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I.  INTRODUCTION

Q. Please state your name and business address.
A.
My name is Dennis L. Weisman.  My business address is Department of Economics, Waters Halls, Kansas State University,  Manhattan, KS 66506-4001.

Q. By whom and in what capacity are you employed?
A. I am employed by Kansas State University as a Professor of Economics.  

Q.
Please describe your education.
A.
I received a B.A. in economics and mathematics from the University of Colorado; an M.A. in economics from the University of Colorado; and a Ph.D. in economics from the University of Florida with a specialization in industrial organization and regulation. 

Q.
Please describe your qualifications.
A.
I have authored or co-authored more than 60 professional articles, books, and manuscripts, including a book entitled Designing Incentive Regulation For The Telecommunications Industry, co-published by the MIT Press and the AEI Press.  I currently serve on the editorial boards of the Journal of Regulatory Economics and Information Economics and Policy.  My principal research interests are in the area of strategic behavior and government regulation, with an emphasis on incentive regulation issues.  I have been the recipient of national and university awards for my academic research and have been recognized for my contributions to college teaching.  I have testified in numerous regulatory proceedings to the economic and social impacts of regulatory policies and have served as a consultant to telecommunications firms, electric power companies, and regulatory commissions on economic pricing principles, the design of incentive regulation plans, and public policy.  On December 17, 2001, I discussed incentive regulation issues at the Missouri Public Service Commission’s Electric Roundtable Discussion Group.  I have attached my curriculum vita as Schedule 1 to this testimony.

Q.
What is the purpose of your testimony?
A.
The purpose of my rebuttal testimony is four-fold.  First, I discuss the evolution of incentive regulation in regulated industries, the economic benefits of incentive regulation and why it represents sound regulatory policy.  Second, I respond directly to a number of issues raised by Staff concerning the purpose, performance and objectives of the experimental alternative regulation plans (EARPs).  Third, I discuss the incentive properties of Union Electric’s proposed Alternative Regulation Plan (Alt Reg Plan) and why its adoption by this Commission will serve the public interest.  Finally, I develop a set of principles that I believe the Commission should consider if it decides to return Union Electric to traditional, cost-of-service regulation.  Before addressing these issues in depth, however, I provide an overview of my conclusions in the following section.    

II.  SUMMARY AND OVERVIEW

Q.
Please discuss the primary purpose and principal conclusions of your testimony. 

A.
The primary  purpose of my testimony in this proceeding is to discuss the role of incentive regulation
 in an increasingly competitive and changing electric power industry and the benefits that incentive regulation offers over traditional, cost-of-service regulation.  A key objective of my testimony is to provide the Commission with a principled, objective and comprehensive analysis of incentive regulation and its increasingly prominent role in the regulation of the electric power industry in the U.S.  There has been a rapid and pervasive adoption of incentive regulation in the telecommunications industry, and the electric power industry appears to be following a similar trend.  These observations notwithstanding, I do not wish to suggest that the Commission should necessarily adopt incentive regulation for the long term merely because other commissions have decided to do so.  Rather, my interest is primarily one of assisting the Commission in making an informed decision on the merits as to whether incentive regulation best serves the public interest or a return to traditional, cost-of-service regulation is warranted.  I hope that the Commission will accept my testimony on these important issues in the spirit in which it is offered—as someone who has studied, published and taught the economic principles of regulation and also someone with extensive experience in applying these principles in regulated industries.  I now turn to a brief summary of the principal conclusions of my testimony. 

1) Incentives play a critical role in a market economy in allocating scarce resources to their highest-valued use and in encouraging the most efficient means of producing society’s output.  Indeed, the experience on the world stage over the last two decades reveals the extreme limitations of command economies and the clear superiority of market-based economies in fostering these incentives.
  

2)  Relatively recent changes in the economic regulation of public utilities (electric power, natural gas, and telecommunications) mirror similar developments on the world stage.  It is generally recognized that the fundamental role of economic regulation is to emulate a competitive market outcome if such were feasible.   There is now a virtual universality of thought in the economics literature that incentive regulation is superior to traditional, cost-of-service regulation in emulating a competitive market outcome.  

3) Specifically, relative to traditional, cost-of-service regulation, incentive regulation provides stronger incentives for the regulated firm to (i) undertake cost-reducing innovation; (ii) invest and operate efficiently; and (iii) produce with the most efficient technology choice. 

4) A key attribute of incentive regulation and one that likely explains its pervasive and rapid adoption is that all key stakeholders (including consumers, the regulated firm, competitors and the regulator) can be made better off in the transition from traditional, cost-of-service regulation to incentive regulation.   In other words, incentive regulation is a “win-win” proposition.  Furthermore, it is important to recognize that the adoption of incentive regulation does not signify the abandonment of economic regulation, but simply the evolution from an inferior form of regulation to one that has been shown to be superior.  

5) In the course of just 15 years in the local telecommunications industry in the U.S., 48 states have adopted some form of incentive regulation for the major local exchange telecommunications companies.  The electric power industry is following  a similar trend with at least 28 electric utility companies in 16 states currently operating under some form of broad-based incentive regulation plan—typically with some form of earnings sharing. 

6)  The experience with incentive regulation in the telecommunications industry has been positive for the most part.  This experience shows that relative to cost-of-service regulation, incentive regulation has resulted in (i) prices that are decreasing (or at least not increasing); (ii) enhanced levels of investment; (iii) higher levels of universal service; (iv) higher productivity growth; and (v) financial performance for the regulated firm that compares favorably with traditional, cost-of-service regulation.  The experience with incentive regulation in electric power, though still more limited in scope, shows strong promise as well. 

7) The trend in incentive regulation in the electric power industry has clearly been in the direction of more broad-based incentive regulation plans that focus on aggregate performance measures such as earnings and rate levels and away from narrowly-targeted incentive regulation plans that focus on individual measures of performance.  This change reflects the consensus view that narrowly-targeted performance benchmarks may not provide strong incentives for efficient overall performance since the regulated firm has better information than the regulator concerning the best means available to reduce costs and improve operating efficiency. 
8) It is incorrect, in my view, to characterize the efficiency benefits of incentive regulation as somehow suggesting that regulated utilities deliberately engaged in inefficient behavior under cost-of-service regulation.  This is so because competition is first and foremost a discovery process in which efficient operating practices and superior innovations are revealed over time.  Hence, it is not necessarily the case that a utility subject to cost-of-service regulation simply disavows known superior operating practices and opportunities to innovate.  Rather, it is that the incentives requisite to their discovery are simply not present.   In other words, the regulated firm cannot knowingly ignore or disavow what it has yet to discover. 

9) Union Electric’s performance under the EARPs since 1995 is affirmation that incentive regulation can be a “win-win” proposition for all parties.  Union Electric achieved solid returns through efficient investment and prudent management practices, while its customers received high quality service at some of the lowest rates of any metropolitan area in the country.  These consumers also received sharing credits and rate reductions totaling some $425 million.  

10)  The “performance dividends” that consumers have received under the EARPs are testament to the efficiency gains that Union Electric has achieved.  As Dr. Lowry shows, UE’s annual costs today would be significantly higher had it not been for the performance gains that the Company achieved under the EARPs.  Consumers also benefited from greater rate stability in comparison with traditional, cost-of-service regulation.  In addition, the EARPs have served to streamline the regulatory process with a reduced number of formal regulatory proceedings before the Commission.

11)  The Staff’s rate complaint filing is notably void of any explicit consideration of regulatory principles applicable to the fact that Union Electric has been operating under an experimental regulation plan.  In its February 2001 Report, the Commission Staff failed to conduct a comprehensive, objective analysis of the performance of the EARPs and their impact on key stakeholders.  Moreover, this report makes no attempt to examine trends in incentive regulation throughout the industry nor to assess the overall performance of incentive regulation for Union Electric’s customers or for consumers in general.  Consequently, the Commission would be ill-advised to make a decision as to the merits of incentive regulation relative to traditional, cost-of-service regulation solely on the basis of Staff’s February, 2001 Report.  My testimony along with that of Dr. Lowry is designed to supplement the record accordingly.
 

12)  The Alt Reg Plan proposed by Union Electric in this proceeding builds on the strong foundation of the EARPs in ensuring that incentive regulation continues to be a “win-win-proposition” for all key stakeholders.  The Alt Reg Plan ensures that consumers realize at the outset of the plan; that consumers continue to benefit as quasi-shareholders through “performance dividends” in a timely fashion; and that consumers continue to enjoy some of the lowest rates for electric power among the major metropolitan areas in the country.  In addition, the share of earnings that consumers 

receive in the sharing bands are increased relative to the last EARP to provide funding for low-income assistance and economic development.  Finally, the Alt Reg Plan provides for continuous monitoring of service quality and infrastructure commitments.  

13)  The Commission may still decide that a return to traditional, cost-of-service regulation is in the public interest.  Should this be the case, it is critical that the rates  the Commission ultimately decides upon not be in effect an attempt to “claw-back” the earnings that Union Electric realized through its superior performance over the course of the EARPs.  Rather, the Commission should continue to recognize the importance of rewarding superior performance.  This further suggests that the Commission should take explicit recognition of Union Electric’s superior performance in setting the allowed rate-of-return going forward.  A failure to do so will serve only to dampen the incentives for efficient performance that sound regulatory policy should seek to encourage.

14)  Despite the fact that the EARPs were experimental incentive regulation plans, Union Electric had a reasonable expectation that superior performance under these plans would have resulted in a fair and principled evaluation of the plans by Staff and, in turn, the likelihood of being able to continue with some form of incentive regulation.  This expectation is based on the evolution of incentive regulation in both the telecommunications and electric power industries and the fact that a return to cost-of-service regulation, though not unprecedented, typically involves some breach of faith by one of the parties.  

15) Staff’s view of incentive regulation is fundamentally flawed because it rests on the false premise that incentive regulation is a zero-sum game.  In fact, the available evidence suggests that the solid returns that Union Electric realized under the EARPs did not come at the cost of higher prices for consumers.   Staff focused exclusively on the rates that consumers would have paid had Union Electric been subject to cost-of-service regulation and assumed that cost-of-service regulation would have resulted in Union Electric achieving the same level of efficiency that it did under the EARPs.  This logic is fallacious and runs counter to economic principles and the experience with incentive regulation.  

16)  The competitive transition now underway in the electric power industry will require a different mindset on the part of regulators—one that recognizes the importance of incentives in promoting efficiency and long-term investment in what is arguably the most critical of infrastructure industries.    

Q.
Please provide an overview of the remainder of your testimony.

A.
The primary purpose of Sections III – VI of my testimony is to address the principles of economic regulation, the role of incentives in promoting efficiency, and the experience with incentive regulation in the telecommunications and electric power industries.  The economic principles developed in these sections establish the foundation necessary to rebut Staff’s rate complaint and the logical inconsistencies contained therein.  Given that this rate complaint filing occurs at the end of the EARP, the explicit observation and consideration of these principles is highly relevant to this proceeding and subsequent deliberations by the Commission.  I review the basic economic principles of sound, economic regulation in Section III.  In Section IV, I employ these principles to draw comparisons between cost-of-service regulation and incentive regulation and discuss why the adoption of incentive regulation is in the public interest.  In Section V, I summarize the evolution and performance of incentive regulation in the telecommunications industry and why it is reasonable to expect comparable performance from incentive regulation in the electric power industry.  Section VI explores some common myths surrounding incentive regulation. 

The primary purpose of Sections VII – X of my testimony is to evaluate Union Electric’s performance under the EARPs, Staff and interveners’ assessment, and Union Electric’s  proposal for a new, alternative regulation plan.  I review the performance of the EARPs from the perspective of the benefits that can be expected from a well-designed incentive regulation plan in Section VII.  Section VIII responds directly to the flawed evaluation of the EARP by Staff and OPC.  The benefits that can be expected to flow to all key stakeholders from Ameren’s proposed alternative rate plan are discussed in Section IX.  In Section X, I  discuss the principles that should govern the rate design in the event the Commission decides that a return to cost-of-service regulation is warranted.  

Section XI of my testimony provides a brief summary of the main points developed in the course of my testimony and concludes.  Finally, as part of my testimony, I have prepared an Executive Summary attached hereto as Appendix A.

