viewed as the return the regulated firm might reasonably be expected to achieve
under the incentive regulation plan. The target return should be at |east equal to investors' required return,
taking into account any special risks that the company may face under incentive regulation.

2 While companies can, and often do, earn more or less than their required return under COSR, it istypically
not by design. Rather, itisprimarily dueto regulatory lag and the fact that costs and sales cannot be predicted
with complete accuracy.



as it embodies a delicate balance of discretion and limitations, incentive regulation also
provides a careful balance of risks and potential rewards.

B. TYPESOF INCENTIVE REGULATION

There are many different types of incentive regulation. Price caps, rate freezes or rate case
moratoria, and earnings sharing plans are among the most common forms of incentive
regulation in use today.*

Price Cap Regulation:

Price cap regulation permitsacompany’ sratesto be adjusted according to apre-determined
formulafor aspecified commitment period. The commitment period isoften fiveyears, but
ranges from three to seven years. Price cap plans are often referred to as “RPI-X” plans
because the price cap formulaallows average rates to rise annually at the rate of retail price
inflation (“RPI”) less a productivity offset (“X”).* In principle, the productivity offset to
general inflation rates reflects the amount by which annual productivity growth in the
regulated industry asawholeis expected to differ from that in the broad economy.™ During
the commitment period, the regulated company has strong incentives to increase earnings
by reducing costs, since regulated prices are not linked directly to the company’s realized
costs.

Price cap plans usually contain “pass-through factors’*® as well as “rate flexibility”
provisions. Pass-through factors allow for additional rate increases or decreasesif certain

¥ Inthe 1980s and early-to-mid 1990s targeted incentive programs such as power plant performanceincentives
and/or demand-side management (DSM) incentives were a'so common.

14 Theterm “RPI-X" was coined originally in the U.K., where price caps have become the predominant form
of regulation. RPI denotes the Retail Price Index, the U.K. equivalent of the U.S. Consumer Price Index.

5 Bernstein and Sappington (1999). The productivity offset can be positive, zero, or negative. If productivity
improvementsin the regulated industry are expected to match those in the economy as awhole, for example,
the productivity offset will be zero and the price cap will allow acompany’ s average rates to track economy-
wide price changes. Of course, X factors should not be set to usurp the future earnings that the company has
rightfully earned in the past. If X factors are set in this manner, the beneficial incentive effects of price cap
regulation will be seriously undermined.

6 These pass-through factors are often referred to as “Z-Factors’ and explicitly incorporated in an expanded
“RPI-X+Z" price cap formula.



uncontrollable costs (e.g., costs associated with natural disasters or changes in taxes and
environmental regulations) occur during the commitment period. Under rate flexibility
provisions, rates for individual services can be adjusted or new services can be introduced
without a rate hearing, subject to predetermined limitations, as long as the company’s
average rate does not exceed the specified price cap. Rate flexibility provisions can be
particularly important when regulated companies face rapidly changing industry
fundamental's and significant competition in some service segments.

Rate Freezes and Rate Case Moratoria:

Under arate freeze, acompany’ srates are held constant during the commitment period. A
rate case moratorium is similar to a rate freeze in that it represents a commitment not to
Initiate arate case designed to increase or reduce rates. A rate case moratorium, however,
may admit some adjustment of the rate structure. In other words, some individual rate
elementsmay be changed, even though the averagelevel of ratesremainsunchanged within
Or across customer classes.

Rate freezes and rate case moratoria are relatively simple forms of PBR. They can provide
strong incentives while ensuring rate stability.”” Knowing that, during the commitment
period, it cannot seek arateincrease nor will it face rate reductionsto match cost reductions,
the company that operates under a rate freeze or arate case moratorium will have strong
incentivesto reduce or control itsoperating costs. Theseincentivesgenerally increasewith
the duration of the commitment period. However, without inflation adjustments or a pass
through of uncontrollable costs, lengthy commitment periods can impose significant risk on
the regulated firm.

Earnings Sharing Plans:

Earningssharing plansimplement explicit sharing of realized earnings betweentheregulated
firm and its customers. Earnings sharing plans, like Union Electric's EARP, allow

7 Rate freezes and rate case moratoria resemble price cap (i.e., RPI-X) plansin which the productivity offset
(X) equalstheinflationrate (RPI). Thisanaogy to pricecapsisparticularly relevant sincerate case moratoria,
like price caps, have been combined with pass-through factors and rate flexibility provisions. The simplicity
of rate freezes and rate case moratoria can provide an important advantage over price cap plans.
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customersto sharein acompany’ s achieved earningsin excess of pre-determined threshold
returns on equity (ROE), either through sharing credits or lower rates in subsequent years.
Many sharing plans also require customers to bear a portion of any shortfall of earnings
below certain ROE thresholds.

The rate at which incremental earnings are shared under an earnings sharing plan can vary
with the level of earnings. To illustrate, a simple earnings sharing plan might specify a
deadband range of earningsaround (i.e., above and often below) the target return on equity.
Incremental earnings within this deadband are not shared with customers. Outside of the
deadband, however, customers might be afforded a sizeable fraction (e.g., one half) of
incremental earnings. Sharing plans might also include an upper (and perhaps a lower)
bound beyond which all incremental (or decremental) earnings are passed through to
customers.

Earnings sharing planstypically work in combination with rate freezes, rate case moratoria,
or pricecaps. Thepurposeof earningssharing isto keep acompany’ searningsat politically
and operationally acceptable levels during the plan’s commitment period.® Sharing also
makes customers “stakeholders’ in the performance of the company. As the company’s
performance improves over time, benefits accrue to customers and shareholders alike.

Earnings sharing rulesrequire careful balancing of the benefits delivered to customers and
the incentives provided to the regulated firm. As customers are awarded alarger share of
the firm’ srealized cost reductions, the firm'’ sincentives to undertake the additional effort
and sacrificerequired toimprove performanceare blunted. Deadbands (inwhichno sharing
occurs) and sharing bands that are wide enough to provide substantial up-side potential can
provide a desirable balance.

8 Earnings sharing reduces the likelihood that the incentive plan will result in extreme outcomes during the

commitment period. Earningsvastly in excessof thetarget return would likely draw politically unacceptable
criticism from consumer groups, while earnings well below the target return could impair the company’s
financial viability and thusbe operationally unacceptable. The political implicationsof extreme outcomesare
broader. Under-investment in generation, transmission, or distribution systemsdueto low allowed returnscan
reduce service reliability. For example, outcomes that impair a utility’s viability will aso impair the
investment of the utility’s local stock holders. (Approximately one-third of Ameren’'s shareholders are
residents of Missouri.)



Targeted Incentives:

ThisPaper focuseson “broad-based” or “ comprehensive’ PBR plansthat addresstheoverall
operation of a company. Today, broad-based incentive plans, such as Union Electric’s
EARP, arethe predominant form of incentiveregulation. Prior to 1990, targeted incentives
designed to improve a particular aspect of acompany’ s performance were common in the
U.S. electric industry. In many cases, targeted incentives were established to improve the
performance of one or more of a company’s generating units or to control fuel and
purchased power costs.’® In the early-to-mid 1990s, demand-side management (DSM)
programsincluded targeted incentives (and broad-based revenue caps) to curtail the growth
of demand for electricity.?

Targeted incentives have generally given way to broad-based PBR plans in part because
targeted incentives can encourage the regulated firm to focus too much on the identified
target and too little on other important performance dimensions. However, targeted
incentives can still beauseful supplement to broad-based incentives. For example, targeted
incentives to improve service quality and customer satisfaction often are included in price
cap plans—particularly when a company’s perceived service quality is low, or when it is
feared that quality may decline as costs are reduced.

C. ADVANTAGESOF INCENTIVE REGULATION

Incentiveregul ation offersmany advantagesover traditional cost-of-serviceregulation. The
advantages of incentive regulation include superior performanceincentives, improved rate
predictability, more timely consumer benefits, lower administrative/regulatory costs, and
greater compatibility with arapidly changing, increasingly competitive industry.

¥ For example, see Hill (1995), p. 13.

2 Revenuecapslimit acompany’ sallowed revenues and thereby limit the company’ sincentiveto expand sales.

Revenue adjustment mechanisms help to restore revenues that would otherwise decline as successful DSM
programs reduce customer demand for electricity.



Superior Performance Incentives:

Incentive regulation can provides strong incentives to increase performance because it
allows a company to derive a significant financial benefit from doing so. This benefit is
precisely the incentive that motivates firms in competitive markets to control costs and
deliver superior servicetotheir customers. Incontrast, under COSR—wherecost reductions
call forth matching revenue reductions—the company haslittle or no financial incentive to
deliver the significant effort required to identify and implement measures to reduce or
control costs.? Incentive regulation also can limit incentives to overinvest in plant and
equipment (which can increase costs under COSR),*? thereby reducing both the risk of
unnecessary investment and the need for extensive regulatory monitoring of investment
activities.

The beneficia role of incentive regulation in motivating improved performance has been
documented in conceptual and applied research studies. For example, in 1995, the Lawrence
Berkeley National Laboratory (“LBNL") assessed the incentives provided by eleven types
of incentive regulation plans then in effect or under consideration for the regulation of
electric utilities.® LBNL constructed ametric—called the LBNL Incentive Power Index—
which measured the extent to which a company’ s profits were at risk under its PBR plan.
The LBNL study concluded that well-designed PBR plans clearly provide better incentives
to control costs than traditional cost-of-service regulation.?* The study further concluded
that ratefreezesor rate case moratoriaare aparticularly simpleway to increase performance
incentives.®

2 Sappington and Weisman (1996b).

2 Thiseffect of cost-of-service regulation is often referred to as the Averch-Johnson effect. For a discussion
of this effect, see, for example, Bonbright, Danielsen, and Kamerschen (1988), pp. 356-359.

% Comnes, et al. (1995).

2 While"most plansrepresent animprovement over the utility’ sstatusquo” (LBNL Study, p. 54), the study also
found “some PBR [plans] with incentive powers that differ little from COS [regulation]” (p. xxv). Thus,
incentive plans must be designed carefully if they are to achieve their full potential.

