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January 13, 1993

Mr. Steve C. Tribble

Director, Division of Records and Reporting
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filed with his rebuttal testimony. Please replace the previous
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indicate that the original was filed and return the copy to me.
Copies have been served on the parties shown on the attached
Certificate of Service.
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The Ghallenge for Incentive
"~ Regulation

By Terrence L. Barnich

Incentive ratemaking must be viewed only as & transitional step along the road to
‘ open competition.

ymposlums, conferences, and seminars dedicated

fo discuseing the appiliction of incentive regula-

tion to those sections of the enzrgy and communi-
cations markets that still coms within the jurisdiction of
cconomic regulation are approaching ubiquity. The near
unandmity of these conventions is that incentiva regulation
is, by far and away, a preferable regulatory regime to the
traditional rate-of-return reguiatory paradigm, due to the
recognized distortions and incfficiencies caused by con-
vantional, cost-plus regulsiicn,

1 approach the topic of Incentive regulation with some
sense of tropication, Not becansa [ don't “believe” in it,
but rather because from what I can tell, too few of its
acolytes advocate fncentive regulation, properly undar
stood. For me, as a reguiator, incentive regulation should,
for the most part, serve as & iransitional stup in a larger
movemant to a buly competitive model for each of ity
targeted regulated industries. Too often, incentive egula-
tion is congidered as an end in-and-of itself and the desived
goal of promoting and developling effective competition is
forgotten. Incentive regulation models should serve as the
finel regulatory alternative to ratcbase/rate-of-return regus
lation enly In those cases where free markets will lkely
fail. Surely major portions of currentiy reguiated industries
can be truly competitive if wa, the regulators, would take
steps to knock down the regulatory and legal lonpediments
JUNE 18, 1882 — PUBLUIS UTILITIES FORTNIGHTLY

standing in the way of its emargance. N
C;:nvenuanal Aspects of incentive Raguiatlon

Utility regulators have conventionaily applied incentive
regulation in order to repair the distortions arising out ©
the cost-plus nature of utility regulation. Traditionally, thes.
distortions have included such things as the Averch-John
son (A]) effect, in which utilities supposedly have the
incentive to cverbuild and “guld-plate” [ say "suppes
edly” simply bacause tha A-] effect has not been quanti
fied, and 1t has also becormne a less attractive theory in ligh
of the recent history of such things as prudence and usec
and-useful disallowances in tha electric industry. Nonethe
less, 1 bellave that 1t does exist, to one extent or anothe:
and it does play & role in the way utilities ave managed an:
the way in which thelr managers look at their world.

Traditonnl incentive regulation plans have attempte
to correct this type of distortion by attenuating or eve
severing the He between revenue requirement, ratebas
and exrnings. However, the real focus ends up “Incentivizing
aggregate shorter term cost reductions, While this is
sound first step, and nneﬂutshouldnotbedhmnnged,
is only part of the picture.

Unfortunately our focus has not bean on developic
incentive mechanisms that promots investments in ne
technologies, which in turn cut costs langer term. This s
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different question than that customarily raised with re-
spect to the A-] phenomenon and one that needs address-
ing. With the intreduction of new izchnologies, including
reliance on software as opposed to herdware in telecom-
munications, many of the old economies of scale and scope
analyses have been rendered obsolein.

Today; the main incentive mechanisms in use involve
little more than a refinement of the effect of regulatory lag:
allowing the utility the opportunity to relain only those
savings achieved by cost cutting over eome period of time
between rate cases. As incorporated into incentive plans
this provides only indirect and informal incentives, which
certainly have only & short-term focus. In Illinois, for ex-
ample, if the utility in question “over earns” due to this
type of incentive, the commission has the obligation to cail
the company in and re-adjust its overall return accord-
ingly. In the fAnal anaiysis this is not a true incentive
mechanism since most utiiities will have only a relatively
brief ime period guaranteed to them that they can make
any operating adjustment to enhanee their earnings while
keeping their prices constant.

There are those too, who cling to the maxim that regu-
lated utilities alteady have the statutory obiigation to oper-
ate in the most efficlent, least-onst manner and coupled
with the retention of “excess” earnings atiributable to
regulatory lag, thercJds duty and inczntive emough for
efficient operations without the nezd for new-fangled in-
centive plans. I would have thought that argument would
have gone the way of the Bexlin Wall, which was demoi-
Ished by the power of the truth now assaulting traditional
regulation: Regimes founded upen profit incentives in-
duce peopla to act more effidently (and thus more pros-
parously) than regimes propped up by the bludgeon of
command and control regulation.

Incentive programs based upon earnings sharing repre-
sent & subset of commonly used incentive reguiatory re-
gimes, which look suspiciously like regulatory lag refine-
ments. These systems, however, are dezigned from a per-
spective that is not nacessarily predicated on a sound
understanding of a company’s economics. State utility
commisgions, a8 & gensral matter. really do not have in-
depth understandings of the financial aspects of the busi-
nasses they regulate. In fact, today’s political ethic holds
that to have such knowledge is to somehow be prejudiced
and therefore “anti-consumer.” This means that such shar-
ing mechanisms and their incentives may not work as
haped. Additionally, incentive prograins based on sharing
are sometimes designed such that the ranges of sharing are
narrow or give the company no real retention once certain
earnings leveis are exceeded. The resuit is 2 dampening of
the drive toward optimum efflciency,

We must bear in mind that the focus of any incentive
mechaniam ghould ultimately be set on the end-user. That
ls, the company should be given the incentive, through the
opportunity to eam higher than “normal” retumns, to pro-
18
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vide state-of-the-art technologias and high quality service
at stable or even declining prices to ratepayers. Neither of
the exampies above adequately achleve these objectives.