III.  ECONOMIC REGULATION 

A.  Basic Principles

Q.
What is the scope of economic regulation as it is commonly practiced?

A.
There is a general consensus in the economics of regulation literature that regulation should be limited to essential services that are not yet subject to the discipline of competitive market forces.
  Historically, industries that produce critical infrastructure type services have been the primary focus of economic regulation.  These include electric power, natural gas, telecommunications and water.  The economic rationale for regulation is summarized succinctly by Professor Alfred Kahn:

The importance of these industries, as measured not merely by their own sizable share in total national output, but also by their very great influence, as suppliers of essential inputs to other industries, on the size and growth of the entire economy.  … That many of them are natural “monopolies”: their costs will be lower if they consist of a single supplier. … That for one or another of many possible reasons, competition simply does not work well.
 

Q.
What are the primary objectives of economic regulation?

A.
Economic regulation has a multitude of objectives which include, but are not limited to, avoidance of undue discrimination, the setting of “just and reasonable” rates, simplicity and public acceptability, revenue sufficiency, stability, fairness in apportionment of total cost, maintaining standards for reliable service through timely infrastructure investment and encouragement of efficiency.  While there will be some reasonable differences of opinion concerning the relative importance of these objectives, it is generally held that regulation should pursue economic efficiency, fairness, simplicity, continuity, universal service and the development of new products and services.



Q.
Is there a general consensus among informed observers and practitioners that regulation should attempt to emulate a competitive market outcome?

A.
Yes.  There is a general consensus that a primary objective of economic regulation is to emulate a competitive market standard.  Professor Alfred Kahn observes that “the single most widely accepted rule for the governance of the regulated industries is regulate them in such a way as to produce the same results as would be produced by effective competition, if it were feasible.”
  In fact, it is significant that the Missouri Supreme Court has repeatedly stated that “State regulation takes the place of and stands for competition.”
 

Q.
What form of competition represents the appropriate benchmark for emulation by the regulatory authority?

A.
It is generally recognized that atomistic or perfect competition is not the appropriate benchmark for emulation by the regulatory authority because such competition does not reflect the operating characteristics of a business enterprise with large-scale capital investments.  The following passage is instructive:

In this respect, perfect competition is not only impossible, but inferior, and has no title to being set up as a model of ideal efficiency.  It is hence a mistake to base the theory of government regulation of industry on the principle that big business should made to work as the respective industry would work in perfect competition.
  
The relevant model of competition is one that essentially compares the relative performance of two or more similarly-situated utilities.  In this context, the term “similarly-situated” refers to utilities that provide service under similar conditions, including population density, climatic conditions, and so on.  The basic idea is to create a “yardstick” by which the regulator can evaluate the relative performance of the utility even though the utility may not face actual competition.
  While this is inherently a very difficult undertaking and can often not be achieved with precision, the key point is that the utility’s performance is measured and rewarded or penalized based on a comparison with other utilities that provide service under comparable conditions.
   The roots of these ideas trace back almost a half a century and form the essence of the modern theory of incentive regulation as currently practiced.
 

B.  Efficiency Measures and Tradeoffs

Q.
Economists favor competition because of its efficiency properties, but what specifically do economists mean when they use the term efficiency?


A.
For the purposes of this discussion, there are two distinct measures of efficiency that should be emphasized—allocative efficiency and dynamic efficiency.
  Allocative efficiency refers specifically to the relationship between the price of the service and the underlying incremental cost of the service at any given point in time.  Consumers make their purchasing decisions on the basis of the prices they face for goods and services relative to the valuation that they place on these goods and services.  When prices deviate from marginal or incremental cost, there is a mismatch between the valuation that society places on the good and the resource costs that society must incur in producing the good.  This mismatch creates allocative efficiency losses.  

Suppose that the price of a particular good is set at 10 dollars when the incremental cost of producing that good is only 4 dollars.  In this case, there is an opportunity to create additional value for society that is lost as result of the divergence between the price of the good and its underlying cost of production.  To see this, suppose that there is a consumer that values the good at $6.  This consumer will not purchase the good at the price of $10 even though his valuation of the good exceeds the cost that society incurs in producing it.  In other words, there is an opportunity to create additional value for society by reducing the price of the good in the direction of underlying incremental cost and thereby render society better off.  To wit, if the price were lowered to $5 for this unit of the good, the consumer would purchase the good and realize a surplus of $1 ($6 - $5).  The loss in surplus that results when prices diverge from underlying incremental cost is commonly referred to as a loss in allocative efficiency 

precisely because society’s resources are not allocated in accordance with the valuation that society places on them.  Hence, aligning prices more closely with underlying incremental cost tends to enhance allocative efficiency.  


Dynamic efficiency is concerned with the optimal investment over time in capital formation, cost-reducing innovation and new product innovation.  Dynamic efficiency is particularly critical in infrastructure industries that serve as key drivers of economic growth.  This observation has been highlighted in recent months when a failure to invest in critical infrastructure apparently contributed to a series of events that plunged the state of California—the sixth largest economy in the world—into a severe energy crisis.   

Q.
Do regulatory policies have to make trade-offs between allocative and dynamic efficiency?

A.
Yes.  Regulatory policies implicitly make trade-offs between these efficiency measures.  For example, aligning prices more closely with incremental cost promotes allocative efficiency but can discourage dynamic efficiency.  When the regulated firm’s prices are immediately ratcheted downward to reflect any measured reduction in its costs, the firm is given little or no incentive to invest in cost-reducing innovation.  Moreover, lower prices may reduce the regulated firm’s expected returns on investments—thereby dampening incentives to invest in new technologies and innovation in a cost-effective manner.  Consequently, the design of sound, effective regulation frequently requires the regulator to make selective trade-offs between these efficiency measures.       

Q.
Do we observe these trade-offs between allocative and dynamic efficiency outside of regulated industries?

A.
Yes.  Trade-offs between allocative and dynamic efficiency are reflected in the government’s policies on patents and copyrights.  Patents are awarded in order to provide the innovator with the requisite incentives to innovate.  On any given day, the government could unilaterally declare all patents null and void.  In the short-run, this would serve to reduce the price for products and services that previously operated under patent protections.  However, such appropriations would greatly reduce or eliminate any incentive for the innovators to invest the capital and effort that gave rise to these innovations in the first place.  Consequently, the incentive problem is the same whether the government declares all patents null and void and thereby enables the innovation to be appropriated by rival firms, or the Commission unilaterally reduces prices on the basis of the firm’s earnings and thereby fully appropriates the returns from the firm’s investment in cost-reducing innovation. 

Q.
Are you suggesting that the Commission should not design regulatory policy with an exclusive focus on the short-term price of electric power?

A.
Yes, this is precisely what I am suggesting.  An inordinately low price for electric power may be of secondary consideration for consumers if there is no power available for purchase.  The Commission’s policies must seek to balance allocative and dynamic efficiency in a manner that provides consumers of electric power in Missouri with stable supplies of electric power at reasonable prices while providing Union Electric with strong incentives to invest over the long-term.  Paradoxically, regulatory policies that focus disproportionately on allocative efficiency will serve only to guarantee higher prices for consumers of electric power in the longer run.   

C.  Determination of “Just and Reasonable” Rates

Q.
From an economic perspective, does the legal requirement in Missouri that “state regulation takes the place of and stands for competition” have implications for the Commission’s determination as to what constitutes “just and reasonable” rates?

A.
Yes.  In competitive markets, firms succeed or fail on the merits—that is on the basis of their relative efficiency, service reliability, prudent investments, ability to innovate and general business acumen.  While utilities may not be allowed to “fail” in the traditional sense, this model should nonetheless serve to inform the Commission’s deliberations and define its role as a surrogate for competition.  The implication then as to what constitutes “just and reasonable” rates should, at least in part, be judged relative to a competitive market standard.  It is not simply an earnings-based determination, but a determination based, at least in part, on an assessment of the regulated firm’s relative performance.  This is explained in greater detail below.        

Q.
Is it your position that what constitutes “just and reasonable” rates should, at least in part, be independent of the financial performance of the regulated firm?

A.
Yes.  A relatively efficient firm may be generating strong earnings, but still supplying service at relatively modest prices. Conversely, a relatively inefficient firm may be generating weak earnings, but supplying service at relatively high prices.  What this suggests is that, in general, no meaningful inference can be drawn regarding the “just and reasonable” nature of rates simply by observing the regulated firm’s earnings.  

Q.
Are consumer interests served by a policy that determines “just and reasonable rates” strictly on the basis of the earnings of the regulated firm? 

A.
No.  I believe an example may prove instructive in illustrating why consumers are not served by such a policy.  Suppose there are two firms: firm A and firm B. Firm A is efficient: it has a cost of 2¢ per kilowatt hour and charges an average rate of 3.5¢.  Firm B is inefficient: it has a cost of power 5¢ per kilowatt hour and charges an average rate of 5¢.  The argument that only earnings define what is “just and reasonable” essentially amounts to a claim that the 3.5¢ rate for Firm A is not “just and reasonable” because it realizes a margin of 1.5¢ (3.5¢ - 2¢), whereas the 5¢ rate for Firm B is “just and reasonable” because it only covers costs.  It is fairly clear which rate consumers would consider to be the more “just and reasonable” one.  The general proposition that regulatory performance benchmarks should focus more on prices and less on earnings is summarized succinctly in the following passage: 

In our opinion the single most promising incentive-eliciting and distortion-inhibiting device would involve greater flexibility in pricing and less attention to or at least allowing a wider, perhaps capped, range of profitability.  Low prices and not low profits are the most important part of salutary economic performance (assuming a reasonable extent, variety, quality and reliability of service).

Finally, it is important to recognize that this standard actually protects consumers by ensuring that a relatively inefficient firm has limited recourse to the regulator for an increase in rates due to deficient earnings.    

Q.
In your example above, would allocative efficiency be enhanced by reducing prices so that they are more closely aligned with underlying incremental cost?

A.
Yes.  In fact, this is precisely the type of efficiency trade-off that I alluded to previously.  The Commission can enhance allocative efficiency by aligning prices more closely with underlying costs, but the long-run implications of such a policy is measured in terms of dynamic efficiency foregone.  The regulated firm has little incentive to undertake cost-reducing innovation if the gains from such efficiency advances are fully appropriated by the regulator and passed on to consumers in the form of lower rates.  Similarly, the regulated firm has diminished incentives to undertake timely or pro-active investments in infrastructure if the positive gains from such investments are appropriated by the regulator in the “good” state of the world; but shareholders are expected to absorb all of the losses in the “bad” state of the world.  In fact, a regulatory policy based on such a philosophy of “heads you win, tails I lose” will undermine incentives for dynamic efficiency.   

Q.
Can you explain why reducing the regulated firm’s prices at each point in time to reflect its underlying production costs will harm consumers in the long run?

A.
Yes.  The regulated firm’s incentive to innovate—invest wisely and discover new and better ways to enhance efficiency—derives from the expectation of financial reward should such efforts prove successful.  The regulated firm’s reward for successful innovation is a positive margin—a price that exceeds underlying production costs.  In similar fashion, a firm in a competitive market that achieves relative efficiency through superior innovation can be expected to earn supra-normal returns until such innovations are emulated by other firms against which it competes.  These supra-normal returns constitute a reward for innovative and successful performance.
  This underscores an important principle that superior performance is defined in terms of a firm outperforming its rivals rather than itself.  It follows that the immediate appropriation by the regulator of the gains from successful performance—in an attempt to invoke the perfectly competitive outcome at each point in time—will serve to destroy the regulated firm’s incentives for superior performance.  In other words, prices may be set equal to underlying production costs, but those production costs will be inordinately high because the regulated firm had no incentive to seek out new and better ways to enhance efficiency.  Professor Joseph Schumpeter, a renowned economist and scholar on market innovation and the role of government in society, makes this point in characteristically lucid fashion:

The introduction of new methods of production and new commodities is hardly conceivable with perfect—and perfectly prompt—competition from the start. And this means that the bulk of what we call economic progress is incompatible with it. As a matter of fact, perfect competition is and always has been temporarily suspended whenever anything new is being introduced—automatically or by measures devised for the purpose—even in otherwise perfectly competitive conditions.
 

IV.  THE ROLE OF INCENTIVES 

A.  Market Economies

Q.
What role do incentives play in a market economy?

A.
Incentives in a market economy serve to allocate scarce resources to their highest valued use; to provide incentives for cost minimization and innovation; and to encourage firms to supply those products and services that consumers demand.  Professor James Bonbright, a leading authority in the field of public utility regulation, explains the role of incentives in fostering efficiency as follows:

Under unregulated competition, the price system is supposed to function in two ways with respect to the relationship between the price of the product and the cost of production. In the first place, the rate of output of any commodity will so adjust itself to the demand that the market price will tend to come into accord with production costs.  But in the second place, competition will impel rival producers to strive to reduce their own production costs in order to maximize profits and even in order to survive in the struggle for markets.  This latter, dynamic effect of competition has been regarded by modern economists as far more important and far more beneficent than any tendency of “atomistic” forms of competition to bring costs and prices into close alignment at any given point of time.
 (emphasis added.) 
Q.
What is the genesis of such incentives in a market economy?