25

Ibid., p. xvi.



Improved Rate Predictability:

PBR typically providessignificant rate predictability for customers. 1t doesso becauserates
are based on a pre-determined methodology for a clearly specified commitment period. A
rate freeze, like the one included in UE’s EARP, provides especially pronounced price
predictability. Rate case moratoriaalso provide substantial rate predictability because they
precluderequestsfor general rateincreases during the commitment period.® Pricecap plans
can also provide considerablerate predictability becausethey specify clearly theformulaand
the inflation and productivity measures that will be used to adjust rates on an annual (or
other periodic) basis.?’ COSR can introduce greater rate uncertainty because it does not
specify in advance when rates will change or by how much they will change.

Timely Customer Benefits:

Incentive regulation with earnings sharing provisions, such as Union Electric’'s EARP,
enablecustomersto benefit quickly fromrealized cost reductions. In contrast, under COSR,
any realized cost reductions are typically passed on to customers only after alengthy rate
case is concluded. Even price cap regulation that entails no earnings sharing delivers
benefitsto customerscontinually by limiting therate at which pricesareallowed to increase.
In addition to delivering the benefits of improved performance to customers more quickly,
well-designed PBR plans also increase the likelihood that larger benefits will be available
to share. Thus, incentive regulation can deliver greater benefits to customers than COS
regulation would deliver.

Lower Administrative and Regulatory Costs.
PBR can a so reduceadministrativeand regulatory costs. Litigated cost-of-serviceratecases

Impose substantial costs on the company, the regulator, and the intervening parties. These
rate cases a so tend to be slow, cumbersome processes. Even beforerates set through formal

% Under Union Electric’ s first two EARPS, rates have not increased for six years. In fact, rates have declined
because of initial rate reductions and sharing credits.

2 Asnoted, suchformulastypically link rateincreasesto the general inflation rate and to aspecified productivity
offset (the X factor).
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rate cases take effect, they can be out of date in terms of underlying costs and competitive
conditions in the industry.

Regulatorsbenefit fromincentiveregulation to theextent that it relievesthem of thearduous
task of micro-managing the activities of the regulated firm. This benefit is particularly
significantinarapidly changing, increasingly complex industry. Reduced regulatory micro-
management enable companies to respond more rapidly to such technological and
competitive challenges.

PBR is also compatible with alternative dispute resolution (“ADR”) procedures. Much of
theinterestin ADR among state regulatorsisdriven by adesireto reducethetime, cost, and
contentiousness associated with litigated rate cases. PBR is consistent with the principles
and goals of ADR becauseit can provide an informal, collaborative processfor setting and
reviewing rates.

Compatibility with Competition:

A well-designed incentive regulation plan can facilitate the transition to more competitive
power markets by replicating the stimuli that competition delivers. In particular, PBR can
provide an electric utility with incentivesto improve performance—whether in generation,
transmission, or distribution—that aresimilar to theincentivesfaced by firmsin competitive
markets. As a result, performance-based regulation can serve both as a transitiona
mechanismto restructured, more competitiveel ectricity marketsand asasubstitutefor actual
competition.

While delivering strong incentives to improve performance, incentive regulation can also
provide some of the pricing flexibility that firms typically enjoy in a competitive market.
Price caps, for example, may set aceiling on acompany’ saveragerates (or averageratesper
customer class)—Ileaving the company some discretion to adjust rate structures, to adjust
rates across customer classes, or simply to reduce ratesto attract or retain customers.?® This

% Intheélectric utility industry, a“floor” or minimum rate is often specified. The minimum rateis usually set
to ensurethat al customers pay at least the marginal cost of the service they consume. Some price cap plans
with rate flexibility across customer classes (such as PBR plans in Maine) aso limit the extent to which
revenues can be shifted across customer classes.

11



rateflexibility allowsacompany to moverates closer to costsand to respond to competitors
pricesin atimely fashion. Unlike the standardized “discount” or “economic development”
rates that many utilities implemented in the 1980s, pricing discretion under PBR plans
affords a utility the flexibility it requires to meet competitive challenges asthey arise.

[11. DEVELOPMENT AND STATUSOF INCENTIVE REGULATION

In the U.S. energy industry, incentive regulation began in the early 1980s with power plant
performance incentives that were narrowly focused on improving plant availability or on
reducing power plant operating costs. Incentives for energy efficiency (i.e., demand-side
management or “DSM™) followed inthe early 1990s. DSM incentivesincluded avariety of
unigue mechanisms, such as revenue caps (in which companies could increase ratesif they
decreased sales), rate-of returnincentives (which increased the allowed returnsbased on the
achievement of energy conservation targets), adjustments to lost revenues (which
compensated utilitiesfor revenue reductions caused by energy conservationinitiatives), and
DSM shared savings mechanisms (which allowed utilities to share some of the benefits
customers received through utilities' conservation activities).®® Broad-based incentive
regulation in the form of rate freezes, earnings sharing, and price caps have become more
common in the U.S. energy industry in recent years.

Pricecapshavebeenwidely appliedintheU.K. and other Commonwealth countries, starting
in the early-to-mid 1980s with the privatization and restructuring of British network
industries.® Price caps are known in the U.K. as“RPI-X" regulation, where “RPI” stands
for Retail Price Index—the U.K. equivalent of the Consumer Price Index (“CPI”). Inthe
U.S., price caps werefirst introduced in the telecommunications industry in the 1980s, but
gained widespread popularity only intheearly 1990s. IntheU.S. energy industry, price caps
were first proposed in the early 1990s. Since electric utility industry restructuring was
initiated in the mid-1990s, price caps and other forms of broad-based incentive regulation
have become more popular asameansto regul ate thetransmission and distribution functions

% Comneset al. (1995).

% Oneof thefirst price cap planswas adopted in 1980 for Michigan Bell Telephone Company by the Michigan
Public Service Commission. It was discontinued in 1983 in anticipation of the AT& T divestiture. (Brown,
Einhorn and Vogelsang, 1989).
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of restructured utility operations. However, even in jurisdictions where restructuring is
limited, incentiveregul ation can serveasavehicleto provideregulated firmswith incentives
that are similar to those in competitive markets. In stateswith less aggressive restructuring
postures, implementation of incentive regulation can provide important benefits while
problems associated with electric utility restructuring (like thosein California)® are being
sorted oult.

The remainder of this Section first discusses the evolution of broad-based incentive
regulationinthe U.S. telecommunicationsindustry and then takesinventory of broad-based
incentive regulation plans in the U.S. energy industry. The discussion of incentive
regulation in thetelecommunicationsindustry isuseful becauseof therelatively long history
of experience with incentive regulation in that industry. Because the telecommunications
industry differsfrom the electric utility industry in some respects, caution must be exercised
when drawing parallels between the industries. But history is generally alearned teacher,
and the telecommuni cationsand el ectric utility industries shareimportant features. Both are
capital intensive network industries with significant scale economies; both offer universal
service as a public policy objective and are expected to continue to provide reliable,
affordable service; and both have long histories of operating under cost-of-service
regulation.

A. EVOLUTIONOFPBRINTHEU.S. TELECOMMUNICATIONS|NDUSTRY

Table 1 records the PBR plans that have been employed by state regulators of the U.S.
telecommunications industry since 1985. The table focuses on the most popular forms of
regulating the primary incumbent supplier of telecommunicationsservices, theregional Bell
Operating Company (“RBOC”). Threedistinct patternsareevident from Table 1. First, rate
case moratoriawerethe most popular form of incentiveregulationinthemid and late 1980s,
when alternatives to COS regulation first emerged. Second, earnings sharing regulation

1 Note that the price spikes and supply problems experienced by Californiain the restructuring of its electric
utility industry are unrelated to itsimplementation of incentiveregulation. Rather, the problemsin California
appear to relate primarily to supply shortages (partly triggered by rapid economic growth, stringent
environmental constraints, siting difficulties, and restructuring-related investment uncertainties) in
combination with poorly-designed market rules and restructuring conditions (including the requirements that
utilities divest their fossil-fired generation assets and buy their entire power requirementsin the spot market).
Note aso, however, that the California experience with retail rate freezes also points to the importance of
“regulatory out clauses’ and pass-through provisions for significant uncontrollable costs.
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(oftenin combination with rate case moratoriaand early pricecap plans) becameparticularly
popular in the early 1990s, as the number of pure rate case moratoriadeclined. Third, few
states employed pure price cap regulation (i.e., price capswith no earningssharing) until the
mid 1990s. However, by 1996, pure price cap regulation had becomethe predominant form
of regulation, and it remains the predominant form of regulation today.

The patterns exhibited in Table 1 reflect anatural progression from less aggressive to more
aggressive departuresfrom COSR. Rate case moratoriaessentially codified thelonger time
spans between rate reviews that were already occurring in the 1980s, asinflation subsided
and production costs declined. Earnings sharing in combination with rate freezes and,
increasingly, price capsconstituted anatural progression beyond simplerate case moratoria.
Earnings sharing assured that outcomes stayed within operationally and politically
acceptable bounds. Increasing experience with rate indexing under price cap plansand the
desire to provide even stronger efficiency incentives encouraged regulators to implement
pure price cap regulation on abroad scale by the mid 1990s. Federal regulation of thelocal
exchangecarrierssimilarly movedfirst from earningssharing regul ation to achoice between
earnings sharing and price cap regulation, and then on to pure price cap regulation.®

Emerging competition in the telecommunications industry likely enhanced the appeal of
price cap regulation. Ascompetitorsimposed increasing discipline onincumbent providers
of telecommunications services, direct regulatory control of earnings may have becomeless
essential. Pricecap regulation also providedincumbent providerswiththeexpanded pricing
flexibility needed to meet the competitive challenges that they faced in certain service
segments. Subject to the cap on average prices, thisflexibility generally allowed the firms
to offer discounts and, within limits, to adjust their rate structure.

