
Executive Summary
Mark Newton Lowry

Partner of Pacific Economics Group LLC, who directs its North American practice in the fields of utility performance measurement and incentive regulation

* * * * * * * * * *


Economists have worked for decades to develop a science of enterprise performance measurement.  Scientific methods resulting from this research are now in regular use.  These methods were used to appraise the cost performance of Union Electric (“UE” or “Company”) under the EARPs.  We found UE’s performance improvement to be unusually rapid during the EARP years.  UE’s cost of service today would be considerably higher in the absence of the EARPs.

Research Methods and Data


Econometric cost models are one of the most useful scientific methods for performance measurement.  Contrary to the Staff’s apparent view that the “experiment” of the EARPs cannot be evaluated, we employed such models to appraise the cost performance of UE during the years of the EARPS.  The models we developed relate the total cost of bundled power service to an array of business conditions that “drive” its cost.  Economic theory guided the selection and appraisal of business condition variables.  The model was estimated statistically using recent historical data on the costs of U.S. electric utilities and the business conditions they faced.  The performance of UE was then evaluated by comparing its actual cost and cost growth to those predicted by our cost models given business conditions in the Company’s service territory.  

All data used in the study were obtained from respected public sources.  Many of the companies in our sample have been able to operate for extended periods in recent years without a rate case.  This stimulated their performance incentives.  As a consequence, it was challenging for UE to turn in a performance superior to that of the typical firm.

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

Research Results

We found that over the 1995-2001 period during which the EARPs were in effect, UE’s actual cost grew 1.68% per year less rapidly than our model’s cost growth prediction.  We calculated the impact on UE’s cost of Missouri electric service of this 1.68% of incremental annual cost savings.  We found that cumulatively over the six years of the EARP period, UE’s actual cost was below its predicted cost by a total of more than $ 700,000,000.  I understand the Company’s analysis shows that UE’s cost of service has increased to a level which would justify a rate increase.  Our econometric research suggests that UE’s annual cost of service would be higher by an additional $200 million had it not been for the efficiency gains that the Company has achieved under the EARPs.  The conclusion of large cost savings finds additional support from our econometric cost level research, which found UE’s actual cost level was a substantial 14.3% below the cost benchmark for 1999 to 2001.  


Using well established scientific methods, we have therefore found that the pace of UE’s performance improvement was unusually rapid during the EARP years.  The results support the theory that UE operated under stronger performance incentives during the EARPs than other U.S. utilities and that UE’s costs would have been substantially higher absent the EARPs.

Regulation to Foster Continued Efficient Behavior

My empirical research suggests that the EARPs have had a material impact on UE’s cost and can stimulate even larger cost reductions in the future.  These findings conform to my general views, based on years of experience in the field, that incentive regulation can work well for utilities and their customers.  Like many economists, I believe that utility regulation should simulate competitive market conditions.  Traditional cost of service regulation, with its focus on the control of a company’s earnings, rarely achieves this goal.  Incentive regulation can do a better job of simulating competitive markets.  

In this period of increasing competitive pressures, incentive regulation is especially valuable because it strengthens incentives to improve utility performance relative to other firms.  Traditional regulation will induce a decline in the efficiency of utility companies relative to the efficiency of firms that now operate under competition or incentive regulation.  This also increases the risk of takeover by more efficient companies.

Two other challenges facing UE also increase the need for incentive regulation.  First, UE must make important decisions regarding its power supply portfolio and its energy delivery system in the next few years.  It is particularly important to make the “right” choices regarding power supply capacity in the present environment of energy price volatility.  Decisions that UE makes in the next few years could affect its rates for decades.  Strong performance incentives will help UE make the right decisions.

A second concern is that the factors driving UE’s cost growth in the next decade are likely to be less favorable than those in the recent past.  For example, UE may be forced to make sizable capital expenditures.  The cost of funds and energy prices may rise.  In this environment, a reversion to traditional regulation would likely force UE to ask for rate relief frequently.  This would undermine its performance incentives at a time of increasing cost pressure.  

Continuation of the EARP program would permit the Commission to continue its leading role in incentive regulation.  Once used primarily overseas and, domestically, in other utility industries, incentive regulation is now widely used to regulate Midwestern energy utilities.  Many other energy utilities operate under informal incentive regulation mechanisms such as rate freezes that are part of merger or restructuring proceedings.  

There are few cases where incentive regulation has been abandoned after it was implemented.  Most regulators that have gone down the path of incentive regulation have stayed on it, and there are many instances of one incentive regulation plan succeeding an earlier plan.  There is also a growing tendency in incentive regulation to permit utilities to keep a share of an incentive plan’s benefits beyond the plan’s term and I recommend that the Commission do so for UE as well.  This strengthens incentives for initiatives to improve a utility’s long term performance. 
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