A.
These incentives derive from the profit motive—the pursuit of individual self-interest ultimately benefits society by providing the goods and services that consumers want at the lowest possible cost.  This is the proverbial “invisible hand” of Adam Smith: 

As every individual, therefore, endeavors as much as he can both to employ his capital in the support of domestic industry, and so to direct that industry that its produce may be of the greatest value; every individual necessarily labours to render the annual revenue of the society as great as he can.  He generally, indeed, neither intends to promote the public interest, nor knows how much he is promoting it. … he intends only his own security; and by directing that industry in such a manner as its produce may be of the greatest value, he intends only his own gain, and he is in this, as in many other cases, led by an invisible hand to promote an end which was no part of his intention.  … By pursuing his own interest he frequently promotes that of the society more effectually than when he really intends to promote it.

Moreover, recent events confirm that market economies and the use of incentives are superior to command economies and government mandates for producing the goods and service that consumers want at the lowest possible cost and to foster innovation.  In evaluating the fundamental flaws in the Soviet economic system, Yergin and Stanislaw observe that:

Already by the early 1970s, a fatal weakness was becoming clear in the system:  It could not, for the most part, innovate.  There was no reward, no reason to do anything new.  In fact, there was a strong predisposition to avoid change of any kind, for change caused enormous bureaucratic headaches.  The best thing was to keep doing what had been done before.  In more advanced economies, innovation was essential to the promotion of economic growth.  But in the Soviet system innovation was characterized mainly by its absence.  And that applied to everything—whether it was small changes to make processes work better or the introduction of new products.
 

B.  Regulatory Regimes

Q.
Please define incentive regulation?

A.
Incentive regulation can be defined as the implementation of rules that encourage a regulated firm to achieve desired goals by granting some, but not unlimited, discretion to the firm.  In some sense, all types of regulation, including traditional, cost-

of-service regulation, can reflect different degrees of incentive regulation.  The practice in the literature, however, has been to limit the definition of incentive regulation to alternative forms of regulation that satisfy the above definition.  These include predominantly price cap regulation, rate moratoria or rate freezes (which are also a simple form of price cap regulation), and earnings sharing regulation.

Q.
As an example, please describe the key differences between traditional, cost-of-service regulation and incentive regulation broadly defined. 

A.
Traditional, cost-of-service regulation places a ceiling on the earnings of the regulated firm.  When the actual earnings of the regulated are above (respectively, below) this ceiling level, a rate case is triggered and rates are adjusted accordingly.  In contrast, under most incentive regulation plans, there is less focus on earnings and more focus on rate levels.  For example, under pure price cap regulation,
 the firm is constrained to maintain average prices at or below a stipulated ceiling level,
 but there is no constraint on earnings levels, at least for the length of the price cap plan.
  The following passage is instructive:

As a rough characterization, under rate-of-return regulation reviews are frequent, and the regulatory lag is endogenous because either side can request a review, whereas under price caps the lag is relatively long, and the date of the next review is fixed in advance.  The difference is one of degree rather than kind.

 
Earnings sharing regulation represents a hybrid of price cap regulation and traditional, cost-of-service regulation because it combines elements of both forms of regulation.   

Q.
What benefits can be expected from the substitution of incentive regulation for traditional, cost-of-service regulation?

A.
Incentive regulation allows for the possibility that all primary stakeholders (including consumers, the regulated firm, the regulator and competitors) can be made better off.
  Consumers typically enjoy greater price stability over time compared to that experienced historically under traditional, cost-of-service regulation.  The regulated firm bears greater risk under incentive regulation in exchange for the prospect of greater reward.  It is also typically granted additional pricing flexibility and streamlined regulation that enables it to compete more effectively in increasingly competitive markets.  The regulator benefits not only from more streamlined regulation, but from no longer being required to micromanage the regulated firm’s operations.  In addition, the regulator often extracts “entry fees” or concessions from the regulated firm which are often structured to provide yet additional benefits to consumers.   

Q.
Is incentive regulation generally superior to strict cost-of-service regulation in terms of fostering incentives for efficiency?

A.
Yes.  The economics literature has recognized that incentive regulation is generally superior to strict cost-of-service regulation in that it puts in place economic incentives that more closely emulate those of a competitive market.  These superior incentives manifest themselves across a broad spectrum of performance dimensions, including (i) use of least-cost technologies; (ii) efficient levels of cost-reducing innovation;
 (iii) incentives to invest and operate efficiently;
 and (iv) efficient diversification into new markets.  In general , incentive regulation is typically also superior to traditional, cost-of-service regulation as commonly practiced. 

Q.
You have suggested that incentive regulation is “typically superior to traditional, cost-of-service regulation.”  Does this suggest that under certain conditions traditional, cost-of-service can also provide strong incentives for efficiency?

A.
Yes.  It has long been recognized that a relatively long regulatory lag under traditional, cost-of-service regulation can enhance incentives for efficiency because it provides the regulated firm with a longer time horizon over which to enjoy the fruits of its efforts.
  In other words, the benefits of the firm’s cost-reducing innovation are not immediately appropriated by the regulator and passed on to consumers in the form of lower rates.  

Q.
What is the source of the superior incentives for efficiency under incentive regulation?

A.
These superior incentives for efficiency derive from the fact that incentive regulation—given the greater emphasis on price rather than earnings—operates more like a fixed-price contract in the sense that the regulated firm is limited in its ability to pass cost increases on to consumers in the form of higher rates.  This provides the regulated firm with stronger incentives for increased performance and efficient cost management.  It therefore follows that consumers bear less risk under incentive regulation because the prices they pay do not vary directly with the regulated firm’s actual costs.  In contrast, traditional, cost-of-service regulation operates more like a cost-plus contract in that the firm is able to pass on cost increases to consumers in the form of higher rates.  This provides the regulated firm with weaker incentives for efficient cost management.   It therefore follows that consumers bear greater risk under traditional, cost-of-service regulation because the prices they pay tend to vary directly with the regulated firm’s actual costs. 
Q.
Does the regulated firm’s superior information regarding the nature of cost and demand further support incentive regulation over traditional, cost of service regulation?

A.
Yes.  An important property of incentive regulation is that  the regulator may no longer be required to second guess the firm’s operating practices or micromanage its investment decisions.  This is a difficult task for the regulator because it is generally recognized that the firm has superior information regarding its business operations including opportunities for reducing costs.  If there were no informational asymmetry, the regulator could simply dictate precisely what action should be pursued in each and every circumstance, and there would be no need for incentive regulation.  Under incentive regulation, the regulated firm’s prices are not strictly tied to its actual costs of providing service.  The superior incentive properties of incentive regulation derive in large measure from breaking this direct linkage between the firm’s own costs and its prices.
  In other words, because the regulated firm retains a larger share of its efficiency improvements, it has stronger incentives to strive for maximum efficiency.  As a result, the regulator can be assured that the regulated firm will enlist its informational advantage to discover new and innovative ways to improve performance. 

Q.
Does the regulator’s behavior influence the benefits that can be expected from incentive regulation? 

A.
Yes.  Incentive regulation typically provides stronger incentives for economic efficiency relative to traditional, cost-of-service regulation only if the firm believes that the regulator’s commitment to the basic tenets of the incentive regulation regime is a credible one.
  In other words, the firm must have confidence that the regulator will honor the terms of the incentive regulation plan and not immediately appropriate its efficiency gains and pass them on to consumers in the form of lower rates.  Professor David Sappington, currently the Chief Economist at the FCC, underscores the importance of a strong regulatory commitment for the performance of incentive regulation:

Absent credible rewards for superior performance and/or credible penalties for poor performance, the regulated firm will have little incentive to incur the effort costs that increase the likelihood of good performance.
 

Q.
Please elaborate as to why a strong regulatory commitment is critical to the performance of incentive regulation. 

A.
A strong regulatory commitment is critical to the superior performance of incentive regulation.  The regulated firm has limited incentives to seek out opportunities to improve efficiency if it believes the regulator will simply usurp any realized cost savings and pass them on to consumers in the form of lower rates.  It follows that if the firm is uncertain as to whether regulatory commitments will be honored, there may be little difference between incentive regulation and traditional, cost-of-service regulation in practice.  In other words, an imperfect regulatory commitment will weaken the superior performance of incentive regulation.

Q.
Is incentive regulation generally superior to traditional, cost-of-service regulation for firms in a rapidly changing industry?


A.
Yes.  The formal rate-cases that go hand-in-hand with traditional, cost-of-service regulation are fundamentally incompatible with a rapidly changing marketplace.  These rate cases consume an enormous amount of time and resources and this can be particularly problematic when such a diversion of resources to the regulatory process comes at the expense of attending to an increasingly complex and demanding marketplace.  Furthermore, the volatility in the regulated firm’s earnings that may attend major upheavals in the industry could result in a series of virtually continuous rate cases.  For these reasons, incentive regulation is better-suited than cost-of-service regulation for an industry undergoing rapid change.   

Q.
Is incentive regulation generally superior to traditional, cost-of-service regulation for an industry in competitive transition?


A. 
Yes.  Incentive regulation is likewise superior to traditional, cost-of-service regulation in facilitating the transition from a monopoly to competitive marketplace.  Not only does it provide the regulated firm with the pricing flexibility necessary to compete against new market entrants, but it also reduces incentives for cost misreporting.  In addition, unlike traditional, cost-of-service regulation, incentive regulation provides little if any protection for the regulated firm against the financial losses that may accompany increased competition.  This explains why competitors of incumbent, regulated firms tend also to favor incentive regulation over traditional, cost-of-service regulation. 

Q.
Is incentive regulation generally superior to cost-of-service regulation even when the industry is relatively stable and not in competitive transition?

A.
Yes.  Incentive regulation is generally regarded as a superior regime for regulating the monopoly services of a public utility independent of whether the industry in which the utility operates is undergoing major changes or a competitive transition.  This is true because incentive regulation is superior to cost-of-service regulation in motivating the regulated firm to behave “as if” it operated under competitive conditions. 

C.  Earnings Sharing

Q.
Does earnings sharing regulation contain elements of both price and earnings regulation?

A.
Yes.  Earnings sharing is most accurately characterized as a hybrid of price and earnings regulation because it contains elements of both.  In practice, agreement is reached between the parties on a set of going-in rates for the new regulatory regime along with a mechanism that determines the movement of average real prices over time (i.e., the X factor).  This constitutes the price regulation component.  Realized earnings levels that rise above (respectively, fall below) pre-determined benchmarks would trigger earnings sharing.  This constitutes the earnings regulation component.

Q.
Are there different forms of earnings sharing in practice?

A.
Yes. 

Q.
Could you describe the most common form of earnings sharing?

A.
Yes.  The most common form of earnings sharing in regulatory regimes is one in which the degree of sharing varies directly with the financial returns of the regulated firm.
  Under this form of regulation, the regulator will typically set a target rate of return (e.g., 12%) and a deadband  around this target (e.g., ( 2%).  Should the actual returns of the firm fall within this deadband—returns between 10% and 14%—the firm retains 100% of its earnings and no action is taken on the part of the regulator. However, earnings sharing will be triggered if returns fall outside of this range.  The terms of the earnings sharing plan may call for returns between 14% and 16% to be shared 50/50 with consumers and similarly for returns between 8% and 10%.  Hence, if the firm’s gross return is 16%, its net return would be 15% (14% + 0.5 (16% - 14%)).  Similarly, if the firm’s gross return is 8%, its net return would be 9% (8% + 0.5(10% - 8%)).  The terms of the earnings sharing plan may also stipulate that returns above a certain upper bound are returned in their entirety to consumers.  Symmetrically, the earnings sharing plan may place an absolute floor on the returns of the regulated firm should actual returns fall below a pre-specified level.
, 
  

Q. 
Are there other, less explicit, types of earnings sharing in practice? 

A. 
Yes.  An X factor that is revised on the basis of the historical, financial performance of the regulated firm, rather than the industry, represents a less explicit form of earnings sharing.  For example, the X factor may be ratcheted upward (respectively, downward) if the regulator perceives that the regulated firm’s earnings are too high (respectively, too low).  Because such revisions to the X factor are not independent of the regulated firm’s actual performance—the performance benchmark varies with the regulated firm’s performance—the incentives for cost-reduction under this form of ex post sharing are weaker relative to pure price cap regulation.