% The Federal Communications Commission (FCC) provided the RBOCs with a choice between two price

caps/earnings sharing plans during 1991-94 in order to regulate interstate access charges. 1n 1995 and 1996,
the FCC afforded the RBOCs a choice among two different price caps/sharing plans and a pure price-cap
regulation plan. In 1997, the FCC imposed the same pure price-cap regulation on all RBOCs (Sappington
2001).
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Tablel
Evolution of PBR in U.S. Local Telecom®

Pure Rate Earnings PurePrice Other
Cost-of-Service | Freezesor Rate Sharing Cap Regulation For ms of
Year Regulation Case Moratoria Regulation (no sharing) Regulation
1985 50 0 0 0 0
1986 45 5 0 0 0
1987 36 10 3 0 1
1988 35 10 4 0 1
1989 29 10 8 0 3
1990 23 9 14 1 3
1991 19 8 19 1 3
1992 18 6 20 3 3
1993 17 5 22 3 3
1994 20 2 19 6 3
1995 18 3 17 9 3
1996 14 4 5 24 3
1997 12 4 4 28 2
1998 13 3 2 30 2
1999 11 1 1 35 2
2000 7 1 1 39 2

33

Sappington (2001). The entriesin Table 1 reflect the number of states that employed the specified form of

regulation.

15




B. PBR IN THE U.S. ELECTRIC UTILITY INDUSTRY TODAY

Incentive regulation has already made substantial inroadsin the electric utility industry. We
have identified 28 electric utility companiesin 16 states that presently operate under some
form of comprehensive(i.e., broad-based) incentiveregulation. Table2 liststheseincentive
plansand indicateswhether these plansare based on rate case moratoriaor ratefreezes, price
caps, and/or earnings sharing. Most of the plans entail rate freezes (including rate case
moratoria) or price caps. The mgority of plans also contain earnings sharing provisions or
simple deadbands (i.e., ranges in which the regulated firm is permitted to keep all of the
earnings it generates in the market place).

Table 2 shows that in some states with significant incentive regulation experience (such as
Cdlifornia, Maine, and New York), PBR programs generaly have evolved from revenue
capsintheearly 1990sto price caps. Of theidentified 28 electric utilities, 13 operate under
some form of rate freeze (or rate case moratorium), while 14 utilities operate under price
caps. Of these 28 PBR plans, 21 contain earnings sharing provisions or simple deadbands.
Three of the identified PBR plans have transitioned (or will be transitioning) from rate
freezesto price caps. Inanumber of stateswith arestructured utility industry, price freezes
on retail rates are also combined with PBR plans for unbundled distribution services.

Table 2 aso shows that many states implemented PBR plansin the electric utility industry
only recently. However, severa states have accumul ated significant experience with broad-
based incentive plans for years. In addition to Union Electric’'s EARP, examples of such
experience are the incentive plans adopted for Alabama Power Company (“Alabama
Power”), San Diego Gas & Electric Company (“SDG&E”), and Central Maine Power
Company (“CMP”). The incentive plans under which these three companies operate are
discussed briefly below. Theregulatory commissions assessments of the experienceswith
PBR in Alabama, California, and Maine are discussed in Section 1V of this Paper.
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Table?2
Satus of Broad-Based PBR in U.S. Sate Regulation of Electric Utilities

Sate = Company Period Type of Plan
AL Alabama Power Co. 1982 to Rate case moratorium with rate-of-return deadband.
present
CA San Diego Gas & 1994-1998 = Revenue cap for base rates, natural gas, and power
Electric Co. procurement incentives with earnings sharing.

1999-2002 | Price cap (on distribution services) with earnings sharing.

Southern California 1997-1998 | Price cap (on transmission and distribution services) with
Edison Co. earnings sharing.

1998-2001 | Price cap (on distribution services) with earnings sharing.

(6(0) Public Service Co. of | 1997-2001 = Rate case moratorium (for base rates) with earnings
Colorado sharing.

2001-2006 = Rate freeze (for base rates) with earnings sharing through
2006; reset base rates in 2002.

FL Tampa Electric Co. 1995-1999  Rate freeze (for base rates) with earnings sharing.
1A Mid-American Energy | 1998-2000 @ Rate case moratorium with earnings sharing.
IL CILCO 1998-2002 | Price cap and earnings sharing with rate adjustments
based on regional comparison of average retail rates.
Ameren CIPS-UE 1998-2002 @ same
ComEd 1998-2002 | same
MEC 1998-2002 | same
P 1998-2002 | same
LA Entergy LA 1996-1997 | Rate case moratorium with earnings sharing.

1998-2000 = Renewed previous plan for 3 years.

2001 Extended plan for an additional year.

MA MECo (EUA/Edison) | 1998-2000 = Rate freeze (for base rates) with earnings sharing.

2000-2005 Rate freeze for distribution service.

2005-2009 | Price cap for distribution service.

NSTAR 1998-2002 Rate freeze for distribution service.
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Sate = Company Period Type of Plan
ME Bangor Hydro Electric | 1995-1998 @ Rate case moratorium with rate flexibility.
1998-2000 | Price cap with earnings sharing.
1991-1993 = Revenue-per-customer cap.
Central Maine Power ] ] ] ]
1995-2000 | Price cap with earnings sharing.
2001-2007 | Price cap for distribution service.
Maine Public Service | 1996-2000  Price cap with earnings sharing.
Company
MO AmerenUE 1995-1998  Rate freeze with earnings sharing.
1998-2001 = Rate freeze with earnings sharing.
MS Mississippi Power 1995- Rate case moratorium with earnings sharing.
present
MT Montana Power 1997-1998 | Price cap with earnings sharing.
ND Northern States Power | 2001-2005  Price cap with earnings sharing.
Otter Tail Power 2001-2005 | Price cap with earnings sharing.
NY Consolidated Edison 1995-1997 = Revenue-per-customer cap with earnings sharing.
1997-2000 = Rate case moratorium with earnings sharing.
2001-2005 @ Rate freeze (for transmission and distribution services)
with earnings sharing.
New York State 1993-1995 | Price cap (for base rates) with earnings sharing.
Electric & Gas ] ] ] ]
1995-1998 | Price cap with earnings sharing.
1998 to Rate freeze with earnings cap.
present
Niagara Mohawk 1991-1995  Revenue cap.
1998-2002 @ Rate freeze for three years, followed by a price cap (for
distribution and transmission services) for last two years.
Rochester Gas and 1993-1996 = Revenue cap with earnings sharing.
Electric
1996-1997 | Rate case moratorium (for base rates) with earnings
sharing.
1998-2002 = Rate case moratorium with earnings sharing.
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Sate = Company Period Type of Plan

OR PacifiCorp 1994-1995 | Pricecap.

1998-2001 = Revenue cap (for distribution service) with earnings
sharing.

Narragansett Electric 1997-1998 | Price cap with earnings sharing.
RI Company

EUA/Blackstone 1997-1998 | Price cap with earnings sharing.
Valley /Newport
Electric

Narragansett Electric | 2000-2004 = Rate freeze (for distribution service) with earnings
Company sharing.

SD Black Hills Power & 1995-2000 Rate freeze.
Light

2000-2005 Rate freeze.

Puget Sound Energy 1997-2001 | Price cap.

Alabama Power Company:

Alabama Power Company has been operating under a Rate Stabilization and Equalization
(“RSE”) plan since 1982.%* Under the RSE (asrevisedin 1990), AlabamaPower isallowed
to earn a return on equity in a range between 13.0 and 14.5 percent.®* If the company’s
actual ROE for a12-month period falls outside thisrange, the company’ srates are adjusted
automatically to achieve the “adjusting point” ROE of 13.75 percent. Alabama Power’s
calculation of its actual return is reviewed by the Alabama Public Service Commission
(“APSC”), but rate increases or decreases, if necessary, are made according to a pre-
determined formula rather than through aformal rate case. Although the RSE plan is not
a common form of incentive regulation,® it has many desirable features. In particular, it

% Alabama Public Service Commission (“APSC”) (1982).
% APSC (1990).

% Planslikethe RSE are called “dliding scale” plans because they “slide” rates up and down to stay within the

specified rate-of -return “ scale.” Sliding scale plans generally define adeadband around atarget rate of return
andreset ratesif earningsfall outside of thisdeadband. Thefirst dliding scale planwasappliedin 1906 (based
on arecommendation by Louis Brandeis) to the Boston Gas Company for 10 years. A similar sliding scale
plan wasimplemented for Potomac Electric Company between 1925 and 1955. These early experimentswere

(continued...)
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provides clear incentives and provides rewards for efficient utility operations, it is broad-
based, it alowsthe company to focusits attention on managing itsoperationsrather than the
regulatory process, and it reduces administrative costs relative to COSR.

San Diego Gas & Electric Company:

SDG& E adopted broad-based incentive regulation in 1994 by implementing three separate
PBR plansthat appliedto: (1) gasprocurement costs (Gas Procurement PBR); (2) generation
and purchased power costs (Generation and Dispatch PBR); and (3) the company’s
operating and capital costs (Base Rate PBR). These PBR plans, in effect for the years 1994
through 1998, adjusted allowed revenues based on cost indices and provided pass through
of uncontrollable costs, service quality benchmarks, and earnings sharing. SDG& E’'sBase
Rate PBR featured earnings sharing with a 100 basi s point deadband around the company’ s
target overall rate of return (equivalent to approximately 200 basis points around the target
return on equity).®” Customersshared 25 percent of theincremental returnsbetween 100 and
150 basis points above the target return, and 50 percent of incremental returns between 150
and 300 basis points above the target overall rate of return on rate base. The plan aso
included downside sharing in which customers absorbed 50 percent of decremental returns
between 150 to 300 basis points below the target return, and 100 percent for returns more
than 300 basis points below target.