Reguistory 8chamey: Frice Caps

Conventonal incentive regulation could be enhanced
by moving to price cap type models. Often, price caps are
hunped into incentive reguiation and — for purposes here
— they shall be considered to be a subset of incentive
regulation models, since thay are designed to achieve the
goals identified. Thare are four primary ways price eaps
serve to enhance incentive regulatory models. First, price
cap incentive regulation puts longer term investments in
cost-cutting technologies on the same levei as shorter term,
savings. Second, price caps will help make the incentive
mechanism more closely resemble the dynamics of the
competitive market. Third, a price cap model will give the
regulated company seiling a regulated service the freeclom
to meet the prices of competitors in the marketplace whose
activities are not regulated. Finally, ratepayers will exper!-
ence elther stable or declining prices as new technologle
are put {nto place.

Probilems with Current incentive Reguiation

Traditional incentive regulation, incuding price caps,
however, remains rooted in the notion that government
regulators can successfully design a set of market-like
forces that will elicit some of the behavior we value in
competitive aituations such as efficlency, cost-conscicus-
nesg, and customer-centered thinking. I have my doubts.
The problem here has twa primary parts.

Firat, traditionai incentive regulntion designs often will
not approximate compatitive market forces. They focus
primarily on the short-run and neglect the long-run, which
firms operating in competitive environmenis cannot ig-
nore if they are to survive for any extended period of time.
Int the regulated monopolistic setting, wa allow (and indi-
rectly encourage) firms to operate protected against com-
petitive pressures of addressing the long term.

Second, there is a temptation to apply incentive regula-
tion technicues to services that have actually become com-
petitive, thus placing thase services in the position of being
offered under lwo different and quite possibly inconsistent
sets of pressures (i.¢., incentiven): (1) those designed by
regulators, and (2) thosa developed in the free market. The
continuation of the problem leads ko several genuine prob-
lems that are just as bad as the distortions of cost-plus
regulation that incentive regulation is intended to address.

First, to the extent that regulators continue to view the
world through the regulated firms’ lenses, they incorrectly
perceive competitively available services as non-competi-
tive; and thus the greater will be the tendency to fall into ¢
protectionism trap, in which the utility is achually advantagec
by various rules or even the channeling of cross-subsidies
This will tend to block cut the new competitors and damper
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the deveicpment of competitioq.

Second, the other side of the coin is that regulators —
even if they act in a protectionlst manner —- may design
the incentive in a way that 1s no! conducive to the offeting
of the competitive garvice in & way attractive to customers
or the utility. This inadvertzntly makes the utility
uncompetitive.

Polential Solutions te the Shorleening

Of courye, there are ways of dealing with these prob-
lems. The key, as [ see it, Is for regulators to Jook at the
world from the proper and of the telescope. This menns
that we must begin to undemtand that many of the sor~
vices being offered by utilities are becoming competitively
avpilable and that competition is beroming increasingly
prevalent across-the-board.

This being the case, and because things can change
rapidly and without any action by rzgulators, utility regu-
lators should take two steps. First, we must apply incen-
five reguiation only te those services that retain some
serious ditmension of natural monopely. To do otharwise
only compounds the shartcomings presented by the old
ratebase/ rete-of-reburn mgulatory modsl,

Second, for those services that arc otherwise available
or even may be Inclpiently available, there should be free
entry and exit, and prices should be subject to market
forces. The identification process should be easy for these
services. We wouid rely primarily on declarations by the
regulated uiility or its compatitive supplier that the service
Is available from more than ons provider, and we would
then put the onus on others to show that such is not the
case. With respact to services to which incentive measures
would be applied, thers should be greater reilance on
open-ended sharing of profits and/or leveraged pricing.
These types of mechaniams wonld link the prices for the
regulated services to those movemanis of prices in the
comparable eonnpetitive sorvicss, thus essurlng monopoly
custamers of the benefits of competition while providing
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the company with the incentive to cperate efficlently.
Since | belleve that incentive regulatory models: must
serve as {ransitional steps toward competitive models, a
key step that regulators and utilities can take right now is
to'begin getting the prices *right” for services before com-
patitors get too far ahead., The unbisndling of services must
alzo move ahead a3 much as possibls. This will set the
stage for competition to develop by providing the prover-
bial “level playing field.” Local messured pervice and the
deaveraging of prices in the local talephone exchange is a
prime example of the direction that must be taken to
prepare for the market and the incumbent for competition.

The UNimaie Incentive: Cralting an
Effactive Compelilive Peradigm

A more effective role for all incentive regulatory models
Is to serve as tranaitional steps 13 we maove toward effec-
tiva competition in the regulated industries, Just as rate-of-
return reguiation is supposed ko serve as a suttogate for
competitive markets, we have touted incentive regulation
zs a better surrogate. This might well be the czse, but [
would quickly point out that incentive regulatory schemes
are still just surrogates to competition and ss Ray Charies
sings abaut Diet Peped, “You've got the right one, baby, uh
huh." Effective competition remaing the best incentive
model we have, and therefore we should always foster its
development whanaver possible. We need to begin reex-
smining the traditional bases of regulstion — primarily
the natural mancpoly arguments — snd see if technologi-
cal developments have rendered thess arguments irrel-
evant. Once that has been accompiished, we then need
finally to demolish the Berlin Wall of regulation that re-
mains in place.

Terrence L. Barnich (s currently & commissioner on the ilinois Oom.
marae Commission, and served s Gher af ibhal body. Prior to

aftoney in the litkgatian desariment of Mudniok and Woife.
Commisnioear Bamich received his thw degrae from Fordham Univar-
sity and a bachelor's degree irom Georgetown Linkemity.
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