Q.
You have characterized earnings sharing as a hybrid of cost-of regulation and price regulation.  Does it follow that the efficiency properties of 

earnings sharing regulation are superior to those of traditional, cost-of-service regulation, but inferior to those of pure price cap regulation?

A. 
Yes in theory, but not necessarily in practice.  A regulatory regime is only as strong as the regulator’s commitment to the underlying tenets of that regime.  Pure price cap regulation places no bounds on the earnings of the regulated firm, and enforces no earnings sharing.  While this form of regulation provides ideal incentives for cost reduction, it can leave substantial scope for “recontracting.”
  Explicit profit sharing with reasonable bounds on earnings  can  limit the pressures that ultimately will come to bear on the regulator to reduce the firm’s earnings (and may thereby circumvent even less efficient means of dissipating high earnings). For example, consumer groups may view high earnings as patently unfair and therefore see some equity in an earnings-sharing plan that enables consumers to benefit when the regulated firm enjoys prosperous times. As I have explained previously, 

An important attribute of earnings sharing regulation is that it fosters a coincidence of financial fortunes for the regulated firm and its customers. Customers benefit financially under earnings sharing plans precisely when the regulated firm does. Consequently, earnings sharing plans help make clear the fact that all parties can benefit simultaneously under incentive regulation. Recognition of this fact can help generate support for incentive regulation, and thereby promote its longevity.


In other words, the dollars that may be shared with consumers under earnings sharing regulation represent a “performance dividend.”  

Q.
Does the economics literature indicate that earnings sharing can be superior to price cap regulation in terms of economic welfare?  

A.
Yes.  The trade-off is once again between allocative efficiency and dynamic efficiency.  Earnings sharing improves allocative efficiency by aligning prices more closely with underlying production costs.  Conversely, earnings sharing hampers dynamic efficiency because the regulated firm’s incentives to undertake cost-reducing effort are weakened when a share of the gains from such effort are appropriated and passed on to consumers in the form of lower rates.  The economic research that has been conducted to date suggests that the allocative efficiency gains from earnings sharing dominate the dynamic efficiency losses.
, 
 In other words, from an applied economic welfare perspective, earnings sharing can be superior to pure price cap regulation.

Q.
Is there the potential for opportunistic behavior on the part of the regulator, its staff and intervenors under earnings sharing regulation?


A.
Yes.  Earnings sharing can provide a regulator, its staff and intervenors with a strong incentive to second-guess the operating practices of the regulated firm.  For example, specific investments or operating practices may be questioned and costs may be disallowed if the regulator views them as inefficient and therefore unable to be recovered 

in a competitive marketplace.  This scrutiny may derive from a legitimate concern on the part of the regulator that the regulated firm has not exercised sound management practices.  On the other hand, such scrutiny may derive from an illicit attempt to disallow costs solely for purposes of artificially raising the measured rate of return for the regulated firm.  This can serve to trigger earnings sharing at an actual rate of rate of return lower than the measured rate of return, or increase the amount of earnings sharing.   The threat of this type of opportunistic behavior can further dampen the regulated firm’s incentives for cost-reducing innovation under earnings sharing.   


Q.
Relative to traditional, cost-of-service regulation, can incentive regulation give rise to adverse incentives that may result in the deterioration of selected performance measures?

A.
Yes.  There is a theoretical possibility that incentive regulation will provide the regulated firm with an incentive to cut back on service quality.  This incentive derives from the fact that the regulated firm under incentive regulation is responsible for a greater share of its actual costs in comparison with traditional, cost-of-service regulation.  Hence, it is limited in its ability under incentive regulation to pass along to consumers costs associated with quality provisioning in the form of higher rates.  This observation notwithstanding, there is no systematic evidence that the adoption of incentive regulation is causally responsible for reduced levels of service quality.
  

Q.
By way of summary, are there specific conditions under which the adoption of incentive regulation can be expected to deliver significant benefits? 

A.
Yes.  In general, incentive regulation is considered to be superior to traditional, cost-of-service regulation for fostering incentives for efficiency and motivating the regulated firm to behave as if it faced actual competition.  The gains from the adoption of incentive regulation can be expected to be particularly pronounced in an environment characterized by (i) asymmetric information about cost and demand; (ii) markets in competitive transition;  (iii) costs that vary markedly with the cost-reducing effort of the regulated firm; (iv) rapid changes in the industry that provide unique opportunities to innovate and improve performance and (v) a strong commitment on the part of the regulator to the terms and conditions of the incentive regulation plan. 

V.  THE EXPERIENCE WITH INCENTIVE REGULATION

A.  Telecommunications

Q.
Has there been a pervasive adoption of incentive regulation in the telecommunications industry? 


A.
Yes.  There has been a pervasive adoption of incentive regulation in the telecommunications industry over the last two decades, not only in North America, but throughout the world.   In the course of just over 15 years, at least 48 states in the United States have changed the method of regulating dominant local exchange telephone companies from traditional, cost-of-service regulation to some form of incentive regulation (price caps, rate moratoria or earnings sharing).  Similar changes in regulatory regime have occurred in Australia, Europe and South America.  Moreover, the trend in the U.S. has clearly been in the direction of  pure price cap regulation—price cap regulation without earnings sharing.  In 1995, dominant local exchange carriers in the U.S. were subject to some form of earnings-based regulation (cost-of-service regulation or earnings sharing regulation) in 35 states and price cap regulation in 9 states.  In 2000, the corresponding values were 8 and 39, respectively.
, 
 

Q.
Have state regulators tended to move directly from cost-of-service regulation to pure price cap regulation in the telecommunications industry?

A.
No.  The initial step away from traditional, cost-of-service regulation was typically the adoption of some form of rate moratorium or earnings sharing regulation.  These initial plans were experimental in nature and were of relatively short duration, normally 2 or 3 years.  As regulators gained more experience and comfort with the performance of incentive regulation, they tended to move toward more pure forms of price cap regulation and simultaneously increased the length of time between reviews.  The average duration of state price cap plans in the telecommunications industry today now exceeds 5 years.  More recently, some regulators in the telecommunications industry have been moving away from explicit X factors in favor of simply freezing rates at current levels (i.e., an effective X factor equal to the rate of inflation).   

Q.
Has incentive regulation in the telecommunications industry generally lived up to it theoretical promise?

A.
Yes, for the most part.  Some of the early incentive regulation plans in the telecommunications industry differed only marginally from traditional, cost-of-service regulation, so dramatic changes were not expected.  One of the first survey articles that examined the performance of these early incentive regulation plans concluded that incentive regulation was generally associated with prices that either decreased or remained unchanged relative to cost-of-service regulation and that productivity, universal service, and profit levels all increased or remained at historic levels.
  In addition, the survey found some evidence that incentive regulation promotes infrastructure development, and is generally not associated with systematic degradation of service quality.  

 Q.
Does the more recent research confirm such performance improvements from the adoption of incentive regulation?

A.
Yes.  There is, for example, robust empirical evidence that incentive regulation promotes greater investment in infrastructure.
  Notably, these results indicate that both earnings sharing regulation and price cap regulation are associated with higher levels of investment in telecommunications infrastructure.  Telephone service prices under incentive regulation are generally decreasing or at least non-increasing relative to cost-of-service regulation.
  In addition, there is some evidence to suggest that incentive regulation has triggered cost reductions.
   Certainly, there is no credible empirical evidence to suggest that costs have increased under incentive regulation. 

Q.
Has the issue of the relationship between the adoption of incentive regulation in telecommunications and service quality been examined in the economics literature?

A.
Yes.  Two recent econometric studies have examined the relationship between various forms of economic regulation and the level of telephone service 

quality.
  Neither study finds that there is a systematic relationship between quality degradation and the adoption of incentive regulation.  To the contrary, the evidence seems to suggest that the adoption of incentive regulation has had little or no effect on telephone service quality in the aggregate as some individual service quality measures increased while others decreased.  

Q.
Are there general conclusions that can be drawn regarding the performance of incentive regulation in the telecommunications industry?

A.
Yes.  A recent survey by Dr. Jaison Abel, an economist with the National Regulatory Research Institute, provides a useful summary of the performance of incentive regulation in the telecommunications industry:   

The empirical research put forth to date suggests that the United States telecommunications industry has responded, for the most part, favorably to the incentives created through price-cap regulation. … Under price-cap regulation, telephone prices have either fallen or remained the same, productivity has generally increased, modern infrastructure has been deployed at a more rapid pace, and firms have performed at least as well financially relative to the other methods of regulation available.  The results for service quality are best characterized as mixed; … In addition, the evidence so far suggests that the response has been more pronounced under pure price-cap regulation compared to hybrid plans having an earnings sharing component. This result is particularly true along the productivity and network modernization dimensions. Therefore, the existing evidence suggests that it is likely that the introduction of price-cap regulation in the United States telecommunications industry has produced benefits to consumers, producers, and regulators alike.
 



Dr. Abel’s assessment of the performance of incentive regulation in the telecommunications industry underscores the fact that all parties can be made better off with the adoption of  incentive regulation.  In other words, the adoption of incentive regulation in the telecommunications industry has proven to be a “win-win” proposition. 

B.  Electric Power

Q.
How pervasive is incentive regulation in the electric power industry?


A.
At least 28 electric utility companies in 16 states operated under some form of broad-based incentive regulation plan in 2000-2001.
 Of the 28 electric utilities operating under incentive regulation, 13 operate under some form of rate moratorium and 14 operate under price caps.  21 of the 28 incentive regulation plans contain earnings sharing provisions or simple dead bands.  Moreover, it is noteworthy  that there has been a pronounced increase in the adoption of incentive regulation in electric power in more recent years—likely reflecting the generally positive experience with incentive regulation. 

Q.
How does the performance of incentive regulation in electric power compare with that of telecommunications?

A.
The experience with incentive regulation in the electric power industry is more limited than that in telecommunications.  Consequently, the economics literature has not yet produced the same breadth of statistical analyses for electric power that have been produced for telecommunications.  Nonetheless, it is possible to discern some general trends that may be useful in informing the Commission’s deliberations. 

Q.
What has been the general experience with incentive regulation in electric power among those regulatory commissions that have experimented with it?

A.
Regulatory commissions that have some experience with incentive regulation mechanisms are generally favorably disposed toward it.  The Federal Energy Regulatory Commission (FERC), for example, has been supportive of the use of PBR (performance-based ratemaking) for more than a decade—first for oil pipelines and more recently for the regulation of transmission services.
, 
  Similarly, state commissions with incentive regulation experience have generally endorsed it and praised its advantages over traditional, cost-of-service regulation.  For example, the Maine Public Utility Commission recognized that a multi-year incentive regulation plan offered the following benefits:

risks can be shifted to shareholders and away from ratepayers (in a way that is manageable from the utility’s financial perspective); and because exceptional cost management can lead to enhanced profitability for shareholders, stronger incentives for cost-minimization are created.

In its order approving an alternative regulation plan for MidAmerican Energy Company, the Iowa Utilities Board recognized that all parties can benefit from incentive regulation:

There are substantial benefits to a five-year settlement.  First, a predictable revenue stream for MidAmerican will facilitate investment in revenue producing assets, such as new generation.  MidAmerican is assured that any increased revenues from those assets will not be reflected in rates for at least the term of the settlement.  Second, customers have price surety for five years, absent any rate design changes.  Third, rate stability encourages the efficient operation of revenue producing assets.  If MidAmerican effectively maintains its generating and transmission assets and appropriately administers wholesale sales, both MidAmerican and its customers will benefit through the revenue sharing mechanism.
 

The Alabama Public Service Commission (APSC) first approved Alabama Power’s Rate Stabilization and Equalization (RSE) plan back in 1982.  The Commission endorsed the plan at that time as a:

significantly improved method of setting utility rates sufficient to provide the Company with stable and adequate returns, to provide the public with the lowest possible rates 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: 

[much] of the Company’s success has come as a result 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 Alabama Commission continues to regulate Alabama Power under a form of incentive regulation—two decades after first moving away from traditional, cost-of-service regulation.
 
Q.
Has the trend in electric power been toward more broad-based performance benchmarks and away from more targeted performance benchmarks?