SDG&E's initial PBR plans were replaced in 1999 by a plan that applies to SDG&E’s
electric distribution and natural gas services.® The plan is a price cap with a four-year
commitment period. It permitsthe passthrough of uncontrollable costsand incorporatesan
automatic adjustment to the target rate of return (triggered by substantial interest rate
changes), servicequality benchmarks, and earnings sharing applied to thecompany’ soverall
rate of return. The sharing provisionsincorporate adeadband of 25 basis points (in which
customers do not share earnings) and nine“progressive’ sharing bandsin which customers

% (...continued)
discontinued during times of high inflation when increasing costs automatically led to increased rates. (See
Biewald and Woolf, et al. (1997), p. 11).

37

A capital structure of approximately 50 percent debt and equity meansthat the sharing bands defined interms
of the allowed returns on equity are effectively two-times as wide as the sharing bands defined in terms of the
overall rate of return (i.e., the return on debt and equity).

% California Public Utilities Commission (“CPUC") (1999).

20



share between 75 percent (for 25 to 50 basis points above the target return) and 5 percent
(for 250 to 300 basis points above the target return) of incremental earnings. Above 300
basis points, customers do not share in the company’s achieved earnings. This “reversed
taper” in the sharing plan is designed to provide the company with particularly strong
incentives to achieve large cost savings. Again, it is important to emphasize that
Cdlifornia scurrent difficultiesare caused by problemsrelated toindustry restructuring. The
problems are unrelated to the implementation of incentive regulation.®

Central Maine Power Company:

CMP hasoperated under incentiveregul ation for adecade. After somelessthan satisfactory
experiments with a “revenue-per-customer cap” plan,* the Maine Public Service
Commission requested that CM P and interested parties negotiate an Alternative Rate Plan
(ARP) in1993. The negotiations produced aprice cap plan that established a separate price
cap for each customer classfor afive-year period from 1995 to 1999.** This plan featured
significant pricing flexibility, pass through of uncontrollable costs, and service quality
benchmarks. The ARP aso featured an earnings sharing schedule that allowed CMP's
shareholdersto retain 100 percent of the earningsand losseswithin adeadband of 350 basis
points above and below the company’s authorized ROE. Earnings above and below the
deadband were shared equally with CMP's customers. The positive experience with this
ARP led to the implementation of similar plans for the other regulated electric utilitiesin
Maine.** Moreover, CMP and the Office of Public Advocaterecently stipulated to an“ ARP
2000" with a seven-year commitment period from 2001 through 2007.* The new ARP
establishes asimilar price cap plan for CMP' s remaining state-regulated activities (i.e., its
distribution services), but imposeslarger productivity offsetsin exchangefor eliminating the
sharing of earnings above the target return.*

% Seefootnote 31 for a brief discussion of the nature of these problems.

0 nitiated in 1991 to provide explicit incentives for energy efficiency, the plan was discontinued becauseit led
to significant rate increases.

4 Maine Public Utilities Commission (“MPUC"), 1995.
2 See Bangor Hydro and Maine Public Service Company in Table 2 above.
“ MPUC (2000).

4 Under the ARP 2000, the productivity offset (i.e., the X factor in the RPI-X price cap formula) is equal to
(continued...)
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V. OBSERVED BENEFITSOF INCENTIVE REGULATION

This Section documents the benefits of incentive regul ation as perceived by regulatorswith
significant PBR experience. The Section also reviews the preliminary results of empirical
research designed to quantify the impact of incentive regulation on industry performance.
The many advantages of incentive regulation have led regulatory commissions with
substantial electric utility PBR experience to endorse incentive regulation enthusiastically.
Moreover, empirical evidencefromthetelecommunicationsindustry suggeststhat incentive
regulation has certainly not harmed customers, and likely has provided significant benefits
to customersand regulated companiesalike. Thesebenefitsfrom PBR includelower prices,
consistent levels of service quality, increased network modernization, and higher earnings.

A. COMMISSIONS ASSESSMENT OF INCENTIVE REGULATION

Thissection summarizes perspectives on incentiveregul ation offered by the Federal Energy
Regulatory Commission (FERC) and the state regulatory commissions in Alabama,
Cdlifornia, and Maine. These three state commissions were among the first to implement
broad-based incentive plans for electric utilities.

Alabama Public Service Commission:

The Alabama Public Service Commission (APSC) approved Alabama Power’s RSE plan
in 1982. The Commission endorsed the plan as a

significantly improved method of setting electric utility rates sufficient to
provide the Company with stable and adequate returns, to provide the public
withthelowest possiblerates consistent with the cost of service, to ameliorate
the impact of increases required, and to decrease rates promptly if the
designated rates of return are exceeded.”

When reviewing Alabama Power’ s RSE for the second time in 1990, the APSC concluded
that:

4 (...continued)
inflation in the first year and ranges between 2.0 percent and 2.9 percent in the subsequent years.

% APSC (1982), pp. 5-6.
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[m]uch of the company’ s success hascome asaresult of the stability provided
by RSE. The company has utilized that stability to focus on the
implementation of cost control and efficiency measures which will allow the
Company to perform well in the future.*®

The APSC specifically stressed the increased benefits of RSE as compared to traditional
cost-of-service regulation:

[p]rior to the implementation [of the RSE plan] in December of 1982,
Alabama Power Company operated in a state of uncertainty. The Company
was constantly before the [APSC] seeking rate increases to help offset an
extremely low rate of return. Both private investors as well as industry
analysts perceived the Company as somewhat risky, primarily because of the
below average return on equity. As aresult, Alabama Power experienced
difficulty in obtaining the financing necessary to operate efficiently. These
long, drawn-out rate caseswere extremely expensive and time-consuming for
both the Company and the [APSC]. Rate RSE was developed to eliminate
some of theinherent problemsof traditional utility regulation. RSE combines
the general, underlying concepts of traditional utility regulation with
implementation procedures which avoid the pitfalls of regulatory lag and the
expenses associated with traditional ratemaking procedures. AlabamaPower
isnow able to devote its time to the efficient operation of the Company.”*’

California Public Utility Commission:

Despiteitsrecent problemsrelated to restructuring, Californiahas accumulated significant
positive experience with the incentive regulation of electric utilities.*® PBR had particular
appeal in Californiabecausethe state’ sinvestor-owned utilities had rates among the highest
in the country and the region.* The California Public Utility Commission (CPUC) first
supported the use of broad-based PBR in 1993. Shortly thereafter, in Rulemaking
94-04-031, the CPUC “ proposed that performance-based regul ation replace cost-of -service
regulation for those electric utilities not fully subject to competition.”® In the CPUC's
policy decision on restructuring, issued in January of 1996, the CPUC concluded that:

Existing cost-of-service regulation has become too complex and difficult in
many ways to alow us to regulate the utilities properly in this fast-moving
industry. Our goal is to have an improved regulatory process that offers

% APSC (1990), p. 7.
4 1bid., p. 8.

% Again, see footnote 31 for a brief comment on the nature of California’s restructuring problems.
4 Biewald and Woolf, et al. (1997), p. 25.

0 CPUC (2000).
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flexibility and encourages utilities to focus on their performance, reduce
operational cost, increase service quality, and improve productivity. At the
same time, we must ensure that safety, quality of service, and reliability are
not compromised. There is broad but not universal consensus that
Performance Based Ratemaking (PBR) can accomplish these objectives by
providing clear signals to utility managers with respect to their business
decisions and helping them make the transition from a tightly regulated
structure to one that is more competitive. Under PBR, utility performanceis
measured against established benchmarks. Superior performance, above the
benchmark, would receive financial rewards, and poor performance would
result in financial penalties to the shareholders. By providing financial
incentives to utilities, we will encourage them to operate more efficiently to
maximize their profits.>

SDG&E’sinitial PBR plan was credited with several successful outcomes. In particular,
SDG& E’ sredlized operating costsand capital expenditureswerelower than projected while
the planwasin effect. According tothecompany’s1994, 1995, and 1996 Annual Reports,
SDG&E reduced its O&M costs below the authorized level by between $15 and $19
million.>? Regulatory costsalso declined substantially, sincethe PBR plan required only two
annual filings. an advice letter that provided the Company’s calculation of its authorized
revenuereguirement, and an annual report which summarized SDG& E’ sperformanceinthe
previous year and provided a computation of rewards and penalties. The review of these
filings was fairly perfunctory. SDG&E also out-performed its safety and customer
satisfaction benchmarksin 1994-1996.> When the Commission adopted asimilar PBR for
the transmission and distribution services of Southern California Edison (“SCE”) in 1996,
it stressed that:>*

Allowing the utility to retain some of the net revenue from cost reduction
efforts also resembles the competitive market where a firm can increase its
profits by lowering its costs.” >

In addition to the restructuring-related rate case moratoria for SCE and Pacific Gas &
Electric, price cap regulation is currently applied to the distribution functions of SDG& E

* CPUC (1995) as modified by CPUC (19964), pp. 85-86 (emphasis added).
%2 Biewald and Woolf, et al. (1997), p. 27.

% Biewald and Woolf, et al. (1997), p. 27.

% CPUC (1999).

5 CPUC (1996b), p.8.
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and SCE.*® InitsOrder approving SDG& E’ sdistribution PBR, the CaliforniaCommission
specifically made the following findings of fact:

1. We have long considered incentive-based regulation superior to
command-and-control regulation and have established several goalsto
be addressed by incentive regulation for energy utilities.

2. Performance-based regulation can provide stronger incentives for
efficient utility operations and investment, lower rates, and result in
more reasonable, competitive prices [for the regulated services)].

3. Performance-based regulation can simplify regulation and reduce
administrative burdens in the long term, without sacrificing service,
safety, and reliability.

4, Incentive regulation can prepare utilities to operate effectively in the
increasingly competitive energy utility industry.>”

Maine Public Utility Commission:

The Maine Public Utility Commission (“MPUC”) first approved an Alternative Rate Plan
(“ARP") for CMPin 1995.® The MPUC expected the ARP to provide “ahigh degree of
stability and predictability in electric rates for CM P customers’® and saw it as “a positive
step away from the imperfect surrogate to market pressures provided by more traditional
regulation, to amoredirect link between performanceand profits.”® TheMPUC stated that
amulti-year cap plan offered the following benefits:

1. electricity prices continue to be regulated in a comprehensible and
predictable way;

2. rate predictability and stability are more likely;

3. regulatory “administration” costs can bereduced, thereby allowing for
the conduct of other important regulatory activities operations,

4, risks can be shifted to shareholdersand away from ratepayers (inaway
that is manageable from the utility’ s financial perspective); and

5% CPUC (2000).

57 CPUC (1999), pp. 65-66.

% Biewald and Woolf, et al. (1997), p. 16.
% MPUC (1995).

€ 1bid.
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5. because exceptional cost management can lead to enhanced
profitability for shareholders, stronger incentivesfor cost minimization
are created.®

At thetime of its mid-period review, there was a consensus that the ARP was working well
for both CM P’ scustomersand shareholders: controlling rates, providing sufficient earnings,
creating a more market-driven focus, retaining load, maintaining service quality, and
significantly reducing litigation.®* In response to the positive results, CMP and the Office
of Public Advocate agreed to stipulate to a second ARP starting in 2000. In approving the
new plan, theMPUC also reaffirmed its 1995 finding that the PBR plan “will likely produce
just and reasonable rates.” %

Federal Energy Regulatory Commission:

FERC' s Office of Economic Policy first stressed the advantages of incentive regulation
compared to traditional cost-of-service regulation in a 1989 technical staff report.** The
FERC's 1992 Policy Statement on Incentive Regulation first noted the Commission’s
receptiveness to PBR plans proposed by public utilities as well as natural gas and oil
pipelines.®® Most recently, the FERC has specifically supported and encouraged PBR for
the regulation of transmission services. In its Order No. 2000, which encourages the
voluntary formation of Regional Transmission Organizations(“RTOs’), the FERC notesthat
of those who commented on the preceding Notice of Proposed Rulemaking, “the vast
majority of commenters favor PBR of some form to promote efficient operations by
RTOs.”®" These commenters included awide range of market participants, including state
regulatory commissions, and noted economists, such as Paul Joskow. Noting that PBR
should be voluntary for RTO participants, the FERC concluded:

& MPUC (1993), p. 144.

€ Biewald and Woolf, et al. (1997), p. 17.
& MPUC (2000), p. 13.

Brown, Einhorn, and Vogel sang (1989).
% FERC (1992).

% FERC (1999) (“Order 2000").

6 Order 2000, p. 534.
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At theoutset, wethink it isimportant to emphasizethat PBR isfar fromanew
concept. Over the last 10 to 20 years, a significant amount of research,
primarily by economists, has been doneregarding the conceptual basisof, and
efficient designs for, PBR. This research addresses its use in the electric
utility industry as well as other regulated industries. . . .

PBRwill allow the Commission to rely on market-like forces, to the maximum
extent possible to create incentives for RTOsto efficiently operate and invest
in the transmission system. This does not mean that we expect that
transmission service will be provided in a competitive market any time soon,
or at all. We recognize that transmission service will retain most or perhaps
all of the characteristics of anatural monopoly for the foreseeable future, and
that sometypeof explicit priceregulation will therefore berequired to prevent
monopoly abuse. But we believe that PBR, especially if accompanied by
explicit and well-designed incentives, may provide significant benefits over
traditional forms of cost-of-service regulation.®®

The FERC notes that rate case moratoria “where transmission rates are locked into their
current levels for alimited period of years [fall] within the concept of PBR.”® The FERC
also advises that “the benefits of PBR should be shared between the RTO and its
customers,” while recognizing that earnings sharing can reduce “the strength of the
incentivesfaced by the RTO.” " Since Order 2000 was issued, anumber of incentive plans
have been proposed in the context of utilities' recent RTO filings. These plans still await
FERC' s approval.

These observations by regulatory commissions with significant experience with incentive
regul ation demonstrate that the advantages of incentiveregulation discussed in Section 11.C
can indeed be realized in the electric utility industry.

B. EMPIRICAL EVIDENCE ON PBR BENEFITSIN TELECOM
Although the advantages of incentive regulation are widely recognized, it is very difficult

to measure precisely the impact that alternativesto COSR have had on the performance of
regulated entities.” At a minimum, careful empirical analysis of PBR requires extensive

% Order 2000, pp. 537-38 (emphasis added).
% Order 2000, pp. 539-40.
" Order 2000, p. 546.

T tisdifficult to quantify the incremental impact of incentive regulation for at least three reasons. Firgt, the

(continued...)
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data on many dimensions of performance over along time period in which both PBR and
COSR are implemented.

IntheU.S. eectric utility industry, the dataand experience required to quantify precisely the
impact of incentive regulation are not currently available. However, several studies have
been undertaken to measuretheimpact of broad-based PBR plansin thetelecommunications
industry.” These studies include estimates of the impact of incentive regulation on prices,
operating costs, productivity, earnings, service quality, network modernization, and
universal service. Onegroup of authorswho reviewed anumber of empirical studiesonthis
subject concluded: “while most studies suggest that incentive regulation is achieving
important goals, the measured impact of regulatory reform varies widely across studies.” "
Despite these differences, the studies generally show that customers are at least aswell off
under PBR asunder cost-of-serviceregulation. Moreimportantly, many of the studiesaso
suggest that customers and regulated companies aike have benefitted significantly from
incentive regulation.

A number of studies report that rates for telecommunications service have declined under
incentive regulation. Crandall and Waverman (1995) find prices for local service to be
lower by approximately 10 percent under price cap regulation than under COSR regulation
between 1987 and 1993. Magura (1998) concludes that incentive regulation may be
associated with as much as a 17 percent decline in local service rates between 1987 and
1994 relative to COSR. Similarly, Kaestner and Kahn (1991) find that AT& T’ sintra-state
toll prices were 18 percent lower in states with incentive regulation and pricing flexibility
than in states with cost-of-service regulation. Tardiff and Taylor (1993) report that
intraL ATA toll ratesfor companiesin states with some form of incentive regulation tend to

1 (...continued)

impactsof PBR plansare usually not realized immediately. Therefore, empirical studies conducted soon after
the implementation of the incentive plan may not capture their full effects. Second, to isolate the impact of
incentive regulation, one needsto control for all other factorsthat might affect performance. In practice, such
perfect control is difficult, if not impossible. Third, once COSR is replaced by an aternative regulatory
regime, one cannot be certain of the performancethat would have occurred under COSR. See Sappington and
Weisman (1996c¢) for a more detailed discussion of the difficulties in measuring the impact of incentive
regulation.

2 For areview of the empirical literature see Kridel, Sappington, and Weisman (1996).
" Kridel, Sappington, and Weisman (1996), p. 301. For more recent studies, see Resende (1999), Ai and
Sappington (1998), and Magura (1998).
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belower by 4 to 8 percent, whilethere was no measurabl e effect of incentiveregulation over
COSR with respect to local rates.

The available empirical evidence also suggests that even highly-powered incentive
regulation plans have not caused service quality to decline systematically.” Ai and
Sappington (1998) find that during the mid-1990s, the regional Bell Operating Companies
(“RBOCs’) remedied reported service problems somewhat more slowly under PBR.
However, residential and business customers both registered fewer complaints with their
public utility commissions under PBR, suggesting an increase in customer satisfaction and
perceived service quality.

A number of empirical studies have also documented a significant relationship between
incentive regulation and network modernization. For example, Greenstein et al. (1995)
report substantial increasesin the deployment of fiber optic cable and switching equipment
under PBR and pricecap regul ation between 1986 and 1991. Ai and Sappington (1998) also
report asignificant impact of incentive regulation on network modernization between 1992
and 1996.

The empirical evidence also suggests that PBR has provided gains in productivity and
earnings. For example, Tardiff and Taylor (1993) estimate that the total factor productivity
growth rate of large telecommunicationsfirmsinthe U.S. increased by 2.8 percentage points
under incentiveregulation prior to 1992. They attributethisincreasein roughly equal parts
to an increase in the growth rate of outputs and to a decrease in the growth rate of inputs
under incentive regulation. Magura (1998) suggests that fixed costs may have declined
substantially under incentive regulation between 1987 and 1994; but Ai and Sappington
(1998) find little effect of incentiveregulation on reported operating costsbetween 1991 and
1996. The Federa Communications Commission (1992) reports that AT&T’s average
annual rate of return increased by approximately one percentage point during the early years
of price cap regulation. Ai and Sappington (1998) find that earnings increased by
approximately 10 percent under price cap regulation relative to COSR, but the increases
under other forms of incentive regulation were not significant.

" AT&T experienced some large-scale outages while operating under price cap regulation in 1990 and 1991,
but the FCC (1992) concluded that these outages were not due to the price cap regulation plan under which
AT&T operated.
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In summary, theempirical evidencefromthe U.S. telecommunicationsindustry suggeststhat
incentive regulation has delivered meaningful benefits. While benefits of identical
magnitude are not certain in the utility industry, the empirical evidence from the
telecommunications industry demonstrates that PBR can deliver: (1) lower prices; (2)
Increased network moderni zation; and (3) higher earnings; with (4) no pronounced reduction
in overall service quality. These findings illustrate the important point that a regulated
company’s increased earnings need not come at the expense of higher rates or reduced
service quality. When properly motivated to do so, companies can find waysto lower rates
and increase earnings, thereby creating a win-win situation for both customers and the
companies serving them.

V. ATTRIBUTES OF WELL-DESIGNED INCENTIVE REGULATION

PBR plans must be designed carefully if they are to achieve their full potential. Incentive
regulation is more likely to deliver significant benefits to all parties if the plan: (1) is
transparent and easy to understand; (2) provides proper motivation and scope (in the sense
that it relatesto the firm’ sentire operation and to elementsthat arein fact under managerial
control); (3) balances risks and rewards to achieve operationally and politically acceptable
outcomes; and (4) instillsconfidencethat all of itstermsand conditionswill remainin effect
for the entire commitment period. This section will discuss the key trade-offs inherent in
designing a PBR plan that satisfies all of these criteria.