A.
Yes.  The trend in more recent incentive regulation plans has clearly been in the direction of more broad-based performance benchmarks, such as prices and earnings.
 This is also consistent with the empirical evidence that targeted performance benchmarks do not necessarily increase overall efficiency performance of the utilities. 

 Q.
Is it reasonable to expect that the performance of broad-based incentive regulation in electric power will compare favorably with the experience in telecommunications?

A.
Yes.  The preponderance of the evidence from the telecommunications industry is that all major stakeholders benefited from the adoption of broad-based incentive regulation.  There is every reason to believe that the same experience will be replicated in the electric power industry.  This question really comes down to whether regulated firms will respond to the profit motive to improve operating efficiency, to introduce new and innovative products and to invest prudently when allowed to partake in the returns from those investments.   The experience with incentive regulation over the last two decades in the U.S. and around the world allows this question to be answered in the affirmative. 

Q.
Please summarize the experience with incentive regulation in the electric power industry.

A.
The adoption of incentive regulation in electric power parallels the trend established in telecommunications.  The initial move away from cost-of-service regulation is typically a rate-moratorium with earnings sharing followed in due course by price cap regulation. The experience to date with incentive regulation in electric power is encouraging and reflects a move away from more targeted performance benchmarks and toward more broad-based performance benchmarks.  The expectation is that this trend will continue.  There also is a growing sentiment among public service commissions that broad-based incentive regulation offers a means by which to provide strong incentives for efficiency while ensuring that consumers share in those efficiency gains.
 

VI.  COMMON MYTHS ABOUT INCENTIVE REGULATION

Q.
Is it true that incentive regulation guarantees the regulated firm high profits?


A.
No.  The regulated firm’s profits may either rise or fall with adoption of incentive regulation depending upon its overall performance.  In other words, the regulated firm agrees to bear greater risk in return for the prospect of greater reward.  That greater reward may or may not materialize.  However, it is also true that regulated firms have responded to these enhanced incentives with increased efficiency and realized higher profits as a result.  
Q.
Is it necessarily true that incentive regulation allows the regulated firm to benefit from the inherent deficiencies in cost-of-service regulation?


A.
No.  Under traditional, cost-of-service regulation, the regulatory authority determines whether the costs and investments by the regulated firm were “prudently incurred” and hence whether they should be reflected in the rates that consumers pay.  As discussed above, it is generally recognized that traditional, cost-of-service regulation does not provide strong incentives for efficiency.  The expectation, of course, was that incentive regulation would encourage the regulated firm to innovate and discover new and improved methods for increasing efficiency.   To ensure that consumers shared in the efficiency gains resulting from this change in regulatory regime, the initial incentive regulation plans in the telecommunications industry frequently mandated rate refunds, bill credits, and infrastructure commitments as an additional “entry fee” for incentive regulation.
  It is significant also that these additional efficiency gains were passed on to consumers on a prospective basis and were therefore independent of whether they were actually realized by the regulated firm.    

Q.
Is it true that strong earnings for the regulated firm necessarily imply rates that are too high for consumers?

A.
No, as the analytical research demonstrates, relative to cost-of-service regulation, consumers have benefited from stable or falling prices under incentive regulation that are independent of the regulated firm’s actual performance—that is, whether profits are strong or profits are weak.  The regulated firm will likely respond to the superior incentives put in place under incentive regulation by increasing its investment in cost-reducing innovation.  This may lead to higher profits for the firm.  The regulator could appropriate these dollars—dollars that may not exist but for the superior incentives of incentive regulation—and pass them on to consumers in the form of reduced rates in the short run, but only at significant costs associated with such actions in the longer run.  The cost of such actions is measured in terms of reduced incentives for the regulated firm to undertake cost-reducing innovation in the future.  Hence, such a policy could well result in consumers paying higher rates in the longer run than would otherwise be necessary had the regulator honored its commitment to the regulated firm.   A regulatory policy based on the philosophy that “no good deed should go unpunished” is likely to discourage the very type of efficient behavior that sound regulatory policy should seek to encourage. 


Q.
Is it true that incentive regulation plans should base the regulated firm’s financial rewards solely on those aspects of the firm’s performance that are of primary concern to the regulator?

A.
No.  If an incentive regulation plan targets financial incentives too specifically on a single, narrow dimension of the firm’s performance, the firm will likely be induced to devote excessive attention to this one dimension and neglect other important dimensions.
  The social costs of such poorly designed performance benchmarks can be extremely high.  This serves to underscore the importance of designing incentive regulation with broad-based performance benchmarks in order to avoid unintended consequences.  It is significant that the trend in recent years in the practice of incentive regulation has been in the direction of broad-based performance benchmarks, such as overall earnings or rate levels. 

As an example, consider a narrowly targeted performance benchmark that rewards the firm on the basis of employees per megawatt hour supplied.  This incentive scheme will encourage the firm to economize on the use of labor in production, but it will not necessarily encourage the firm to produce power at the lowest possible cost.  As discussed above, it is generally recognized that the firm can develop information superior to that of the regulator regarding costs and demand when provided with sufficiently strong incentives to do so.  The regulated firm should be encouraged to use this information and capability to improve overall operating performance, which generally implies the use of broad-based rather than targeted performance targets.   

Q.
Is it true that earnings levels for the regulated firm that trigger earnings sharing necessarily imply rates that are too high?

A.
No.  The earnings of the regulated firm that are shared with consumers represents a “performance dividend.”  Consumers become quasi-shareholders of the firm by the very fact that they benefit when the financial performance of the firm exceeds certain target levels.  These superior performance levels may not be sustainable on a permanent basis and therefore should not necessarily be reflected in lower rates for consumers.   

Q.
Is the design of regulatory policy a “zero-sum” game in the sense that gains to the regulated firm come at the expense of consumers?

A.
No.  The rate at which incentive regulation has been adopted in the telecommunications industry can only be described as “warp” speed.  This has occurred primarily because all parties, including consumers, regulated firms, competitors, and regulators could benefit from the adoption of incentive regulation.  Indeed, the evidence suggests that these benefits have been pervasive and realized by all key stakeholders.  The adoption of incentive regulation is not a zero-sum game, but in fact a positive-sum game.  


VII.  EXPERIENCE UNDER THE EARP

Q.
Economic theory suggests that all key stakeholders can benefit from the adoption of incentive regulation. Has this been the experience with the EARP? 

A.
Yes.  Consumers, Union Electric, the state of Missouri and the regulatory process have all benefited from the EARP.  It is, of course, difficult to determine what the alternative state of the world would have looked like under continued cost-of-service regulation, but it is clear that Union Electric’s performance under the EARP compares quite favorably in multiple dimensions to what would likely have been the experience under traditional, cost-of-service regulation.  

A.  Consumer Benefits

Q.
Please describe the types of  benefits that consumers have realized over the course of the EARPs.


A.
Consumers have benefited in at least four different ways from the incentives provided under the EARPs to make prudent investments in infrastructure and operate efficiently.  First, consumers have been the beneficiaries of sharing credits and rate reductions that total some $425 million.  Second, Union Electric customers enjoy some of the lowest electric power rates of any major metropolitan area in the country.   Third, consumers bear less risk under the EARPs for rate increases driven by earnings deficiencies than would have been the case under traditional, cost-of-service regulation.  Fourth, Union Electric has been able to maintain or improve service quality and reliability while enhancing overall operating efficiency. 

Q.
Please describe the nature of the $425 million in bill credits and rate reductions that consumers have realized over the course of the EARPs.

A.
The $425 million in sharing credits and rate reductions reflect the benefits that consumers derive from Union Electric’s superior efficiency, including cost control and sound management practices,
 demonstrated over the course of the EARPs.  Moreover, Union Electric customers have received these sharing credits in a timely manner, typically less than a year, with only modest regulatory or procedural delays.  As discussed in the testimony of Dr. Lowry, Union Electric has demonstrated improved productivity growth during the EARP years.  For example, Dr. Lowry’s analysis shows that over the 1995-2000 period UE’s operating costs have grown 1.68% more slowly than the costs of a typical utility with UE’s operative characteristics.  As Dr. Lowry shows, this means that UE’s total annual costs today would be higher by approximately $200 million absent the performance gains that the Company was able to achieve under the EARPs.  Hence, UE clearly demonstrated pronounced productivity gains over the course of the EARPs.  Dr. Lowry’s analysis also shows that model predictions of overall costs for a company with Union Electric’s operating characteristics are 14.3% higher than UE’s actual costs.   

Q. 
What is the basis for your statement that Union Electric’s customers enjoy some of the lowest rates in any major metropolitan area in the country?

A.
Schedule 2 of my testimony provides a set of figures and tables that compare electricity prices across metropolitan areas and in relation to the prices for all 

goods and services.  These figures and tables are based on data from the Bureau of Labor Statistics (BLS), the government agency that compiles consumer price information, and the Edison Electric Institute. The BLS reports average electricity prices for 15 major U.S. metropolitan areas, including the St. Louis metropolitan area.  Schedule 2-1 shows that during the year ending June 30, 2001 (the last sharing period under the Company’s EARP) consumers in the St. Louis metropolitan area enjoyed some of the lowest electricity prices of any major metropolitan area in the country—second only to Seattle which is naturally-endowed with hydro-electric capabilities.  

Q.
What is the significance of comparing rates in St. Louis with the rates of other major metropolitan areas?

A.  The cost of operating in major metropolitan areas tends to be high (due to factors such as property costs and taxes).  Hence, a comparison across major metropolitan areas is more appropriate because it controls, in part, for operating characteristics that are beyond the firm’s control.  Schedule 2-2 presents the 1998-2001 average cost of electricity in the Midwest and nationwide as reported by the BLS.  The chart shows clearly that in the Midwest and nationwide (1) average electricity costs for mid-sized metropolitan areas significantly exceed the electricity costs in small metropolitan areas; and (2) electricity costs in large metropolitan areas on average exceed those of mid-sized metropolitan areas.  Schedule 2-2 specifically shows that average rates in large metropolitan areas in the Midwest are approximately 20% higher than the average rates of small Midwestern metropolitan areas.  Importantly, these BLS data also show that electricity rates for consumers in St. Louis, a metropolitan area with approximately 2.4 million people, are almost as low as the average electricity rates for small Midwestern metropolitan areas with less than 50,000 people.
Q.
How do Union Electric’s rates compare to the rate performance of other utilities in the Midwest during the period of the EARPs? 

A.
Schedule 2-3 compares consumers’ average electricity prices for the year before the first EARP with average electricity prices in the last year of the second EARP.  The chart specifically shows electricity prices in St. Louis relative to the average prices for small, large, and all urban areas in the Midwest.  It shows that, regardless of the size of metropolitan area, average electricity prices in the Midwest have increased since 1994/95, while electricity prices in St. Louis have decreased.  As a result, while St. Louis electricity prices for 1994/95 were only somewhat lower than average prices for all Midwestern urban areas surveyed by the BLS, electricity prices in St. Louis are now significantly lower than the average for the Midwest.  They are, in fact, closer to the much lower average prices for small metropolitan areas.  It should be emphasized that these rate comparisons overstate the effective rates that Union Electric’s customers are paying, because the BLS data do not reflect either the seasonal discounts or the sharing credits under the Company’s EARP. Notably, Schedule  2-4 also shows that Union Electric has been able to maintain prices for electric power consistently below the average prices paid by consumers in St. Louis.

Q. How does the behavior of electricity prices in St. Louis compare with the price trends for all other goods and services in St. Louis?

A.  Schedule 2-5 compares the  prices for electricity with the prices for all goods and services in the St. Louis metropolitan area over the 1994-2000 period.  While the prices for all goods and services increased by 15.4% and energy prices increased by 24.4% over this period, effective retail electricity prices for Union Electric’s consumers declined by 6.8%. Further discussion of this comparison based on the most recent data available is provided in Schedule 9 of Mr. Kovach’s testimony.   
Q.
How might the Commission use these price comparisons in their deliberations in this proceeding?


A.
 I believe that these price comparisons give credence to the claim that Union Electric’s solid returns did not come at the cost of high rates for consumers of electric power.  This observation notwithstanding, it is important that some care be taken in interpreting these rate comparisons.  While the rate comparisons themselves are purely descriptive in nature on a stand-alone basis, they take on added significance when evaluated as part of Union Electric’s overall record of performance with respect to its (i) productivity growth over the course of the EARPs; (ii) record on service quality and reliability; (iii) prudent management practices and cost-control; (iv) environmental protection and preservation; and (v) deployment of innovative technology.  In other words, these price comparisons add to the weight of the evidence that Union Electric has been able to surpass—perhaps by a sizable margin—the relevant industry-wide benchmarks requisite to a proper evaluation of “competitive” performance. 