Transparency and Smplicity:
Both the broad principles and the specific detail s of any incentive regulation plan should be
transparent, unambiguous, and easily understood. These features of a plan will increase

acceptance by various interest groups, reduce the likelihood of disputes about
implementation details, and reduce the associated administrative burdens.
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Some forms of incentive regulation are inherently smple. There is little ambiguity, for
example, about the meaning of amulti-year rate freeze.” But price cap plans can be more
complex. Asexplained above, price cap plans typically permit rates to rise at the general
inflation rate, as measured by the CPI or GDP deflator, lessafixed productivity offset. The
CPlI and GDP deflator are widely used measures of inflation and so engender little
controversy. But the origin of the productivity offset (or X factor) can be more mysterious,
and so warrants careful consideration and justification.

Earnings sharing plans state explicitly the proportion of earnings increases that will be
delivered to customers and the form in which the shared earnings will be delivered.
However, the measurement of earnings can introduce controversy. To limit controversy,
earnings sharing plans should explain clearly and as smply as possible the rules for
measuring earnings. Transparent and simplerulesmust al so be employed to defineall other
elements of an incentive plan, including permissible price variation and service quality
requirements, for example.

Itisdifficult for even the simplest and most transparent incentive plan to eliminate disputes
altogether. Controversy is particularly difficult to avoid during the initial commitment
period and whentheplanisrevised for thefirst time. Thefrequency and severity of disputes
will generally be more limited for simpler, transparent plans, however. At the end of each
commitment period, every effort to address disputed matters for subsequent commitment
periodsis advised in order to reduce the likelihood of future controversy.

Proper Motivation and Scope:

It is important that incentive regulation plans link financial rewards to dimensions of a
company’ s aggregate performance over which the company’ s management has substantial
control. Financia rewardsthat focusnarrowly on limited dimensions of performance (such
as power plant availability) can encourage excessive attention to the specified dimensions
and insufficient attention to other important dimensionsof performance. In contrast, broad-
based plans—such as rate freezes, rate case moratoria, price caps, and earnings sharing
plans—encourage a company to lower its total operating costs, and not simply to reduce

> Ratefreezes usualy make exceptions for “ extraordinary” expenses. To avoid disagreements, such expenses

should be defined as completely as possible in advance.
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certain elementsof itscosts. By avoiding unduefocus on specific performance dimensions,
broad-based incentive plans motivate a company to identify the best means to improve its
operations, and thereby relieveregul ators of any need to micro-managethe operationsof the
regulated firm.

If multiple distinct incentives are implemented (e.g., one to encourage cost reduction and
another to encourage service quality or reliability), the joint effect of these incentives must
be analyzed carefully to ensure that they do not work at cross purposes. Otherwise, poorly
coordinated and overlapping multiple incentives may cause the same problems those
narrowly targeted incentives can cause.”

While incentives should have a broad focus, they should be limited to elements that are
under management control. There is little to be gained by holding the regulated firm
responsible for the consequences of events that are entirely beyond its control. Costs that
are typically regarded as being beyond the firm’'s control include significant compliance
costsresulting from new environmental legidation, unavoidable costsdueto storm damage,
or costs associated with changes in taxes or accounting rules. Incentive plans generaly
include pass-through provisions (often referred to as“ Z” factors) which enable acompany
to recover unexpected costs that are beyond its control. To limit extended regulatory
hearingsto determine whether aparticular cost was controllable or uncontrollable, disputed
costs are often required to exceed a specified threshold before they are eligible for pass
through.

Balance of Risks and Rewards:

Incentiveregulation plansshould providethe prospect of enhanced benefitsfor shareholders
and customers alike. A careful balancing of risks and rewards isimportant in this regard.
The firm must be given afair opportunity to recover its costs and earn areturn consistent
with the risks it faces under the regulatory plan. Customers, in turn, should also enjoy the
prospect of reasonable, predictable rates. Certain limits on earnings and rate increases are
often appropriate to avoid politically and operationally unacceptable outcomes. Earnings
sharing provisions can be useful in thisregard. Of course, any earnings sharing plan must

® Multiple incentives can also chalenge the transparency and simplicity of a PBR plan and invite
misunderstanding and ambiguity.

32



also provide meaningful incentives to the regulated firm if it is to induce superior
performance.

Incentive regulation imposes additional risks on the regulated firm. Increased opportunity
to earn higher returns is appropriate to balance the increased risk. If incentive regulation
Imposes asymmetric risksunder which customerssharerealized gains (e.g., through sharing
of realized performance gains) but bear no downside risk (e.g., the risk of low earnings),
then expanded opportunity for the company to earn higher returnsisimportant to ensurethat
the risks and rewards it faces are commensurate.

Term and Commitment:

The duration of any incentive plan should be stated clearly in advance. Furthermore, all
parties must abide by all termsand conditions of the plan for itsentire duration. There may
be circumstances under which the plan is reviewed and perhaps modified prior to its
scheduled expiration. But these circumstances, and the nature of the ensuing review and
potential modifications, should be stated clearly in advance.

A sufficiently long commitment period and clearly defined commitment terms are essential
if an incentive plan is to provide meaningful incentives to improve performance, reduce
administrative costs, avoid regulatory gaming by affected groups, and allow the company’s
management to switch its attention from managing the regulatory processto improving its
performance. Short commitment periods can undermine incentives to improve long-term
performance, as many initiativeswith pronounced long-term benefits do not increase short-
term profit. Incentivesfor improved long-term performance can be particularly dulled if a
high proportion of the benefits of the improved performance are shared with customers
during the commitment period.

PBR plans can only provide meaningful incentivesto enhance performanceif theregulated
firm is confident that promised rewards will, in fact, be delivered. Unscheduled reviews,
adj ustments based on “Monday morning quarterbacking,” and other attemptsto appropriate
achieved realized gainsmust beavoided. In particular, any perceived attempt to appropriate
retroactively benefits that have been promised to the company during the PBR plan’s
commitment period will undermine the viability of future regulatory plans. Furthermore,
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unbridled attempts to extract all realized benefits from the regulated firm at the end of the
commitment period—such asareversal to stringent cost-of-serviceratesthat do not properly
balance risks and rewards and that appropriate al achieved incentives on agoing forward
basis—will dull incentives for superior performance, much as COS regulation does.”

In general, the longer the commitment period, the stronger the incentives are to achieve
substantial improvements in long-term performance. While very long commitments can
increase the likelihood of outcomes that are politically or operationally unacceptable (e.g.,
excessive or inadeguate earnings), a commitment period of moderate length (e.g., five
years), coupled with well-designed earnings sharing rules and clearly defined pass-through
provisions, can provide strong incentives while minimizing the risk of unacceptable
outcomes. Itisalso important to specify clearly how the incentive regulation plan will be
monitored and how it will be reviewed and adjusted at the end of the commitment period,
in order to improve long-term incentives, reduce regulatory uncertainty, and avoid
contentious disputes.

VI. ASSESSMENT OF UNION ELECTRIC’'SEARP

This section first describes UE’s Experimental Alternative Regulation Plan (EARP) and
evaluatesthe plan, in part by comparing it to other incentive regulation plans. This section
also provides apreliminary evaluation of customer benefits achieved under the EARP.

A. DESCRIPTION OF UE’'SEARP

UE’s initiad EARP settlement took effect on July 1, 1995, and alowed for possible
modification after three years. Under the 1995 settlement, UE reduced its rates by $30
million and provided an additional up-front customer credit of $30 million. A moratorium
onrateincreasesthen frozeaverageretail ratesat thereduced ratelevel sthrough August 31,
1998. The plan also instituted earnings sharing under which UE could retain all earnings

T A reassessment of incentive plans based on cost-of -service rates should, thus, specifically recognize the full

rangeof companies andintervenors’ cost of servicerecommendations. To avoid the perception of retroactive
appropriation of companies' PBR benefits, regulators may want to be careful to avoid low estimates of the
firm's future cost of service, particularly when the firm has worked diligently and successfully to improve
performance.
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up to an ROE of 12.61 percent. Incremental earnings between 12.61 and 14 percent were
shared equally between UE and its customers. All earnings in excess of 14 percent were
passed through to customers. Hence, the maximum ROE that UE could earn under thisplan
was approximately 13.31 percent. UE’s earnings were reported monthly and reviewed on
an annual basis to determineif sharing was necessary. Shared amounts were passed on to
customersin the form of “sharing credits’ on customers' utility bills. Customers were not
required to share any potential burden associated with low earnings. However, UE was
permitted to initiate a rate increase case if its realized return on equity dropped below 10
percent for a 12-month period, or if the Company faced a major adverse event.

UE’sEARP was extended with slight modifications for a second three-year period starting
July 1, 1998. Thisnew three-year commitment, part of abroader merger-rel ated settlement,
required UE to reduce its rates by an amount equal to the weather-normalized average
annual sharing credits that customers received during the first three-year EARP period.
Rates are frozen at this lower level through the end of the commitment period—aJune 30,
2001. Theserateswill remain in effect after the expiration of the three-year EARP period
until they are changed in the context of a new settlement or through arate case before the
Missouri Public Service Commission (MPSC). A dlightly modified formof earningssharing
was adopted aswell. UE could, again, retain all earningsup to an ROE of 12.61 percent and
half of al incremental earnings between 12.61 and 14 percent were again delivered to
customers. However, UE could now also retain 10 percent of the incremental earnings
between 14 and 16 percent. Earningsin excess of a 16 percent ROE are awarded fully to
customers. Thus, themaximum ROE that UE could earn under theEARPincreased to 13.51
percent. Again, UE customers are not required to share the potential burden of low
earnings—although UE is permitted to seek a rate increase during the three-year EARP
period if its ROE falls below 10 percent for a 12-month period or if the Company faces a
major adverse event.

UE has combined its EARP with management and employee performance incentives that
aretied tothe Company’ searningsper share. Thesebroad employee performanceincentives
help to spread the beneficial incentives provided by the EARP to all levels of the
organization, thereby enlisting the support of all personnel in the ongoing effort to improve
performance. These benefits of improved performance then accrue customers and
shareholders alike.

35



B. CoMPARISON OF UE'SEARP TO OTHER INCENTIVE PLANS

UE’scurrent EARP, like its predecessor, isawidely-used form of incentive regulation that
combines arate case moratorium with earnings sharing. UE's EARP issimpler than most
price cap plans, but it is able to provide many of the same benefits.

The EARP sdesign parameters are generally comparabl e to those in many other plans, but
are notably conservative in some respects. For example, the EARP' s commitment period
of threeyearsisrelatively short. Thetypica commitment period in PBR plansrangesfrom
three to seven years. The relatively short commitment period limits the risk of adverse
unanticipated outcomes, but it also reduces the Company’s incentive to improve
performance by limiting the time period over which the Company can expect to share
achieved benefits. Because the EARP does not include any provisions that allow the pass
through of uncontrollable costs, the short three-year commitment period may bereasonable.
However, UE's ability to initiate a new rate case if adverse conditions arise is a poor
substitute for pass-through factors. There are two reasonsfor this conclusion. First, if UE
requests a rate case, the EARP is terminated, and so is the time period over which the
Company can retain achieved earnings benefits. This will eliminate the incentives that
otherwise would prevail through the entire commitment period. Second, relevant timing
considerations impose significant cost recovery risks on the Company. The Company is
only permitted to file arate increase case after it has suffered through 12 months of sub-par
earnings. Furthermore, the rate case is likely to take approximately a year to complete.
Consequently the Company may well be required to bear the full earnings shortfall (i.e.,
without customer sharing of such adverse outcomes) for two years.

The earnings sharing provisions in the EARP are quite conservative in several respects.
First, the* deadband” in which no sharing occursisrelatively narrow—only reaching up to
12.61 percent. At that threshold, the sharing starts at a high initia rate of 50 percent. As
earnings rise further, customers quickly receive ever-increasing shares of these earnings,
limiting UE’s maximum return on equity to only 13.5 percent. This maximum possible
return represents only the upper end of financial experts estimated range for regulated
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utilities' cost of equity.”® Many PBR plans provide significantly greater up-side earnings
potential (e.g., Alabama Power’s RSE plan limits earnings to 14.5 percent). Some other
plans do not truncate the up-side potential at al. Thisisthe caseunder SDG&E’ sincentive
plans and the 1995 and 2000 ARPsfor Central Maine Power, for example. And under the
rate and earnings sharing provisions applicable during the transition to “ customer choice’
inlllinois, Ameren’ sCIPS-UE operationsarerequired to share 50 percent of earningsabove
of a ROE threshold, without a cap on total achievablereturns. For 2001, CIPS-UE’'s ROE
threshold is 14.5 percent.

The EARP also differs from other PBR plansin that it does not afford the Company any
pricing flexibility. However, given UE’ srelatively low ratesfor electric utility service and
the absence of significant industry restructuring in Missouri, the lack of pricing flexibility
may not be a strong handicap. Similarly, the absence of specific service quality standards
in the rate plan appears to have been of little consequence—UE’s customer satisfaction
ratings are above the national average and have not declined since implementation of the
EARP in 1995.

In addition to the monitoring provisions of the EARP that require monthly reports and
detailed annual reviews, Union Electric is aso exposed to a full “revenue cost of service
audit” starting almost a year prior to the end of the three-year commitment period. This
provision shortens the effective commitment period of the EARP. The provision aso
requires the expenditure of considerable Company and Commission Staff
resources—thereby limiting the extent to which the EARP can reduce
regulatory/administrative costs below the levelsincurred under cost-of-service regulation.

8 For example, Union Electric’ scost of capital witnessin the Company’ srecent natural gas rate case concluded
that a conservative estimate of the Company’ sfair return on equity ranged from 12.75-13.0 percent. (Direct
Testimony of Kathleen C. McShane, March 27, 2000.) Similarly, The Brattle Group recently estimated that
therequired return on equity for Pacific Gas& Electric’ sdistribution businesswasintherangeof 12.5 percent
to 13.5 percent. (Direct Testimony of A. Lawrence Kolbe, May 8, 2000).
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C. PRELIMINARY EVALUATION OF CONSUMER BENEFITS UNDER THE
EARP

A preliminary evaluation showsthat the EA RP settlementshave benefitted Union Electric’s
customers in several ways. First, the settlements have reduced rates twice without the
significant resource and time requirements associated with fully litigated rate cases. Asa
result of the first EARP settlement, Union Electric permanently reduced its Missouri retail
rates by $30 million starting in August 1995. And in April 2000 (retroactive to September
1998), the second EARP settlement permanently decreased retail rates by an additional
$16 million. Moreover, thefirst EARP settlement provided up-front customer creditsof $30
million in July 1995. It is important to note that, in addition to being substantial, these
benefits have been delivered to customersin atimely manner. Up-front rate reductionsand
credits ensured that customers received immediate gains, regardless of the firm'’s realized
performance. In contrast, UE was required to earn its rewards through improved
performance, and the rewards accrued only after the benefitsof improved performancewere
earned.

In addition to these permanent rate reductions and up-front credits, the EARP also provided
rate stability and substantial sharing credits to Union Electric’s customers. In contrast to
traditional cost-of-service regulation, the EARP provided customers with a high level of
certainty that rates would not increase during the three-year commitment periods. At the
same time, the EARP also provided customers with the prospect of sharing in the success
of UE’s performance gains.

Customers have already received $44 millionin earnings sharing creditsfor thefirst year of
the EARP, $18 million for the second year, $26 million in the third year, and $20 millionin
the fourth year (i.e., the first year under the second EARP settlement). The Company’s
earnings report filed in October 2000 indicates that $18 million would be credited in the
most recent year. Again, customers have benefitted not only from the amount of these
sharing credits, but also from their timely receipt. Under traditional cost-of-service
regulation, customers would not have been able to enjoy any such benefits until after the
conclusion of arate case. And, of course, there is no guarantee that these benefits would
have been generated under cost-of-service regulation.
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Table 3 summarizesthe cumulative effect of EARP-rel ated ratereductions, up-front credits,
and sharing credits. These EARP-related payments and rate reductions have combined to
deliver $409 million in benefits to customers, relative to what they would have paid under
the retail rates that were in effect prior to the EARP. This does not include benefits that
customers received from merger-related concessions under the second EARP settlement.
These concessionsinclude UE’ s agreement not to seek recovery of its $232 million merger
premium from its merger with CIPSCO, and to abandon its proposal that shareholders
receive half of the nearly $760 million in merger-related savings.

EARP-related Rate Red-Let:?!gngs and Customer Credits

EARP Annual Savings from Per manent Up-Front Sharing

Period Rate Reductions Credits Credits Total
1995/96 $30 million $30 million $44 million $104 million
1996/97 $30 million $18 million $48 million
1997/98 $30 million $26 million $56 million
1998/99 $30 million $16 million - $20 million $66 million
1999/2000 $30 million $16 million $18 million $64 million
2000/01 $30 million $16 million -- $25 million™ $71 million
Total $180 million $48 million $30 million $151 million $409 million

These dollar amounts do not necessarily reflect the benefits that UE’'s customers have
received under the EARP relative to the rates that they would have paid under cost-of-
service regulation. A calculation of EARP benefits relative to traditional cost-of-service
ratesis very difficult, becauseit isimpossible to identify precisely the rates that customers
would have paid in 1995 through 2001 in absence of the EARP settlements. It isimportant
to emphasize, however, that Union Electric’s current cost of service may be substantially
lower than it would have been had the Company been operating under traditional cost-of-
service regulation. Thisisbecause the EARP has provided Union Electric with a stronger
incentives to improve performance. Union Electric’'s Chief Financial Officer, Donald E.

79

Estimated based on previous years' average.
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Brandt, clearly illustrated in testimony how the EARP has changed the very perspective of
UE’ s management and employees:

There are a couple items | think are very critical to the issue at hand. The
most important has been the use of this [EARP] agreement, the two
agreementsin helping to change the culture of the Company. . . [I]t'smy job
to beat on people about cost. . . [But employees] said, every time we reduce
costs, the Commission comesand takesit away. [ T]hat’ stheway the cost-of-
service model rate base regulation works,. . .that’ sadisincentive. Andwhen
we got this plan in place, | made speech after speech. . . Here's your
opportunity, folks. Thisisascloseto competition | can get you right now, but
you make a dollar and we get to keep half of it. It goes to the bottom line.
And again, regardless of whether I’ mtalking to avice president or a pipefitter
in one of our power plants, that’ shad an effect, and I’ ve seen that effect. . .It's
good for the shareholders and it's good for customers. | know that sounds
trite, but that rings abell when it comes to employees.®

As noted, UE has combined the EARP with broad employee incentive programs that
encourage cost reductions and cost control throughout the Company.

Table4 providesadditional evidencethat UE’ scustomershave enjoyed relatively low rates
under the EARP. The table revedlsthat the average rates that Union Electric’s customers
paid during the EARRP (i.e., including the benefits of EARP-related rate reductions and
sharing credits) were 4.8 percent lower in 1999 than the average rates they paid in 1994,
prior to the implementation of the EARP. During the same time period, average consumer
prices (asmeasured by the CPI) haveincreased 12.4 percent. Thetableal so showsthat both
on average and within each customer class (i.e., residential, commercial, and industrial),
UE’ s customers pay less for electric service today than they did six years ago.

Table 4 shows that UE’ s customers enjoyed greater reductionsin average electricity rates
than customers of other utilitiesin the Midwest. For example, between 1994 and 1999, the
averageratesof eectric utilitiesin the West-North-Central censusregion of theU.S. (which
includes al utilities in lowa, Kansas, Minnesota, Missouri, South Dakota, and North
Dakota) increased by 0.5 percent. Average rates of electric utilities in the East-North-
Central censusregion of theU.S. (whichincludesall utilitiesin Illinois, Indiana, Michigan,
Ohio, and Wisconsin) decreased by only 2.3 percent between 1994 and 1999. But during
the same period, UE’s average rates decreased by 4.8 percent. Table 4 also shows that
Union Electric’s customer classes each received a larger rate reduction during the EARP

8 Brandt (1999), transcript, pp. 266-67.
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period than the corresponding rate reduction delivered, on average, by other Midwest
utilities.