Q.
What do you mean precisely when you say that Union Electric’s customers bear less risk than they would have under traditional, cost-of-service regulation?

A.
 As discussed in Section IV, incentive regulation provides better rate predictability through a more indirect link between the prices that consumers pay and the actual costs of the regulated firm.  This means that consumers are shielded, in part, from rate increases that likely would have been implemented under traditional, cost-of-service regulation.  This increased rate stability or “insurance” is a direct benefit to consumers regardless of whether Union Electric actually experiences an earnings deficiency.  This greater risk-bearing on the part of Union Electric under the EARPs necessarily implies less risk-bearing on the part of consumers.  

Q.
What is the significance of the fact that Union Electric has been able to maintain or improve service quality and reliability over the course of the EARPs?

A.
The productivity gains that Ameren has achieved over the course of the EARPs have not come at the cost of reduced service quality or reliability.  To the contrary, Union Electric has been able to maintain or improve service quality and reliability over the course of the EARPs. The specific details of this performance are discussed in the testimony of Mr. Voss.  This is significant because it attests to the fact that Union Electric has maintained or improved service quality while supplying power more efficiently.  

Q.
Are there additional benefits that consumers have realized either directly or indirectly during the EARPs?

A.
Yes.  Union Electric has been recognized as an “environmentally-friendly” company that has consistently demonstrated its ability to control not only its own costs, but also environmental costs that may be borne by future generations, such as emissions 

and pollutants released into the air and waterways.
   In addition, Union Electric has been recognized as an innovative company that has deployed new technology (e.g., pollution control technology and automated meter reading) in a cost-effective manner in order to meet the evolving needs of consumers of electric power in Missouri.
   

B.  Regulatory Process Benefits

Q.
Please describe how the regulatory process has benefited from the EARP?

A.
The EARPs have streamlined the regulatory process by alleviating the need for costly and time-consuming rate cases.  This has saved time and expense while enabling Union Electric’s managers to focus their attention on improving performance and meeting the needs of consumers in the marketplace rather than tending to the regulatory process.
  Symmetrically, the Commissioners and the Staff have been able to reallocate more of their time and attention to other regulatory matters without the need to enlist additional resources.
  This is not to suggest that the EARP has not entailed some administrative intervention because it has, but this administrative intervention likely pales in comparison with the costly litigation and resource expenditures required for frequent rate cases.

A streamlined regulatory process will be particularly important in light of the competitive transition in the electric power industry at both the wholesale and retail levels.
  These industry changes and their implications for regulatory policy are discussed in the testimony of Dr. Fox-Penner. 


Finally, it is important to point out that regulatory processes—rate cases in particular—are not benign as they provide a forum for rent-seeking behavior.
 Rent-seeking refers generally to socially unproductive expenditures on securing outcomes that are privately beneficial but socially detrimental.  In fact, recognition of the inherent inefficiencies associated with rent-seeking behavior in regulatory proceedings prompted one prominent law and economics scholar to conclude “that the social costs of regulation probably exceed the social costs of private monopoly.”
  

C.  Ameren Benefits

Q.
Please describe how Ameren has benefited from the EARP.

A.
As discussed in the testimony of Dr. Lowry, under the EARP Union Electric has been able to reduce input costs and thereby realize productivity gains and overall cost reductions that far outpace the industry average and the company’s own productivity gains achieved prior to the EARPs.  These productivity gains, in turn, have allowed Union Electric to achieve solid financial performance while providing consumers in Missouri with a continuous stream of sharing credits and high quality, reliable power at some of the lowest prices in any major metropolitan area in the country.  This is arguably the very definition of a “win-win” scenario. 
Q.
Is it likely that these benefits could have been realized under traditional, cost-of-service regulation?

A.
No.  It is clear that Union Electric has internalized the superior incentives for efficiency created by the EARP in its own management practices including employee compensation. This is discussed further in the testimonies of Mr. Baxter and Mr. Lindgren.  The consensus view of financial analysts appears to be that Ameren is an efficient, well-run company that has succeeded in markets where others have failed and that has implemented disciplined cost control and prudent management practices.

VIII.  EVALUATION OF THE EARP BY INTERVENORS

A.  Logical Fallacies in Interpretation

Q.
Dr. Weisman, with respect to the distribution of the benefits from the EARP, how do you respond to the intimation by Staff and the statement by Public Counsel that Union Electric may have gotten the better end of the bargain?

A.
I find such statements troubling on a number of different dimensions. First, as discussed in Section VI above, it is incorrect to view the gains from incentive regulation as a zero-sum game.  The intimation seems to be that because Union Electric realized solid earnings, consumers somehow did not get their fair share of the pie.   The facts are that consumers in Missouri enjoyed some of the lowest rates for electric power in any large metropolitan area in the country while participating as quasi-shareholders in the superior financial performance achieved by Union Electric through the earnings sharing provisions in the EARP.  Second, if the default response of the regulator to solid earnings on the part of Union Electric is simply to appropriate those dollars in full and pass them on to consumers in the form of lower rates, it will succeed only in dampening Union Electric’s incentives for efficient performance.  In other words, it will kill the very goose that lays the golden egg.  The opportunity for consumers to enjoy lower rates and partake in these sharing credits is unlikely to exist but for the superior incentives for efficient performance created by the EARP.  Third, consumers enjoyed greater downside protections under the EARP than they would have experienced under traditional, cost-of-

service regulation.  In other words, Union Electric agreed to bear greater risk for “deficient earnings” under the EARP than would have been the case under cost-of-service regulation. The fact that this particular “bad” state of earnings deficiencies did not materialize—an outcome directly influenced by Union Electric’s performance under the EARP—does not imply that consumers did not benefit from the “insurance” that such provisions provide.  Hence, it is disingenuous to claim on the one hand that consumers did not receive a large enough share of the gains from Union Electric’s successes without recognizing on the other hand that consumers did receive significant benefits while they were insulated to a large degree from the rate increases that may have been implemented had Union Electric experienced an earnings deficiency under traditional, cost-of-service regulation.   

Finally, the position of Staff and Public Counsel appears to be that the reasonableness of the rates that consumers pay can only be evaluated in light of the level of Union Electric’s earnings.  According to this logic, consumers would actually be better off if Union Electric were less efficient because while it is possible that consumers would be paying higher rates—it is also true that Union Electric would be earning less.  This is bad economics and even worse public policy because it fails to understand the role of incentive regulation in fostering incentives that have the potential to make all stakeholders better off.      

Q.
Please respond to Staff’s Response to Interrogatory 59 in which it states that “The EARP’s were not designed or intended to be performance or incentive-based regulatory experiments.”

A.
I must confess to being somewhat perplexed by this response.  The crux of Staff’s position here appears to be that the EARP cannot possibly be an incentive regulation plan because the term “incentive” does not appear in the descriptor of the EARP.  I concede that there is no “I” in the set of letters E-A-R-P, but this is most assuredly a distinction without a difference.  Moreover, it is noteworthy that various Commissioners have repeatedly referred to the EARP as an “incentive plan” when it was evaluated at the outset.
  The precise verbiage used to refer to the EARP is seemingly unimportant.  The fact of the matter is that the structure of the EARP is very similar in many respects to both the early incentive regulation plans in the telecommunications industry and many existing incentive regulation plans in the electric power industry.  

Q.
What are the key facts that you believe should be taken into account by this Commission concerning the role of incentives in regulating utilities in Missouri. 

A.  There are four key facts that I believe to be pertinent to this issue.  First, as discussed in Section III, the Missouri Supreme Court has repeatedly stated that “State regulation takes the place of and stands for competition.”
  Second, the Commission is obliged to consider “all . . . facts that have a material bearing upon the establishment of ‘just and reasonable’ rates as contemplated by [Missouri] statutes and decisions.”
  

Third, the choice of a “competitive standard” is not an arbitrary one.  Rather, it reflects the consensus view among economists that the “competitive standard” puts in place the correct incentives for efficient performance for regulated firms.  Fourth, the predominant view in the economics literature is that incentive regulation is superior to traditional, cost-of-service regulation in emulating such a competitive market outcome.   Regardless of how the Staff chooses to characterize the EARP, these four facts confirm that the Staff would be required to objectively and thoroughly evaluate the EARP relative to traditional, cost-of-service regulation.  This type of evaluation has not been done.  

Q.
Has Staff performed such an evaluation in its February 1, Report?

A.
No.  The Staff has posed a set of “evaluation criteria” in its report that focus on a comparison of performance levels between incentive regulation and traditional, cost-of-service regulation, but it has not actually conducted a comprehensive evaluation.  And yet, without such an evaluation, it is difficult to understand how the Commission could possibly make an informed decision as to the merits Union Electric’s alternative regulation experience based on Staff’s report alone.   

The Staff’s report is focused, disproportionately in my view, on what it believes to be “excessive earnings” on the part of Union Electric under the EARP, but there is no good-faith attempt to investigate the performance of the EARP—either in terms of  Union Electric’s performance relative to historical levels or to other utilities that have operated under cost-of-service regulation.  The Staff’s position is that the experimental nature of the EARP entails no commitment on the part of the Commission to continue with this form of regulation.   I do not take issue with the fact that the Commission may ultimately determine that a return to traditional, cost-of-service regulation is warranted.  I do take issue, however, with the contention that the Commission should do so without a more informed, objective analysis of the EARP, an analysis that takes full account of all facts that have a material bearing upon the establishment of “just and reasonable” rates and one that concludes on the merits that a return to cost-of-service regulation is superior to continuing with incentive regulation. 

The EARP was an experiment and experiments are typically conducted to produce information and data with which to test a particular hypothesis.  The particular hypothesis in this case concerns whether incentive regulation is superior to cost-of-service regulation for improving performance.  Indeed, the EARP has provided valuable information concerning regulatory principles and practices that should inform the Commission’s deliberations in this case.  In point of fact, it is my understanding that Missouri statutes do not grant the Commission or the Staff unbounded discretion to make capricious, arbitrary and uninformed choices with respect to the setting of “just and reasonable” rates—nor as guardians of the public trust should they endeavor to do so.    

Q.
How do you respond to Staff’s contention on page 11 of its February 2001 report that Union Electric’s earnings were “clearly excessive” under the EARPs?

A.
Given that all parties agreed to the terms and conditions of the EARPs, inclusive of earnings sharing ranges and an absolute cap on allowed returns, there can be no “excessive earnings” by definition.  Union Electric agreed to bear greater risk under the EARP—a lower rate-of-return trigger for a rate case—in  exchange for the prospect of greater reward—the opportunity to realize earnings in excess of the allowed rate-of-return under cost-of-service regulation.  Specifically, under the terms of the first and second EARP, Union Electric’s rate of return from its Missouri electric retail operations could not exceed 13.305 and 13.51 percent, respectively.  It would not be appropriate to characterize this upper bound on earnings as excessive in light of the fact that a number of utilities around the country are earning at this level under traditional, cost-of-service regulation—a form of regulation that entails less risk-bearing on the part of the regulated firm.  These issues are discussed in the testimony of Ms. McShane. 

B.  Performance Benchmarks

Q.
Do you agree with Staff’s contention on p. 6 of its February 2001 Report that “the current EARP contains no performance measures or evaluation criteria on which to judge the success of failure of the EARPs”?

A.
No.  I would agree that the EARP does not contain narrowly targeted performance measures, but this is more likely to be a strength than a weakness.  As discussed in Section VI above, targeted performance objectives can defeat the overall purpose of incentive regulation because it may encourage the regulated firm to meet or beat the performance targets and yet sacrifice overall efficiency in the process.  Union Electric should be encouraged to enlist its superior information about cost and demand to innovate and discover new and improved methods to enhance overall efficiency and performance in the provision of electric power.  This implies that the regulator should refrain from the type of “command and control” micromanagement characteristic of traditional, cost-of-service regulation.  

Q.
What performance measures and evaluation criteria did the EARPs contain?

A.
First, rates were frozen for the duration of these incentive regulation plans.  Union Electric’s performance standard was as broad as it could be:  the price that customers pay for the Company’s services.   Hence, Union Electric had strong incentives to practice diligent cost-control and find new and innovative ways to enhance efficiency in order to keep its average costs below this benchmark.   Second, earnings that reached stipulated levels were shared with consumers.  Moreover, consumers received an ever-increasing share of these earnings as the level of earnings increased.  Third, the relatively short duration of these incentive plans coupled with the knowledge that its performance across multiple dimensions (e.g., service quality, reliability, safety, environmental record and expeditious distribution of sharing credits) would be scrutinized in the course of deciding whether Union Electric would remain under incentive regulation provided yet another important performance benchmark.  