Table4
Relative Changes of Union Electric’s Retail Rate during the EARP Period

Aver age Retail Rates
Rate Comparison by (includes customer credits) 1994-99 Per centage
Customer Class in centskWh Chsr;?;lr;ét\/eesgﬁge
1994 1999
UE-Missouri
Residential 7.53 7.22 S4.1%
Commercia 6.23 5.94 S4.7%
Industrial 5.06 472 S 6.7%
All Customers 6.48 6.17 S 4.8%
West-North-Central
Residential 7.49 7.44 S 0.7%
Commercia 6.36 6.11 S3.9%
Industrial 4.36 4.39 0.7%
All Customers 5.80 5.83 0.5%
East-North-Central
Residential 8.52 8.25 S 3.2%
Commercia 7.37 7.15 S 3.0%
Industrial 4.76 4.57 S 4.0%
All Customers 6.59 6.44 S2.3%

Source: EEI (2000), EEI (1997).

Table 4 documents that UE’s customers received substantial benefits during the EARP
period. The table indicates that UE's Missouri retail rates have decreased by 2.5 to 5.2
percentage points more than the average retail rates of other Midwest utilities. Since UE’'s
total retail revenues in Missouri are roughly $2 billion, these results suggest that annual
expenditures by UE’s customers may have already declined between $50 million to $100

8 Based on dataand weighted averages asreported by EEI. Note, however, that average rates by customer class
may be based on fewer data pointsin casesin which customer classdataisnot availablefor al of the utilities
that report company-wide average rates. The average across all customer classes, thus, may not be fully
consistent with the averages reported for individual customer classes.
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million morethan they would have had UE achieved only the average rate reduction of other
Midwest utilities.

These rate comparisons do not necessarily quantify definitively the extent to which Union
Electric' SEARP hasbenefitted Missouri customersrelativeto traditional COSR. However,
these rate comparisons suggest that the incentives provided by the EARP may well have
resulted in an outcome under which customers are significantly better off than they would
have been under traditional cost-of-service regulation. These significant gains suggest that
the continuation of the EARP merits serious consideration. A return to cost-of-service
ratemaking—or aresetting of UE’sretail rates based on overly aggressive cost-of-service
standards—would underminetheimproved incentivesunder which Union Electric hasbeen
ableto operatesince 1995. Giventhesignificant benefitsthat customershaveenjoyed under
the EARP, such action would not appear to be in the public interest.

Finally, it is important to note that EARP-related customer benefits have not come at the
expense of reduced customer satisfaction or service quality. We have briefly explored this
subject area based on residential customer survey data for “earned loyalty” from
1994-1999.%22 The degree of “earned loyalty” is a frequently-used metric in customer
satisfaction surveyswhich, in turn, isan important measure of perceived service quality. In
carefully controlled surveys, customers rate on a scale of 1 through 7 whether the local
utility company has earned their loyalty as a customer.?2® The proportion of responses with
arating of 6 or 7 isused as an indicator of strong customer satisfaction. These data show
that Ameren/Union Electric’ s* earnedloyalty” ratingshaveremained at the Company’ s1994
level of 54 percent—well above the national average, which decreased from 45 percent in
1994 to 43 percent in 1999.

8 The surveys for Ameren/Union Electric were conducted by Cambridge Reports/Research International. To
allow for a relative assessment of Ameren/Union Electric’s performance, Cambridge Reports also made
available national averages based on EEI national residential survey results.

8 A rating of 1 meansthe company “definitely has not earned my loyalty” and 7 meansthe company “definitely
has earned my loyalty.”
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D. POTENTIAL ENHANCEMENTSTO THE EARP

Parties to the EARP settlement are currently assessing whether Union Electric’'s EARP
“should be continued asis, continued with changes (including new rates, if recommended)
or discontinued.”® Based on our review of the current settlement, six potential
enhancements seem to merit serious consideration for the continued operation of Union
Electric’ sincentive regulation plan under a new EARP settlement.

First, the commitment period might be extended. Extending the commitment period to, for
example, four or five years would enhance incentives to improve long-term performance.

Second, the deadband range of no sharing and the range of 50-50 earnings sharing might be
increased. A wider deadband and wider sharing bandswould further increaseincentivesto
improve performance.

Third, alonger commitment period should be combined with pass-through provisions for
significant changesin uncontrollable costs (or benefits) associated with certain exogenous
events. The likelihood of terminating the EARP in mid-stream could be reduced
substantially by adding such pass-through provisions. Relevant events include natural
disasters, significant changesin taxes, environmental laws, and federal regulation of Union
Electric’'s transmission function. Limited pass through of such uncontrollable costs will
provide better incentives, facilitate the recommended increase in the EARP' s commitment
period, and enhance the EARP s*“staying power.” The target rate of return and associated
sharing bands might also be adjusted automatically if interest rates change substantially
during the commitment period.

Fourth, issues that have caused disputes in the past should be addressed explicitly for the
future. Relevant issues include the manner in which up-front customer credits and rate
reductionsare cal culated and implemented, the detailsof monitoring and review provisions,
applicable regulatory accounting standards, treatment of taxes, and the details of earnings
sharing calculations.

8  Second EARP Agreement, p. 16.
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Fifth, the likelihood or magnitude of disputes might be reduced by providing incentivesto
avoid the disputes in the first place. Interest charges on disputed components of sharing
credits might be useful in this regard. In particular, the undisputed amounts of sharing
credits could be passed on to customers immediately, while the disputed portions could be
carried with interest. If the disputed amounts are resolved in the intervenors' favor, the
Company would need to add interest to the disputed amounts, thereby increasing customer
credits. If disputed amounts are resolved in the Company’s favor, the interest on the
disputed amountswould be an offset to customer credits. Such an arrangement could serve
to discourage all partiesfrom initiating disputes that they are unlikely to win. It could also
encourage parties to resolve their remaining disputes quickly in order to limit interest
charges.

Finally, to the extent that the modification and continuation of the EARPisin part based on
areview of Union Electric’'s cost of service, such areview should specificaly take into
considerationthefull rangeof parties positionsregarding the Company’ slikely current and
future cost of service. For example, if the Company’s current average cost of serviceis
below current rates but is expected to increase during the EARP commitment period (e.g.,
due to the need for new capacity investments), up-front customer credits may be more
appropriate than permanent rate reductions. This is because a permanent rate reduction
would not appropriately reflect the fact that the average cost of service is expected to
increase over the course of the next commitment period. A cost-of-service review should
also explicitly consider that: (1) UE's earnings are more uncertain under the EARP than
under COSR (duetotheratefreeze); and (2) the EARP dampensand limitsup-side earnings
potential whileexposing UE fully to downside earningsrisk. Thesefactsimply that atarget
rate of return above the allowed return which would likely prevail under COS regulation
merits serious consideration.



VIlI. CONCLUSIONS

Incentive regulation has become the most common form of regulation in the
telecommuni cationsindustry and enjoysincreasing popul arity in the el ectric utility industry.
Thereis broad consensus that well-designed incentive regulation is superior to traditional
cost-of-service regulation. Regulatory commissions with extensive experience under
incentive regulation stress its many benefits and advantages.

A preliminary evaluation shows that the EARP is a simple but effective form of incentive
regulation. The EARP settlementshave benefitted Union Electric’ scustomerssignificantly
through permanent rate reductions, up-front customer credits, and ongoing sharing credits.
These EARP-related paymentsand ratereductionshave combined to deliver morethan $400
million in benefits to customers (not including benefits that customers received from
Ameren’s merger-related concessions) relative to theretail ratesthat werein effect prior to
theEARP. Furthermore, these benefitshave been delivered to customersmore expeditiously
than under traditional cost-of-service regulation.

It is difficult to calculate precisaly the benefits that EARP has delivered relative to
traditional cost-of-serviceregulation. However, itisclear that Union Electric’ scurrent cost
of service may be substantially lower than it would have been had the Company been
operating under cost-of-service regulation in recent years. Thisis because the EARP has
provided Union Electric with stronger incentives to improve performance.

Union Electric’s customers paid 4.8 percent lessfor el ectric power in 1999 than they paid
in 1994, the year before the EARP was first implemented. (During the same time period,
average consumer pricesincreased 12.4 percent.) Furthermore, all of UE’ scustomer classes
enjoyed greater reductionsin electricity rates than customers of other utilitiesin theregion.
This comparison suggests that, under the EARP, annual expenditures by UE’s customers
may have aready declined between $50 million to $100 million more than they would have
had UE achieved only the average rate reduction of other Midwest utilities.

The analysis of Union Electric’s EARP shows that customers pay less for electric power
today than they paid prior to theimplementation of the EARP, and enjoyed greater reduction
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in average electricity costs than customer of other utilities in the Midwest. These facts
suggest that the EARP may well have served to deliver more benefitsto customersthan they
would have received under traditional cost-of-service regulation. The continuation of the
EARP, therefore, merits serious consideration. A step backward to cost-of-service
ratemaking—or aresetting of UE’sretail rates based on overly aggressive cost-of-service
standards—would undermine the superior incentives that have motivated the Company to
improve performance and deliver substantial benefitsto customers since 1995.

As a possible new EARP settlement is negotiated, some potential enhancements to the
current incentive regulation plan warrant careful consideration. In particular, the
commitment period might be extended to four or five years. The sharing bands might be
widenedto allow moreup-siderewards. Variouspass-through provisionsfor uncontrollable
costs might be added to increase the EARP's “staying power.” Issues that have caused
disputesin the past might al so be addressed explicitly for thefuture, to reducethelikelihood
or magnitude of disputes. In addition, atarget rate of return above the return that would be
allowed under cost-of-service regulation is warranted.

In summary, Union Electric and its customers alike have benefitted from the EARP over the
past fiveyears. Specific recognition that such awin-win situation can be achieved through
incentive regulation is key to the successful negotiation and implementation of future
aternative rate plans.
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