Q.
Please describe what you mean by broad-based as opposed to targeted performance benchmarks. 


A.
A primary objective of incentive regulation is to enhance overall efficiency.  This might be achieved by rewarding the firm on the basis of targeted performance benchmarks for each technology type (e.g., cost per kilowatt hour for coal, gas and nuclear power, transmission, distribution, energy efficiency, reliability and so on).  A superior approach, however, is to provide the regulated firm with a simple, easy to understand, financial incentive to supply electric power at the lowest possible cost without concern as to the specific technologies or management practices used to achieve these efficiencies.  Notably, this is precisely the type of incentive structure that is in place under the EARP and is, in fact, used throughout our market economy.  To wit, shareholders generally refrain from micromanagement of managerial decisions, but rely instead upon broad-based performance benchmarks such as earnings or stock price appreciation.  With the use of broad vis a vis targeted performance benchmarks, the firm will have an incentive to enlist its information advantage and innovative capabilities to improve overall efficiency.  It is not necessary and potentially counterproductive for the regulator to specify precisely how these efficiencies should be achieved with targeted performance benchmarks.   As Professor David Sappington has observed:

A related problem with targeted incentive schemes is that superior alternatives may be avoided altogether.  Because of his imperfect information about the regulatory environment, the regulator may not be aware of every activity that can reduce operating costs.  For example, the regulator may be unaware of new computer software that can improve coordination of production across plants, and thereby reduce operating costs.  Unaware of the software, the regulator will not think to create specific incentives for its use.  Consequently, the firm will be motivated to pursue those cost-reducing activities for which it receives explicitly targeted rewards, and will shun alternative activities for which no reward is promised.  In contrast, if the regulator established an incentive structure under which the firm is rewarded for reducing operating costs, regardless of how the costs are achieved, the firm would be induced to engage in the set of activities that achieve any given level of cost reduction most efficiently.
 

This observation notwithstanding, there may be some reticence on the part of the Commission and Staff to accept these broad-based performance benchmarks because it requires them to grant the regulated firm greater discretion in how it operates its business. 

Q.
Do you concur with the contention on page 14 of Staff’s Report that “the protection which the EARPs have provided UE from rate changes resulting 

from Staff excess earning complaint cases has continually put UE in a protected earnings position….”

A.
No.  The fundamental flaw with Staff’s argument is that it observes an outcome from an incentive regulation regime and incorrectly presumes that this same outcome would have been realized under traditional, cost-of-service regulation.  In point of fact, the “excessive earnings” that Staff wants to appropriate from Union Electric may exist only because Union Electric credibly believed that the Commission would honor its commitment and allow Union Electric to retain the fruits of its efforts, at least within reasonable limits.   Moreover, in similar fashion to Public Counsel, the Staff errs in failing to recognize that consumers benefit from the fact that Union Electric is more limited in its recourse to the Commission for rate increases driven by earnings deficiencies than would have been the case under traditional, cost-of-service regulation.  Hence, in a different state of the world in which Union Electric had failed to operate efficiently, ratepayers would have been shielded, in part, from rate increases that likely would have been implemented to remedy the resultant earnings deficiencies.  The fact that this state of the world did not materialize is not a deficiency of the EARP, but rather confirmation of Union Electric’s superior performance.   

Q.
How do you respond to the contention on page 14 of Staff’s Report that it “views EARPs as a form of continuous revenue requirement scrutiny”?

A.
This statement is troubling because it reflects regulatory practices that run directly counter to both economic principles and Missouri statutes.  First, it is well-known that “continuous revenue requirement scrutiny” provides little if any incentive for efficient performance and arguably represents the “worst” way to practice cost-of-service regulation from the perspective of promoting long-term, dynamic efficiency.  This stands in sharp contrast to the strong incentives for efficient performance provided by competitive markets.  Given that Missouri statutes direct the Commission to serve as a substitute for competition,  the Staff’s position essentially amounts to an affirmation that it has adopted a standard for regulatory scrutiny that is the very antithesis of the goal of emulating a competitive market outcome.  

Q.
Do you agree with the contention on page 26 of the Staff Report “that the existence of the EARPs has shielded UE from certain Staff adjustments to cost of service that have been effectuated on other utilities operating in the state of Missouri.” 

A.
No.  A fundamental principle underlying incentive regulation is that the regulated firm bears greater risk in exchange for the prospect of greater reward.  It is patently incorrect to argue that because relatively high earnings were realized by the regulated firm under incentive regulation that it was somehow protected because other utilities that were subject to traditional, cost-of-service regulation would not have been allowed to retain that level of earnings.  Once again, the fundamental flaw in Staff’s logic is the presumption that the level of efficiencies realized is independent of the form of regulation under which the regulated firm operates.   Moreover, the Staff fails to recognize that Union Electric would not enjoy the same recourse to the Commission under the EARP for rate increases due to an earnings deficiency that would have been afforded other utilities subject to traditional, cost-of-service regulation.  This rate stability or “insurance” is a benefit to consumers regardless of the state of the world—high earnings or low earnings for the regulated firm—that actually materializes.  

C.  Competition As A Discovery Process

Q.
Do you agree with the contention on page 13 of Staff’s Report that “UE could have achieved many of the ‘efficiencies’ that have been reflected in the EARPs” under traditional, cost-of-service regulation? 

A.
No.   The experience from the telecommunications industry suggests that incentive regulation resulted in productivity gains and improved performance that would not have been realized under traditional, cost-of-service regulation.  This is not to suggest that what transpired in telecommunications will necessarily be repeated in all respects in electric power.  That having been said, the best information available, including a voluminous amount of economic research of both a theoretical and empirical nature, suggests that incentive regulation fosters productivity gains that would not have been realized otherwise. 

Q.
Do Missouri statutes require Union Electric to be efficient in provisioning electric power to consumers in Missouri?

A.
Yes.  But as discussed above, the experience with respect to both command economies and incentive regulation certainly suggests that incentives are superior to legislative mandates and central planning for allocating resources to their highest valued use and encouraging efficient behavior.  In fact,  a recent report of the Missouri Energy Policy Task Force “recognizes that state agencies may be reluctant to become more efficient if those efficiencies result in a dollar-for-dollar reduction in their budgets.”
  The Task Force therefore recommends that these agencies must be given some incentive in order to become more efficient: “the policy of the state of Missouri … should allow an agency that achieves quantifiable energy savings to retain a reasonable portion of that amount in its budget to advance the agency’s mission.”
  What this passage correctly recognizes is that a dollar-for-dollar appropriation of cost savings—a feature of strict cost-of-service regulation—is unlikely to elicit efficient behavior.  

Whether it is a state statute proclaiming “thou shall be efficient” or a “five year” plan in the former Soviet Union attempting to substitute for the marketplace, we now recognize and accept as an axiom of human behavior that incentives are a superior method for motivating desired behavior.  It is in this context that the substitution of incentive regulation for traditional, cost-service regulation is observed with increasing frequency.    

Finally, it is incorrect, in my view, to characterize the efficiency benefits of incentive regulation as somehow suggesting that regulated utilities deliberately engaged in inefficient behavior under cost-of-service regulation.  This is so because competition is first and foremost a discovery process in which efficient operating practices and superior innovations are revealed over time.  Hence, it is not necessarily the case that a utility subject to cost-of-service regulation simply disavows known superior operating practices and opportunities to innovate.  Rather, it is that the incentives requisite to their discovery are simply not present.   In other words, the regulated firm cannot knowingly ignore or disavow what it has yet to discover. 

Q.
Would a Staff recommendation to return to traditional, cost-of-service regulation run counter to industry trends?

A.
Yes.  While a return to traditional, cost-of-service regulation is not unprecedented, it tends to be the exception rather than the rule.  As discussed in Section V, there has been a pervasive adoption of incentive regulation in the telecommunications industry and this same trend can be discerned in electric power.   In a small number of cases, regulators have suspended the incentive regulation plan and returned the regulated firm to cost-of-service regulation.  There are also examples in which regulated firms chose to return to cost-of-service regulation.  The causal factor for these actions was typically some breach of the terms and provisions of the incentive regulation plan by the regulated firm or the regulator.  For example, the regulated firm may have allowed quality of service to deteriorate over the course of the incentive regulation plan, or the regulator may have been unable to make a credible commitment to the reward/penalty structure of the incentive plan.   

IX.  THE PROPOSED ALTERNATIVE REGULATION PLAN 

(Alt Reg Plan)

A.  Key Provisions

Q.
Please describe the key features of Union Electric’s Alternative Regulation Plan (“Alt Reg Plan”).

A.
The proposed Alt Reg Plan is discussed in detail in the testimony of Mr. Baxter.  The key provisions of this plan include:

1. A one-time credit of  $15 million.

2. A permanent rate reduction of $15 million annually.   

3. A guaranteed $17 million in annual “performance dividends” ($15 million for customer credits and $2 million for LICAP and EDP) for earnings above 10.5 percent. 

4. An earnings sharing provision designed so that customers receive additional benefits from Union Electric’s superior performance. 

5. The creation of fund for a Low Income Assistance and Economic Development with an initial infusion of $10 million and subsequent annual funding through the performance dividend.

6. An infrastructure investment  commitment.

7. A rate case trigger if earnings fall below 9.5 percent for more than 12 consecutive months. 

8. Streamlined administration of the plan.

9. Accelerated payment of performance dividends and interest on any unpaid amounts. 

10. Explicit monitoring of service quality. 

B.  Stakeholder Benefits

Q.
Please describe the benefits that flow to consumers under the Alt Reg Plan.

A.
Consumers benefit in at least five different ways under the proposed Alt Reg Plan.  First, consumers enjoy a rate reduction at the outset of the plan that reflects Union Electric’s pronounced productivity gains realized over the course of the last EARP.  It is important to place this rate reduction in its proper context since consumers of Union Electric’s services currently enjoy some of the lowest rates in any major metropolitan area in the country.  Second, consumers are treated as quasi-shareholders in that, in addition to the $17 million  baseline performance dividend, they will receive incremental performance dividends whenever Union Electric’s gross returns exceed 12.5 percent.  Third, consumers (inclusive of low-income assistance and economic development) will partake in $17 million of “guaranteed” performance dividends provided that Union Electric’s gross return-on-equity is at least 10.5 percent.  Fourth, customers enjoy a greater degree of rate stability relative to that which they would experience under traditional, cost-of-service regulation.  In other words, consumers are protected within reasonable limits from rate increases driven by earnings-deficiencies that normally would be implemented under traditional, cost-of-service regulation.  Finally, customers also benefit from Union Electric’s initial infusion of $10 million for low income assistance and economic development plus the annual funding by means of the performance dividend. 

Q.
Please describe how the regulatory process benefits from the Alt Reg Plan.

A.
The Alt Reg Plan continues and improves upon the streamlining of the regulatory process that was evident under the EARPs.  First, the plan calls for a three-year term that will eliminate the need for costly and time-consuming rate cases for at least this period of time.  This is likely to be particularly important in light of growing competitive pressures in the electric power industry and the resources that such complexities can be expected to consume, not only for Union Electric, but for the Commission and its Staff as well.  Second, the process for distributing performance dividends is streamlined under the Alt Reg Plan to significantly accelerate the timely distribution of performance dividends to consumers while ensuring that any disputes that do arise are resolved in an expeditious manner without delay in the payment of the undisputed amount.  Third, the Alt Reg Plan stipulates that the Commission is to be provided with regular reports that detail financial performance, monthly operating budgets, infrastructure commitments and service quality.  Hence, the Alt Reg Plan does not contemplate any curtailment of Commission oversight.  

Q. 
Please describe the benefits that will flow to Union Electric under the Alt Reg Plan.

A.
The benefits to Union Electric under the Alt Reg Plan are conditional on its performance, just as they would be if it were operating under competitive market conditions.  If Union Electric performs well and is able to control its costs, it will enjoy returns that exceed those that it would have realized under traditional, cost-of-service regulation.  If Union Electric performs poorly, it will realize returns that fall short of those returns that it would have realized under traditional, cost-of-service regulation.  Hence, the Alt Reg Plan allows Union Electric to bear more risk in exchange for the prospect of greater reward.  Notably, the fact that Union Electric is bearing greater risk under the Alt Reg Plan necessarily implies that consumers are bearing less risk.  In other words, customers are protected with “insurance” in the form of rate stability.  

C.  Assessment of Design Elements

Q.
Does the Alt Reg Plan Rely Upon Broad-Based Performance Benchmarks?

A.
Yes.  The plan is broadly focused on the rates that customers pay as opposed to narrowly-targeted performance benchmarks.  The trend in the electric power industry (and virtually all industries implementing incentive regulation plans) is to move away from targeted performance benchmarks in the direction of broad-based performance benchmarks.  Hence, Union Electric and, in turn, its customers can benefit form enhanced efficiency in a manner that is largely independent how those efficiencies are achieved.  This important attribute of the Alt Reg Plan is consistent not only with the growing trend in the electric power industry, but with accepted doctrine in the economics literature as well.  

Q.
How does the sharing grid and maximum allowable earnings for the Alt Reg Plan compare to that of the previous EARP?

A.
Relative to the last EARP, consumers (inclusive of the LICAP and EDP) under the Alt Reg Plan enjoy a baseline performance dividend of $17 million  plus a higher level of sharing in the first earnings band—55 percent versus 50 percent.   The combination of the revised sharing grid and baseline performance dividends also means that the threshold for incremental sharing has been reduced from 12.61 percent to approximately 12.1 percent .  Furthermore, the maximum possible return for Union Electric is decreased from 13.51 percent in the last EARP to approximately 13.3 percent under the proposed Alt Reg Plan.  In addition, the normalized sharing-credits realized over the course of the last EARP form the basis for the permanent rate reduction in the proposed Alt Reg Plan.  Hence, because additional efficiency gains are increasingly more difficult to achieve and consumers are provided with an even larger share of earnings, the Alt Reg Plan is designed to be even more challenging for Union Electric.  In other words, Union Electric must work harder and be more innovative in order to achieve the same returns it realized over the course of the last EARP.  

Q.
Does the Alt Reg Plan provide the opportunity for all key stakeholders to be made better off in comparison with traditional, cost-of-service regulation?

A.
Yes.  The Alt Reg Plan provides the opportunity for all key stakeholders (consumers, the regulator and the regulated firm) to be made better off in comparison with traditional, cost-of-service regulation.  Moreover, it is important to recognize that the one-time credit of $15 million, the up-front rate reduction of $15 million annually, the $17 million  in baseline performance dividends, and the increased rate stability are largely independent of Union Electric’s actual performance.  The other source of consumer benefits—the incremental performance dividends—allows consumers to benefit additionally as quasi-shareholders from Union Electric’s superior performance on pre-sharing returns above 12.5 percent. 
Q.
Does the Alt Reg Plan contain pass-through provisions that would enable Union Electric to petition for a rate increase due to events that are beyond its control? 

A.
Yes, but the scope of these provisions is quite modest in comparison with other incentive regulation plans.  For example, the Alt Reg Plan allows for pass-through provisions in the case of (i) Acts of God; (ii) terrorists acts; and (iii) changes in governmental or regulatory policies (e.g., taxation and legislative actions).  Two observations should be noted with respect to these pass-through provisions.  First, the pass-through provisions are symmetric with respect to increasing and decreasing rates.  Second, because the pass-through provisions are quite limited, Union Electric bears a greater degree of risk in that it has limited recourse to the Commission to petition for higher rates due to events of an adverse nature that are beyond its control.  Greater risk-bearing on the part of Union Electric necessarily implies less risk-bearing on the part of consumers.  In other words, consumers will enjoy an even greater degree of rate stability that would otherwise be the case.     

Q.
By way of summary, please provide an overall assessment of the proposed Alt Reg Plan.

A.
An incentive regulation plan is not a “one-size-fits-all” proposition.  This suggests that incentive regulation plans are likely to vary across jurisdictions and across regulated firms within those jurisdictions in a manner that reflects varying objectives for the incentive regulation plan and the particular operating characteristics for the regulated firm.  In this sense, the Alt Reg Plan is a natural successor to the EARPs.  First,  it is transparent and easy to understand which means there should be few surprises and hence fewer disputes.  Second, the Alt Reg Plan incorporates broad-based performance benchmarks that will provide Union Electric with incentives to innovate and discover new methods by which to improve efficiency.  Third, the plan is designed to make all stakeholders better off.  Fourth, while there are more elaborate incentive regulation plans in place in other jurisdictions, the Alt Reg Plan builds on the solid foundation of the EARPs and a record of performance that has served all stakeholders well.  In other words, this type of incentive regulation plan “works” well and thus represents both sound regulatory practice and good public policy.       

X.  RETURN TO COST-OF-SERVICE REGULATION

A.  Key Principles

Q.
Should the Commission ultimately decide to return Union Electric to cost-of-service regulation, do you have any thoughts concerning the economic principles that should govern this change in regulatory regime?


A.
Yes.  First of all, let me reiterate my strong conviction that all parties can be made better off under incentive regulation and that incentive regulation is superior to traditional, cost-of-service regulation in improving performance and emulating a competitive market outcome.  That said, allow me to address two primary economic principles that should be followed if the Commission ultimately decides that a return to cost-of-service regulation is warranted. 

1. The Commission should not set artificially-low allowed rates, including an inadequate return, in an implicit or explicit attempt to claw-back some of the earnings that the Staff deemed to be “excessive” under the EARPs.  Such actions would breach the Commission’s commitment to Union Electric under the terms of the EARPs.  Symmetrically, in a different state of the world in which Union Electric had not fared-well financially under the EARPs, it should not be granted an artificially-high allowed rate-of-return in the transition back to cost-of-service regulation to compensate it for its losses under the EARPs.  Both the regulatory authority and the regulated firm must honor the commitment to the terms of the incentive regulation plan—regardless of whether the outcome for the regulated firm is positive or negative.  Doing otherwise will simply “destroy” performance incentives.

2. The EARPs provided Union Electric with stronger incentives to enhance the efficiencies of its operations.  These efficiencies are reflected in Union Electric’s capital investments, its information systems, its management practices, its employee compensation practices, and its superior business acumen.  The Commission should recognize that these efficiency enhancements transcend the end of the last EARP and will unavoidably “spill over” into any new cost-of-service regulatory regime.  This means that the cost-of-service for Union Electric consumers now is lower than it would have been in the absence of the EARPs.  The Commission should account for this positive “spill-over” by augmenting, within a reasonable range, the allowed rate of return to reflect these efficiencies.  Symmetrically, if Union Electric had manifested lethargy and exercised poor business judgment under the EARPs, the cost-of-service would likely be higher that it would have been in the absence of the EARPs.  If that were the case, the Commission should account for this negative “spill-over” by reducing the allowed rate-of-return towards the low-end of a reasonable range to reflect these inefficiencies. 

Q.
Are you suggesting with these principles that the Commission contemplate an allowed rate of return that varies with the efficiencies of the regulated firm?

A.
Yes, this is precisely what I am suggesting.  An allowed rate of return that does not vary with relative firm efficiencies, after controlling for factors that are beyond the firm’s control, essentially rewards the lethargy of the inefficient firm and penalizes the diligence of the efficient firm.  Indeed, Professor James Bonbright recognized more than 40 years ago that the most serious of all the objections to cost-of-service regulation is that:

… as long as rates are fixed so as to assure even a company under mediocre management that it can cover its costs, including a “fair rate of return,” and as long as any higher return is denied even to a company under exceptionally able management, there will be lacking under regulated private ownership a stimulus for efficiency comparable to the stimulus of actual competition.  … it suggests the wisdom of more systematic and deliberate efforts on the part of regulating agencies to distinguish, somewhat as competition is supposed to do, in favor of companies under superior management and against companies under substandard management.  The distinction might take the form of an express and publicly recognized differential rate of return…

Q.
Are there dynamic efficiency considerations that the Commission should take into account if it decides to return Union Electric to traditional, cost-of-service regulation? 

A.
Yes.  The Commission should recognize the importance of providing strong incentives for dynamic efficiency.  An inordinately-low allowed rate of return will reduce internal funds available to finance the regulated firm’s infrastructure improvements and capacity expansions.  This may be particularly critical in light of recent events:

Investors and lenders, spooked by the twin specters of California and Enron, have become less likely to commit capital to building new power plants, transmission lines and gas pipelines.  The U.S. will require big additions to its power production and distribution capacity when it emerges from the current recession—but for now, the nation’s capital markets are reluctant to provide the necessary funds.
 

Moreover, retained earnings are frequently the preferable means of financing investment projects as they constitute the major source of corporate funds.
  Reductions in these internal funds force the regulated firm to attract needed cash flow from external capital markets.  The induced bias towards external funds generates capital cost pressure and thereby reduces the incentive and ability for the firm to undertake timely infrastructure improvements and capacity expansion.   These dynamic efficiency considerations are particularly important given recent problems with inadequate supply.
  In addition, punishing Union Electric for superior performance with an artificially-low allowed rate of return will undermine incentives for efficiency and discourage innovation in a manner that runs directly counter to the workings of a competitive market. 

B.  Investment-Backed Expectations

Q.
Are there any additional considerations that the Commission should take into account in the transition back to cost-of-service regulation? 

A.
Yes.  These additional considerations are concerned with investment-backed expectations—the idea that Union Electric invested in plant and equipment (inclusive of irreversible, cost-reducing innovations) with the expectation of a continuation in existing regulatory policies.
  While the EARPs were, by definition, “experimental” regulation plans, it was reasonable for Union Electric to believe that superior performance under the plan, measured in terms of both operating efficiencies and consumer benefits, would have led with high probability to a forthright evaluation of the EARPs and the opportunity to continue with a successor incentive regulation plan.  This is particularly the case given the evolution of incentive regulation in both the telecommunications and electric power industries and the fact that a return to cost-of-service regulation is not common and typically involves some breach of faith by one of the parties.  

The deprivation of the returns from Union Electric’s superior performance under the EARP that would result from an artificially-low allowed rate of return could well constitute a governmental “taking” in violation of constitutional protections that prohibit unjust confiscation of property without due compensation.
  The precise nature of these arguments is beyond the scope of this testimony.  Nonetheless, these issues would seem to warrant serious consideration by this Commission.  


XI.  CONCLUSIONS

Q.
Please state your conclusions.

A.
Staff’s rate complaint filing is notably void of any explicit consideration of regulatory principles applicable to the fact that Union Electric has been operating under an experimental regulation plan.  It is widely accepted that economic regulation should attempt to emulate a competitive market outcome.  This suggests that any determination as to what constitutes “just and reasonable rates” should be determined relative to a competitive market standard and is therefore largely independent of the earnings of the regulated firm.  It is important to recognize that this standard actually protects consumers by ensuring that a relatively inefficient firm has limited recourse to the regulator for an increase in rates due to deficient earnings.  The experience with alternative forms of regulation over the last two decades in combination with a voluminous economic literature documents that incentive regulation is superior to traditional, cost-of-service regulation in emulating a competitive market outcome.  Telecommunications offers a compelling case study in this regard.  Incentive regulation is becoming increasingly prominent in the electric power industry as well.  In fact, the experience with Union Electric’s EARPs confirms that significant benefits were realized by all key stakeholders.  

Unfortunately, the Staff did not undertake a meaningfully, comprehensive evaluation of the EARPs, nor did it attempt to measure the benefits to key stakeholders other than Union Electric.  Rather, the Staff focused exclusively on the rates that consumers would have paid had Union Electric been subject to cost-of-service regulation and assumed that cost-of-service regulation would have resulted in Union Electric achieving the same level of efficiency that it did under the EARPs.  This logic is fallacious and runs counter to human nature, economic principles and the experience with incentive regulation.  Nonetheless, Staff appears poised to punish Union Electric for its superior performance with a rate proposal that can best be described as “confiscatory”.  The Commission should therefore reject Staff’s proposal out of hand and adopt Union Electric’s proposed Alt Reg Plan because it builds on the strong foundation of the earlier EARPs in enabling consumers as quasi-shareholders to benefit from Union Electric’s superior performance.   Nonetheless, should the Commission decide on the merits that a return to traditional, cost-of-service regulation is warranted, it is critical that explicit consideration be given to Union Electric’s superior performance as revealed over the course of the EARPs.  Indeed, the competitive transition now underway in the electric power industry will require a different mindset on the part of regulators—one that recognizes the importance of incentives in promoting efficiency and long-term investment in what is arguably the most critical of infrastructure industries.    

Q.
Does this conclude your testimony?


A.
Yes it does.  
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